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" INVESTIGATION . OF -BUREAU OF INTERNATIONAL |
| GATIOR OF DIEAS, 07 INTRREATH

TUESDAY, MARCH 25, 1924
~ UNITED STATES SENATE,
SPEGIAL CoMMITTER 'To INVESTIGATE
THE BUREAU OoF INTERNAL REVENUE,
o | S T Wasﬂiugton,;b., C. -
~The committee met, pursuant to adjournment, at 2 o’clock p. m.,
Senator William H. King, presiding. , ..
" Present: ienators Ki,nﬁ and Couzens. , S
" Present also: Mr. C, R. Nash, assistant to the Commissioner of
Internal Revenue; Mr, N. T. Ifa.rtﬂon,; soiicitor, Internal Revenue
Buresu; and Mrx. S. M. Greenidge, chief, éngiheering section, In-
ternal Revenue Bureaw, , . ', .~~~ . 7 ‘
" Senator KiNe. The commiftee will be'in order. .
Senator Couzens, Has Mr. Nash or Mr. Hartson al:{oug'h't' here
to-day from the department the reports that were asked for? =
Senator King. I asked for some information yesterday. I do not
know whether mu have had time to procure that ornot. =~
Mr. Nasu. Mr. Chairmen, it was inh;fpssible to get the infor-
mation you asked for with reference to_ Messrs. Mapes, Angevine &
Johnson, which is' the firm name. It will teke some time to get that
information, =, - . .~ ‘ '
"Senator Kina. Ali right. L _
- Mr. Nasu, I have g statement from the Secretary to present to
the chairman of the cominittee, , Do you wish me to read1t?
Senator King. Let me gee whatitis. . .~ " ,
. Senator Covzens. T think you should read. that for the benefit
of the committee. . | o |
. 'Mr. Nasu (reading); |
. DRAR, MR, CuAlRMAN: In the hearing hefore your committee yesterds;
what g‘ug:rted to bea coén{eeof & memorandum de{ivened by;,am'ex-zmployeg
to & member of your comm was introduced and has beep made the basis for
headlines in the newspsapers which might lead the public to believe I had sought
to influence the Bureau of Infernat Revenue .in its consideration of the
liability, of certain companies in which I am jnterested as a:.stockholder. As I
have already stated, I have never interfered in any way with the Bureau of
Internal Revenue in any matter, least of all would I do so in cases in which
it 'might be charged that I was personally concerned. ' I feel, however, that it is
due to me and to the companies involved that your éommittee make an im-

ediate investigation in order that you may thoroufhly satisfy yourself and
&?, publi¢ whether or not these companies have received any favors from the

Vel'nment. ’ ' . . :
‘Three companies which have been mentioned are the Gulf Refining Co. and

its subsidiaries, the Standard Steel Car Co, and the Aluminum Co. of America.
Each of these companies has advised the Commissioner of Internal Revenue
that it waives its right to privacy under the statute, and the commissioner is
: 228
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‘. guthorized to produce to your committee, without restriction of any kind, all

o of the tax returns and accompanying papers for each tax

year. Moeasrs. Erust
& Ernst, certified public accountants, are familiar with the tax adjustments of
these com%anles, gince they handled their presentation before the bureau. ' They
can undouhtedly be of assistance to your committee in explaining the complicated
questions involved, and I am informed are reagi' to respond to any call of [xiog:

com ‘Mry &: Q. ,Brnst ,will be - ini Washington on the 26th and wi
availal ttt:?ilgélf Jfﬁh’b?eﬁfter?t' };ﬂq : 4ni;v§‘s',latb¥(:-at:é& g?th’i'espeot to any .,
other companies in which I may he i I shall be glad to do what I can
to obtain similar publicity to their returns.
Very truly yours, o
A" W. MELLON, Secretary of the Treasury.
Hon, James E. WATSON, . e e
Chairman Commsttee lo Investigatethe =~ '
Bureau of In‘te;malﬂRevenuo, AUm't.ed_ States Senate.

Senator Couzens. We, had asked for some other information;
for instance, .the synopsis .of the Gulf Oil Co. and my own. We
asked for that yesterday. _

Mr. Nasu. Yes. Mr. Hartson has prepared a synopsis of our
case, Senator Couzens, and our engineers worked until midnight
last night, and have worked up utgil ,‘tjust' before ‘coming to the
committee to-day, to prepare the Guilf Co.’s case. It has been
physically im os,sif:le to complete that synopsis.. ~~ '~ L
" Mr. Gréenidge; the head of thé engineering division, is here with
us to-day, and he can'eicglain to the committee just how much they
have done and how much longer it will take to ¢contplete that synopsis.

Senator Couzens. Have you the other casés here, then? =
© Mr. Nasi. Mr. Hartson has ‘your cdse, Sehator. D

Senator Couzens.’ I do not as$ume thdt there is anything we can
do but to give you tinie to complete that record. - ' : _

Senator Kina. Yes;. we will have to give them time.

' 'Have you anything else to-day, Senator?. " =~~~ ' "
* Senator Couzens. Nothing excépt the filidg of this report of mine.
I would like to hear Mi. Hartson as to that. © ~~ =~~~ '~ " ' |
Mr. Nasa. Mr. Greemd].%e will be able to tell you how long it will
take to complete that work, e Ty
Mt. GiEeNIDGE. We hope to do so by Friday, Senator. I should
like, howevér, to ask, if you will indicate ini more or less. detail how
far we should go in supplying this irifformation to the committee.
You see,' with & large case of that kind, the chronological récord
alone is & matter of probably hundreds of items.. The figures that
are involved are large and complicated, and thé reconciliation” of
those is. not' altogether an: easy matter. : Just how far do -you wish
us to go inté an expldnation of the details, or otherwisé? We would
be very grateful to have your suggestions in regard to thet. .- =
Senator King. Senator, have you any thought in that connection?
" Senator ‘Couzens. I thought in this report they might show the
particular controverted points. ' I do not conceive that'that requires
the whole history of the case, and certainly I have 1o desire to burden
either the record or the department with volumes that we.can never
look at; but it does seem to me that they could point out in this
synopsis the questions at issue, the position that was originally taken
by the Government, the position that was taken by the committee,
_how .the case was settled, whether it was a compromise -or upon its
merits, and who settled'it.- -~~~ - . .- oo NS

Senator King. Essentially those ﬁ?.res involved in what you call

the reconciliation, because there probably is where the crux of the
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" 'Mr. GREENIDGE. Yés; that gives us the information we would like
to have. We have not ﬁqst g‘tvxﬁhme so far because of the work thas.
we have done, Senator. It will tend to amplify all the points .that
youwn:h,’ustocovermagenera'lw:{._. R T S
“Senator Couzexs. Of course, if, ter going through the. records,
imtythmg occurs to us that we would like to have, we can get that
ater on. R
Mr. GreENIDOE, Yes. You see, this chronological record will per-
mit us to refer to it very easily hereafter. . . - . . o . -
Senator. KiNa. Do you understand the records that we are aftert
. Mr. GREENIDGE. Yes; and T will have a transcript of the instruc-
tions, no doubt. .. . : o L .
Senator KiNe. Mr. Hartson, are you ready to submit your report
to the committee? » , : e
STATEMENT OF MR. N. T. HARTSON, SOLICITOR INTERNAL
~ . BEVENUE BUREAU, N
Mr, HarrsoN. The reason why this report, Senator, is sybmitted
to-day is because it was not a very difficult one to prepare, in that
only two controversies were involved, differing from some of these
large corporations, and some of whose cases have dozens of points

involved, all of them disputed, and all of them subject to conference
and diseussion. . . .. . . L
The case of James Couzens, consisting of :a revenue agent’s report,
covernzgjsthe ears 1916 to 1919, inclusive, submitted to this office~—
and ““ this office”” refers to the bureau-—under date of February. 17,
1921, was taken up for audit in March, 1021. . ..o o
- The report showed additional taxes and overassessments as follows;
1916, no .addmonal taxes; no overassessment. I =
1917, no additional taxes, but an overassessment of $188,711.25. :,
1918, an additional tax of $4,434.18; po overassessments. - i !
1919, an additional tax of $2,147,204.17.; . ¢ . ... 7y

Senator Kine. For that. year or for the aggregate of those years? .
Mr. HartsoNn. For that year. . It should not be understood, that
- this is an additional tax, other than a proposed assessment. This is
a revenue agent’s report, but up to the status that I have read now
there has been no assessment. . .. L S
Senator Kine. That was not ithe increase in the value of the
prol&rert but it was the tax perse. - Co
. rsoN. That is the additional tax, which came about in

the way that I will later explain. - - = .. Cil
" The return for the year 1916 had previously been audited dis-
¢losing an overpayment of $45,200.17 resulting from the exclusion of
stock dividends, amounting to $410,853.20, from the taxable.income
in accordance with the decision of : he Supreme Court of the United
States in the case of Eisner ». Macomber. It had been determined
there that that amount had been erroneously assessed. =~ .-
“On March 15, 1921, before the audit of the case had oeen com-
pleted; the taxpayer submitted a brief to this office protesting the
adjustments recommended in the relport._ . The two main contentions

of the taxpayer related to the year 1919, and were as follows: . -




- lations m force when the gifts were made.
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. & Jt-wds cohtended' thay ‘the' charitable gifta of ‘securities made by
the taxpayer for which he claimed in his return a deduction of the
fair mpirket vilue of stich sedurities, namély $1,796,994.74, should not
have b uced to" the 'cost or,market ‘val'ue' on March 1, 1913,

which was $436,050.92) or & decrease it the deduction of $1,340,943.82,

to the rules and regu-

on the ground that such action was contrary

-“That is the first contention.
The second contention is: . \ L
- Tt was further contended that the dividends received by the tax-
ssyer from the Ford Motor Co. or July 10, 1919, pursuant to the
- décree of the court of chancery in Dodge et al . Ford Motor Co.
(204 Michigan 465), did not comstitute’ taxable income for 1919
inasmuch as the court below decreed that the amount should be paid
on December 5, 1917 (which decree was affirmed by the State Su-
Kreme Court in 1919) from the 1916 accumulated reserve on hand
t 1, 1916, and that the income was properly reported in an
amendeéd return for 1917 taxable at 1916 rates.- = S
After the hearing on these two contentions was held in the unit, in
- the administrative branch of the bureau, and after the unit had de-
termined that both contentions should be denied, the taxpayer took
an ';gpeul to the committee on appeals and review.

e ‘committee on agﬁ’eals ‘and review heard this matter and
demnied both contentions that the taxpayer was making, and, in effect,
gustained the revenue agent’s report, which contains this proposed
additional tax in the year 1919 of over $2,000,000. .

- The ocase was transmitted then to the unit, as is customary, for
adjustment of the audit based on that finding by the committee. .
In the meantime another taxpayer, whose case involved identically
the same question—in fact, both questions were involved in this other
taxpayer’s case—had protested u?inst the decision, the bureau’s posi-
tion. He Yroteatod against the bureau’s- regulations with regard to
this gift. I will explamn that a little Iater, but I just want to empha-
size that at that time this other taxpayer had proteated :&ainst the
position that the bureau had taken with to the deductibility

of gifts, the amount to be deducted for gifts. o

" The case was then submitted to the solicitor of the Internal Reve-
nue Bureau for a further opinion on the question of the gift.

- This question involved the proper basis for determining the amount
of a deduction because of a charitable contribution of property; that
is; whether the amount of the deduction should be based upon the
;9&{1;9 3{1 the property at the time it was given or upon its March 1,

,' uﬁ. ° e ' BN . . . . . P

Mr. Couzens, in December, 1919, made charitable contributions
of securities which had a fair market value at the time of $1,796,995.74.
‘The fair market value of the property on March 1, 1913, was
$436,050.72, S o
" In making his return for the year 1919, Mr. Couzens claimed a
dedtiction based upon the fair market value of the groperty at the
time it was given, his action being in accordance with the provisions
-of article 8 of regulations 33 (revised), as well as in accordance with
verbal advice.given to taxpayer’s representative, Mr. Spicer, by the
adsistant to theé commissioner, J. H. Cillan, on or about November
25, 1919, and also in accordance with a letter signed by Mr, Callan
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wnder dato of Debember ‘12, 1919, in the casesiof Raid R CGrayud
. Philip H. Gray. The incoms tax umit, iri' suditing' the retum 'foy

" the'yesr 1919, allowed ‘&  deduction based only on ‘the fair marked
. velué as of March 1} 1913, such action being in wedordance with: the
provisions of ‘article 51’ of regulations 45,1920 edition, a8’ well as in
sccordance with an ‘opinion rendered by ‘the Solicitor of Internal

Revenue, Carl- A. Mapes, under date of October 19, lﬁzzg;zg“thé
eases of Paul R. Gray and Philip H. Grey, which involved preéisely
the same quéation. -~ - - T ot et e e

"~ Now, to exslain those two apparently ‘conflicting statéments, it
should be said that at the time the g}; wed made, Mr. Couzens
inquired of the bureau es to how to treat the'item, and the regula-
tions at the time he made the giff)pe‘rmltted him to take the dedtc-
tion in the amount of the value of the p y at the date of the
gift, and following those instructions the deduetion was made in tha
amount, in‘excess of $1,000,000; that is, $1,700;000.: : - . -
- After the gift was made, the regulations were clianged, and the
regulations having changed, Mr. Couzens’ returns by that tinve
come down for audit, and the chianged regulations being in effect,
permitting only the deduction in'‘the sipount of the value:bf the
F:opert.y as of March 1, 1913, that being the date the income tax
aw became effective, it made a substantial differenee in the tax, of
course. S C e e
So when I read, “The income tax unit, in auditing the retwrn for
the year 1919,” I mean that it did that seme time after :019. 74
was 1921 when they came to audit it. , SR R
The regulations having in the meantime beén changed, -the
allowed a deduction only of the fair value as of March 1, 19138, sue
action being in accordance with the regulations as they: then existed.
The material provisions of the revenue acts of 1916, 1918 and 1921,
are the same. section 5 (a) (8) of the revenue act of 1918, a8
anitnded by section 1201 of the revenue act of 1917; section 214 (a)
(11) of the revenue act of 1918; and section 214 (a) (11) of the revenus
act of 1921. Those are the sections-of the act, all of them being the
same. There was no provision in the revenue act of 1913—that is
an earlier act—or the act of 1916—-that is earlier than the amended
act—prior to its amendment by the revenue act of 1917, pqrmnﬁtl:ig
the deduction of contributions made to charitable organizations. It
was only in the amended 1916 act, or the 1017 act, that deduetions
for contributions to charitable or%nmations' were permitted. The
revenue act of 1917 was approved October 3, 1017, _Article 8 ({m"ar
graph 92) of Regulations 33 (revised), promulgated January 2, 1018,
provided as follows: - co = G -
Where the gift is other than money, the basis for calculation of value of the
g}l’% g;lil“be the fair'market value of the property the subject of gift at the time
o . . : .
That is the regulation that was in effect at the time Senator Couzens
made this charitable contribution. ' o
The rule contained in Regulation 33 (revised) was gsmntly
followed until February 4, 1920, when | easu:g decision 2066 was
promulgeted.  This Treasury decision ‘changed the rule and lsid
own the rule that where the gift is other than money, the basis for
¥ . calculation of the amount of the gift shall be the cost of the airroperty
. if acquired after February 28, 1913, or its fair market value as o
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March. 1, 1913, if: scquired prior thereto, after deducting from such
cost_or, value: the, Amoun ig oh. has been or wi mixoh. should
have. been set es; e and. oduo m the current yoar-and previous
k from e jincome on account of depreciation, and which
notboenp tmm aking good the depreciation sustained. In
ta? it is stated: that. the purpose of the
deomon wes to amend the regulations in so far as it referred
tq gifts other than money so as to bring them into conformity with
regulations covering other similar deductions in section 214 (a).of the
rovenue act of 1918, the bureasu having held that in the case of
deductions for losses allowed by section 214 (a), (4), (5), and (6) the
losges must be based upon the cost or March 1, 1013, value.

1t might be well to pomt out to you here that, under section 214 (a)
of the act of 1918, certain deductions were allowed for certain items—
losses, for instance, 10sses for destruction b fire of pro E) perty, or other
losses. The regulations at that time, an 1918, had. per-
mitted the amount of the deductxon to be t. en because of the 088,
and beaed that on the velue of the property and the date it was
wﬂ uired subsequent to March, 1, and on the March 1
value, lf prior thereto; and this change in regard to charitable
" contrib uuons, when made not m money, but in property, was made,
80 the files show, to bring this in line Wltil the prmcnple that had been
followed with regard to other losses.

... Senator Comns Let me: eek you right there: That is in spite of
the fa.ot that the law read otherwise? .

Mr. HartsoN. No; the law, does not state, Senator The law
merely  permits the: deduction; that is all. . It does not show,on
what basis; it does:not ssy how it shall be done; it merely permits
the: deduction to he made: because of a charitable contribution.
Now, it does not say whether it shall be in cash or property, or on
what basis it shall be, .

. Senator. COUZENS; Then. what ou read Just awlnle ago was a

e.tmn of the bureau and not o statuted ..

"{antson.. The point I have m mind is this:

Sect.n,n 214 (a) is the section of, the law which permits these
‘deduot,x,ons to be. made rom gross.income beceuse of certain losses
or: contributions. ..Under . the 1918 act and under the g ior act,
when the loss was a loss o ain'opert , the amount of the deduction
should bo based upon the value of the property as of Mareh 1; but
with contributions the amount of the deduct,lon that might be taken
when the contribution was not in money, but in property, was based
upon the value of the property at the date that the, contrlbutnon was
made, and apparently there was a lack of harmony; at least, it was
so felt by those in cha rge, and to bring it into ne, to make the
deduct:gn the same, it’ bemg both under the same section, this change
was made

Senator Couzens. Can you tell us just why the difference? Isee .

thehﬁomt, that there 1s quite a difference in t e regulations.
Hartson. Y.
. Senator Covzms Between the 1osses and charitable gifts. Can
you explain just how.that heppened that there should be such a
erence in, that! A
" Mr, H.An'rson No, I do not know that I cen explam 1t
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Section 214 (p) is & comprehenswe ticle, or, seotion in th& hm .
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covers sll. deductions which may be from gross, income,

,,of course, deductions becguse of {osses and deductions;becausd

of gifts, while there may not be any essential similarity in prineiple

between the two, .they both being deductions from.. gross. ingome,
the were included there. -

ow,. up until 1920, when this was changed, there had heen &

dnﬁerenee yetween the basis for taking the deduction between losses

U!?(lifer date of July 27, 1922 the solicitor addressed .a memorandum
to Deputy Commissioner Batson advising that a memorandum, brief
in support of & protest by Paul R. Gray and Philip H. Gray to the

roposed assessment of additional income taxes for the years 1916 to
f91 invol a claim as to the basm of computing the amount of a
deductxon to be e.llowed in the case of gifts, had been submitted to lns
office and euggestmg that such tg as might be useful in a
determination of the quesuon, transmxtte to the solicitor’s office,
Under date of A ‘ﬂ“ 24, 1922, the files in the Gray cases were sent to
he solicitor’s ' office. At ,the. request of Messrs, Goodenough, .
oorhies, Long & Ryan, counsel for the taxp Iers "ah

anted a.nd get for September 9,,1922.. “Under date of Septemier 6,
ﬁz . egram. was_received from taxpagere counsel reques

t the hemngE: adjoumed until Octob The exact date when

5 d does not appear, but under date of Octo-

ber 1 22, a memorandum opinion, was addressed to Deputy

Oommlssmner Batson advising that acceptmg the grovms;ons of

T. D. 2098 as the correct interpratation of the applicable provlslons
:ll; tthg revenue act of 1918, the liability should ge determm

at basis.

Now, I want to interpose there this explanatory statement, that
the reference to the solicitor’s office in the Gray case was made not so

uch jn contest of the fundamental c: le of the correetness of, this
“f but was made on the hasis t. ad been promul-
ﬁt after the gift had been made and efter the returns had. been
Therefore, the tax&ayers were taking the position that .the
change in the regulations should not have retroactive effect, so far as
ﬂ&exrt returns were concerned, but should merely have prospectxve
effec
Senator Kive., Are you not, by re'iuletxon, retrop.ctnve the
retat.:on wluch ygu place upo! statute, so that the taxpayers
woul e compelled to pay under different assessments
rTeON. This opinion, Senator King, that the solicitor
. made, and which has been referred to here, he fd roughly, that the
interpretative regulations of the law, and which law remains the same
and has not been changed, had to be uniformly .applied, that there
was no justification to interpret glven language in the law one. wey
for a certain period of time, and, th out A:hagpgmg the language of
the law, to interpret thoge rules differently from that date orth,
and therefore held that this regulation,’ thh ‘had been changed in
1920, head to ﬁs o back during all of the time t ai the law was in effect.
In other words, the change we.s retroectxve in. 1ts effect, because it
was an_interp retation.

1 might say thet the 1921 act which was n%t in eﬁ'ect. at that tuqe.

and which has since been passed, contains & provisions which is not

s"‘ ‘...a
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provel’iof the ‘Seoretary, to promulydte tions ' withott #étro-
3 ive effect;'w én, thi cm.ge’ is not ztsgpgrgﬁtj;gb%ut‘bﬁ' dotftt de-

' cision ¥ e0mé'chilfige in thé law. - . - Rl L
- Senetor K¥iva. II'it will hot be disturbing to the contihuity of this
matter, mag I interpolate that yesterday I ‘examined one of your

promulgated ‘yolumes ‘of regulations, more than 1,800; as I recall,
sonie of ‘them obviously containing 'interpretations at vaiiance with
former interpretations; some of them necessarily placing & construc-
tion upbii‘the statute which would make it retroactive, the result of
which would be to. disturb dccepted decisions taken in the déepart-
mient, and throw into chidos and confusion the tax réturns of a large

number oftge()ple.' I

- Now; 'with that premise for corrective legislation—and the matter
is 'before s in 'the Finance Committee now—do you not think that
we hidve delegated too much ‘authority to the commissioner'and to
the ‘Secretary ‘of the Treasury to promulgate regulations, and that
they have promulgated too many regulations, many of which are
contradictory, many of which the public never can become acquainted
with, and many of which are so complicated, when applied to the
statuté; as that no taxpayer may ever know just what the tax against
him is}’unless he hires experts, and_.those experts, like all experts, will
disagree. There are several questions involved in one there, buf if
You will explain' that, either now or when you get through with that
etter, I shall be ver;;&{a‘d"td have you doso. ~
' Mt. HarrsoN. I will be glad to discuss it and to answer any.
specific questions you desire to ask, Senator. -~ = - - .

‘Seénator King. Perhaps you'had better finish that, and then we

will revert to it here. L o

" Mr. HarTsoN. ‘'The opinion, then, of the solicitor, which has been
" referrod to here, merely held that tfmse regulations which had been
changed in 1920 had to be retroactive in their effect, even though, in
some cases, gifts' had been madc pursuant to regulations which had
:!hmre:io;!flore been in effect and which ‘weére different from the ones at

at e. S ‘ :

- On that principle, as has been pointed out, you can not interpret
the same language of the same law ih two different ways; you can not
do it both ways; you have to be consistent._ A
*_ It should be noted in the memorandum opinion of October 19, 1922,
the fundamental question of the correct basis of compiiting the
amount of the contributions was not considered, but only the question
whetlier in view of the chenge in the regulations the Government
was precluded from figuring the liubility on any basis other than that
lanﬁ down in the regulations in force at the time when the gift was
mader : , _

" The Couzens case first came to the solicitor’s office in October, 1922.

It did not come in connection with the assessment to be proposed in
connection with the disallowance of the amount claimed as a deduc-
" tion for charitable ¢contributions, but came in connection with a cer-
tificate 'of overassessment for the fyenr 1916. However, when the
case 'was before the office counsel for the taxpayer appeared before
the then solicitor, Mr. Mapes, who directed that the fundamental
quéstion relative to'the de uctibilimf certain gifts should be gone

into de novo and a hearing granted before the officé conference com-




of his deduction should be, whether it shpul

 sxvampATION, or wmv 08, DTEREAL BEVENUE 2

Th hpml;g Wog set, for_Decembpr, lgh 1922, bl}kfm 8 ‘l}'

sequeat of Mr. Cp
*ﬁ?ﬁ;@?ﬁ?&i‘&‘:ﬁ‘&&%mﬁp@‘ﬁ"m A

was, appointed golicitor on the 1st of January 1923t SN
. Rexg?lu::gocé el for t uzensa:’furth 'ewa,p
a.ﬁ'p ed after e hq or, ﬂh sub m.\%s;on of brllf fs luoh Wﬁ,got
eived until on.or a ut he lsto ., nd rdate
1923, Law melo 118 was sub commission
ion rey: t‘he then existing rulp, an helq that where é

, chpmtpg) e ‘contributi ?n is other than mo ney,.the basis of the oalqula-

‘amo e purpose_ of th “deduction allowed
sect;on 212 [CVE (?l) rgf the mgenqe act of 13 ahall be the fair q),‘;nlget.
value of the prope: g In other words, we
went, be:i:Q where we ,hsd been in 1919, appears to have’

prov d lmnisamner under date of Ma 1, 1923, and mlgg;
m; ong,, under our ouatom, ,no regulau g, require

the ap Prova of the commlsswner efom ey 8 Qwe Dnder
date of June 16, 1923, Secre ellon approve ‘l‘?
3490 and 3491, wlnch ameénded Regulations 45 and 62 to aqco

the vi ewWs express in Law Opm:on 118. .

‘So law mnon 1118 discussed the fundariental pnnclpie 4s/to ;what
basis should be used when a tsaxpayer, haying ngen roperty rather
than money was permitted to make a dédu gon, t the amount

e value at the date of

t.or on the March 1 valpe. Ii was fn{ ‘view, and there 'Was &

erence of opnnon in the office about it; ould say & dozen law’y‘rm
considered it in the office, and e majorlt of them were sati

with this view. It was changed; the opqnon expressed the con-

trary view, and regulations then were promulga , signed by the

co ssnoner, and approved by the Secreta
(i)mlon was published, and regu.lat;ons are alwsys pub-
llshed any questxon, and all t.axpayqrs, of course, have had

const.rucuve notice, at least, of the ch

"It should be noted that no addition assessment; was, ever made

ainst. Mr. Couzens in respect to the deductxon cleims by him on
account of the gifts in uestzon Altho h an additiongl agsessment
was proposed, 1t was wn eld p urthar cop d ation of the
question by the solicitor. new of gctr that o p931taon taken
in Law Opinion 1118 was favorable to e taxpayer, the additional
assessment was not made. Additional assessments on the gift

:g' mon were. act.ually made in the Gray cases, but the taxpayers

batement claims, and the commissioner instructed the co ect.or
t in his opinion the collection of the tax would not be j Jeo
he zmght delay oollqetnon ending further consqdemtxon of the ques-

‘tion by, the soljcitor, so that: the additional ass ents. Were p?'er

gctp .paid by the Grays, If the ilf pmd y tens,

owed as a deduction on_the 1, 19 value,
rather than, qn tb,%oo ue as of o.datg - t, an a@dntxonai tax of
npprommate y Sl 000 woul

ere, were o 0, two qu F&onsu in 'yonr mg——]ust dt.wo

‘Both of them were funrament ey were aatl
involve the Senator, partwularly, any more-than mvo Ve




§8%  investibatoN OF BURBAYOF INFRENAL/ NEVENGE
great ‘fagny other peopls. It Was one of msny: qu
Charabter and of;gq%u?mtgau'@c@ that, e bureat it
pass on and rulé onl.day aftér'day. . c v 0t

estions, of ‘like
compallédto

Thd law is not specific. -Senator King has asked me whether' or
not too much authority bas been given the Secretary and thé Com-
missioner in ma tions, "I think' too much authority has

.- T'do not. see hotw i is possible to pass & law

not béen given trem ‘ ,
which is desirably simple and pliin and clear on its face, and not
give to the administrative officials ‘the power to interpret the law
and to settle the thousands of questions coming up in regard to one
little item that is not specifically covered in the law. You can not
go into the detail in enacting a revenue law which will anticipate -
and settle, beyond any question or dontroversy, the thousands of
questions thit are later going to arise. ' "It simply can not be done.
.. Senator Couzens. Could it ‘not be written into that law_ that
these deductions. for logsses and for charitable gifts should be based
on the March 1, 1923, value, or on the basis of cost to the taxpayer,
and xg)t leave that question open for the interpretation of the Internat
Revenue Departmentt =~ =~ S
. -Mr. Hanrson.' That certainly could be done, Senator, beyond
'angeqlieauon. o A T
~ Senator Couzens. And in that case, it would have been' wise,
woulditnott =~ T
" Mr. HartsoN. I think it would have been wise.
.. Senator, Couzens. Yes. =~ o '
Mr. HartsoN. Becaussé I think it is most unfortunate that it has
been necessary in this case or in any other case to change the regu-
lation or cliange a rulihg-—most unfortunate. B ‘ -
 Senator KiNa. Do you not think it is unwise to leave such a
tremendous discretion in ‘an executive department or administrative
bureau as by the promulgation of a regulation which may increase
the assessment a million dollars, or take from the taxga er a million
dollars, or & half million dollars, or any amount, for that matter?
* Mr. Hartson. I believe it would be wise to pass Jaws which would
not require any interpretation, but I think, practically speaking, the
Senator will agree with me that it is impossible. courts are
filled with cases because of conflicting laws, but it seems that the
‘more complicated cases and the more specific cases that are tried to
be covered in the law, the greater the difficulty there is arising in
their interpretation. ' I do not think you are ever going to eliminate:
lthe controverted points, or prevent their arising in these revenue
laws. . ‘ o
_* 'This is a rather simple case; it is not a complicated situation, and
it ddes not involve a tremendous amount of difference of opinion.
“The law does not say which way you shall do it, and it has teen done
several ways in the hureau. The first ¢ e, of course, as I say, wasin
regulation 33, and it was then changed in 1920. My recommendation
. i8’this law opinion was made in 1923, almost a year ago, and weint
A_backwthepre‘vnousi)n(l’mg.. T T
' Sendator Couzens. Do you not think the second ruling was more
nearly correct than the first ruling? e T
'Mr, Har1soN. 1 do not, under any circumstances. ' D¢ you mean
the second ruling? -~~~ " Coe e T e
. 'Senator CouzeENns. Yes. ' o

S
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- Mr: HarsoN. ‘Theré have béen three.©- - . '~ @ = vipe
Senator Couzens. Well, the second ruling, where you propased
“‘n,sv‘dlnonal assessment to me, - G i P T i TRroonT
v, HarTsoN. T believe, s 1 heve ekpressed myself in law opinion
1118, thet the proper basis for taking deductions, when the charitable
5|!t is other than money, should be the value of the pmorty at the
ate of the gift, rather than at the date of the acquisition of the
pro -vne

y.

- Senator Couzens. Well, I did not agree with your first interpreta-
tion of the law ‘as I heard you read it now. I ;’3 not famiht?a? with
the case at all, except in a %a:oml way, but in effect it is that the
taxpayer took credit in the charitable gift for an increment of value
on which he had paid no income tax. . ' o S

Mr. Hartson. That is right. - ' A -
Senator CouzeNns. I do not justify that. In other words, if he
were to take credit for an increment in his gift, thon he should have
paid income tax on the increment in his gift. :
. Mr, HArTS0N. I am rather rised, Senator, at your expressing
yourself in that way, because it has been through the Senator's—

: “his accredited representatives’—opposition to that very
principle which he now expresses that has given rise to this discussion
i the bureau. R o R
" Senator Couzmns. As I say, I have not been at all familiar with
the case. This is the first time that I have evgr heard the details of
the controversy. . S

Mr. HartsoN. I can well beliéve that, ~ - =~~~ -~ =

Senator Couzens. I never appeared before the bureau myself; X
never wrote a letter myself to the bureau. - I may have signed docu-
ments prepared by mg' attorney, but I never made a claim. mt{w
and never instigated the claim. It was all done in my office without
any knowledge on my part as to what the real controversy was,
except as I recall my attorney saying to me that it was an incorrect
interpretation of the law, and not a difference in rulings of the bureau.
Now, when my attorney presented it to me—I can not vouch for the
absolute accuracy of it—I got the impression that you had inter-

preted the law, and not that you had changed your rulings

Mr. Harrson. Of course, most regulations were interpreting the

law. They both involve an interpretation of the law.

Senator Couv»eNns. I understand that; yes. :

-Mr. HarTsoN. But the interpretation found its way into the regu-
lations, which were changed. . ‘

Senator Couzens. Did you finally take the view, to put it in a
concrete way, that if a man acquires & piece of progert , 88y, worth
a million dollars, and the accretion in value is 82,000,000; at the
expiration of this date of accretion he fxves it to some charitable
institution and gots credit before the public, or otherwise, as a donor
of g:;operty worth '$2,000,000, that there is no income tax or no tax
to be paid upon that million dollars accretion? Co

Mr. HarTsoN. Senator, that is' a fundamental question ‘that
involves the question of whether or not in law there is what we térm
a realization of profit, when it has been a gift. It is a piece 3{)&)5%%
erty acquired, as the Senator said, at an expenditure of $1,000,000,
or 1t is worth that at the date he acquires it.. He gives it away two
or three years later, and it is worth $2,000,000.- There has been that

L A T At e a, Lo Sapoam
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appreciation of value. Haa he realized & uxable ,pmﬁt when he
m?mxta &anddoesmtselht? :
, uzens. Certainly not, but he hps renimod [ deduotum
whipl;, m substn.noe, 8,8 ror ataon of cermn mpome, as not that
" Mr, HagTsoN. Yes; that is correct. '.l‘hat, of courae, is, a5 near 2
n 081 be correct. I am ex;L ressing my opinion.
believe, as 1 have already said, that the deductlon should bo made,
and the proper basis for taking thq deduetum when-that gift is made
the v ue of the.p: rﬂ)ert.y awthe time he §1 68 it; that. 1s, the date
Q th ¢ transaction., That is the time when, if he had sol d it, he would
8 profit. . That is the time that the basis for the deduc-
: txon, I believe, should be made, and I think that ia tha reasonable
view to take of it, and I think a court would suste’ n that view...
Spnator zeNs, Has the bureau recommended in the new reve-
sﬁn&m ange m that pgrtlcul&r section, so a8 to make it mare

Mr-. HARTEON.. Sonator, I do pot kiow, It would be v ar{ readily
aemtmned, but . l have not. before me that mformatxon do not

Juat\ one further word there, Senat.or To ﬁ rmit the doductwn to
be made as of the date of acquisition or the March 1 date is an indi-
rect tax u%on that appreciation in walue, which directly is not per-
mlt;nd, I do not elieve there is any 3ust1ﬁcatlon for doing it

Senator Kina. What is your final ruling on that? ..
%un'sou. The ruling now is expressed here in this law
118, that the deduction should be made based on the value
of £ perty at the txme of tha gift, or the time he gives it, rather
the time he acquires it. -
nator Kine. You mean the deduction for the purpoao of obtain-

mng HAn'rsolx:m When the ttasxpayer wmputestg-& &ot mc?me,lix,:
adds u &ross receipts, and take from his .
rgcm te certain deductions. One ofe the deductions that the
aw tl.’ha m him to tuke is & deduction for charitable contributions,
' ve ig & limit in the law. . The law does not permit him to take a
deductton b%ond 15 per cent of his net income, computed without
conside e charitable contribution; so that there is a limit on
that deduetxon up to 15 per cent, and there was at the time that
Senator Couzens made his contribution. . e
. Senator, Kina.. lﬁut you pay no capxtal tax there? ‘
TAON.
Senator Kina. For the transmu or change in the property for
tbesaleofxtorth}?mgo it# tog property
ot w"rsox. he pays no tax on. 1t. ‘The law specaﬁcally _
does n
Senator K&n Have yon olse you want to ask Sana,tor?
Semwr Oomm.. would like to ask if there was asm :inquiry
e within the hurean about & year or & year, ago;mto
o workings. of the bureau by any one withip the :
e Mr.nlimuom I can only snswer in.a generp.l way, Senator g
wae not. here at thet:time, byt my mforma.tmn is that more than,two
years:ago, but since the present u.dmmlstrmon has ¢ome into, pawer,
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an investigation was conducted: ‘there by - Mr. Blair of : condmons
within the bureau. There were charges and countercharges made,
and there were hearings -conducted, and I think ew y who
wanted to tell what the K knew were itted to come in and air
their grievances, if they had any. I think it was a rather extensive
hearing; but, as I said, that was before I came to Washington.

Senator Covzens, Do you know who conduoted that inquiry?

Mr. Harrson. It was the commtsmoners inquiry. Do’ you

mean who——
" Senator Couzens. What individual?

Mr. HartsoN. Who appeared as the commissioner’s represonta-
tive cross-examining and queetlomng the witnesses?

Senator Couzens. Yes.

Mr. HarTsoN. My information is that it was Mr. Angevme,
but that is by hearsax}' as I say.

Senator Couzuns. You were not in the department at that time?

Mr. HantsoN. I was not.

Senator CouzeNs. Was there a Mr. Marson in the department at
that time?

Mr. HarTsoN. I never heard of him. - He may hdve been. -

Senat(‘m' Couzens. Does Mr.. Nash know anythmg about that
inquiry-$ »

. NasH. Senator Couzens, I was in- the deps,rtmemt at tlmt

time, but ndt in Washington. ‘ ‘I never heard of it. A

Senator Couzens. Was there & Mr. Matson there?

Senator KiNg. . There was a Mr. Batson..

Mr. HartsoN. There. was & deputy commnssxoner a.t that time by
the name of Batson.

. Senator Couzens, Do you know whethe! or not there wera:
stenographic notes taken. of the hearing? o

T8ON. I do not know. -
Senator Couzens. ‘You hQWe not heard anything ‘about t,hOse

hearm since you haye been in the bureau?
RTSON. No; I'have heard them referred to, Senator, but

they havo never been referred to oﬂicmlly, and I have no records on

it.

Senator Couzens.” Will you usk the commissioner, for the com-
mittee, if he has any ob;ectxon to lettmg us have the stenograplnc
notes of that hearing

Mr. HArTSON. I wnll be very glad to do so, and wnll report to you
to-morrow.

Senator Couzens. 1 would like to ask the engineer some ques-
tnons at this point. .

STATEMENT OF MR. S. M GREENIDGE. EEAD ENGINEERING
" DIVISION, INTERNAL BREVENUE BUREAU

Senator Couzens. Do you know the history - of the proceedmgs
in the bureau with reference to depletion and amortlzanon?

Mr. GREENIDGE. Yes; 1 think I do. ,
Senator Couzens. How long have you been in the bureau? '
Mr. Gnnmmmm About three years and & half, I should say,

Senator. ' - , .
92919-—24—pr 2——2 '
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- Senator Couzens. Have ?’ u-dealt: primarily with: that question of:
depletion and amortigation? - -, - .. o T e o0
.~ Mr. GReRNIDGE. - Primarily with questions of depletion, and dur-
ing the: last six months with amortization, I should say-—about six
mo . . . . N . P o e L e

n MR . . et . . . f
Senator Couzens. In your dealings with these questions, were you
guided by law, or were you.guided { department rulings? . )
- Mr. GREENIDGE. Fundamentally. by the law, Senator, and, in
addition thereto, by the regulations. ) o
Senator Couzens. Can you quote the law that guided you in your
dealings with these questions? S . coT
.Mr. GreeNmoE. Not verbatim, Senator, but I could refer io the
sections of the law. ) ) L .
b Mr. HArTsON. We have it all right here, Senator. It is ‘very
- Senator Couzens. I think we had better have that read into the
record. Let Mr. Greenidge have it, so that he can read it into the
record, Mr. Hartson. o : -
Senator Kina. Yes, .
Senator Couzens. Let him read it. .
Senator King. Is that the law or the regulations?
Mr. Harreon. It is both. ’
- Mr. GreeNiDGE. 1t is both. ) :
Under deductions for depletion, section 214 (a) of the revenue act -
of 1921, states: S 4 ‘
That in computing net income there shall be allowed as deductions:
 In the case of mines, oil and gas wells, other natural deposits, and timber, a
.reasonable allowance for depletion and for depreciation of imiprovements. ac-
oording to the peculiar conditions in each case, based upon cost including cost of
development not otherwise deducted: Provided, That in the case of such proper-
ties acquired prior to March 1, 1913, the fair market value of the property (or
the tax'p:yer’s interest therein) on that date shall be taken in lieu of cost.up to
that date: Provided further, That in the case of mines, oil ancllfas wells, discovered
by the yer, on or after March 1, 1813, and not acquired as the result of
urchase of a proven traot or lease, where the fair market value of the R;operty
materiall proportionate to the coat, the depletion allowance shall be based
upon the fair market value of the property at the date of the discovery, or within
days thereafter: And promdaJ’ dfurlher, That such depletion allowance based
on discovery value shall not exceed the net income, computed without allowance
for depletion, from the property upon which the discovery is made, except where
such net income so computed is less than the depletion allowance based on cost
or fair market value as of March 1, 1913; such reasonable allowance in all the
above cages to be made under rules and regulations to be preseribed by the com-
missioner, with the approval of the secretary. In the case of leases the deduc-
tio‘lilslallowed 3')," 2hl§' paragraph shall be equitably apportioned between the lessor
and lessee; '

The revenue act of 1921 goes on to deal with other deductions, but
this is the section which we know as the depletion section.
" Senator CcuzENS. Since then has the department issued a large
_ number of rules dealing with that question?
Mr. GReeNIDGE. Yes, sir. T think I can tell you the number of
them. I do not recall offhand. _
Senator Couzens. Well, let us forget the exact number, and say
there was a large number. . . ’
Mr. GREENIDGE. Yes. I do not remember just how many.
" Senator Couzens. Has this l:rnge number of rulings changed the
effect upon the taxpayer materially ¢ )

re
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'Mr. GREENIDGE. Yes, sir; tosomeextent. =~ = '

~ Senator CouzeNs. In other words, the variation in the rulings?

" Mr. GREENIDGE. Yes; and in the law itself also. -~~~

Senator Couzens. Well, you said the law. L

" Mr. GreENIDGE. Yes.” o ' ‘ :

Senator CouzeNs.  We are dealing with the rulings that you made
now, with the law as & basis.’ ‘ )

Mr. GREENIDGE. Yes, sir. _ ' ' R

Senator CouzENs. And you have stated that there have been a
great many rulings dealing with this question of depletion.

Senator Kine. Those you have found to be to the advantage
of the taxpayer, have you not? B

Mr. GREENIDGE. Well, judging from the way the taxpayer objects
to their administration, Senator, I should say not. _

- Senator King. But they have not resulted in very big reductions
being allowed for depletion and cognate matters, which have relieved
espe:%ally the oil men of millions of taxes, from the original assess-
men

Mr. GREENIDGE. In excess of what would have been allowed if
these regulations had not been written? :

Senator Kine. Yes. - 4 o )

Mr. GREENIDGE. I do not understand it that way.

Senator Kine. You would say yes; is that right?

Mr. GReENDGE. No, sir; I would not.

Senator Kinc. Well, do you say no? '

Mr. GREENIDGE. Yes; because the law took cognizance of the fact
that certain limits should now be placed, which in prior laws had not
been placed. For instance, to explain just what I mean, the last
part of that: paragraph states that such depletion allowances shall
not exceed the net income. That is the first time that that limitation
appears in the act. . : »

enator Couzens. I must admit that I am stupid if I do no
understand why it is-that {ou can allow more than that. You say
that is the first limitation that is placed upon it for depletion. How
could.you allow more than the net income?

Mr. GREENIDGE. I would not accuse myself of being stupid in that
particular respect, Senator Couzens, because the prior act did not
place that limitation on it. :

Senator Couzens. I understand that, but how could you, without
the act at all, have allowed more than the net income?

' Mr. GReeNDGE. Well, the departnient never has, but the law
itself never specified it. ‘

Senator Couzens. Even though the law did not specify it, how
could you have allowed more than the net income? Under what
circumstance could you have allowed more than the net income?

Mr. GReeNmGE. Well, if you got a depletion unit in excess of net
income, it would have been allowable under the ﬁevnous laws,
because the previous laws did not specify the limit to which you could .

o. .
g Senator Couzens. Yes; but I still do not understand how you
could allow more to the taxpayer than his net income? What would
you do? Give them some money in addition to that?

Mr. HarTsoN. Treat it in subsequent years. .
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Senator Kinc. Treat it in subsequent. years, and rob the Govern-
ment by saving him an honest tax, . =~ . L
Senator Couzens. Then, as I understand it, you said that:the
department at no time allowed more. | = o
‘ . GREENIDGE. No. One very famous case has gone to  the
Court of Claims to be tested on that very point. = S
*Senator CouzEns. You mean & public court?
Mr. GREENIDGE. Yes, sir. o .

_ Senator Couzens.. What is the name of that case? . . .

" Mr. GreeNGE. The Texas & Pacific Coal & Oil Co:

~Senator Couzens. In that case you did not allow more than the
net income? - L . .

Mr. Greenmge. No. . ' .
R Sé‘nagor Couzens. And yet they are claiming more than the net
incoma? = S .

_ Mr. GREENIDGE. Yes; they are claiming even something in excess
of the gross income. ﬁow, in as much as that is a public case, of
course, I feel that I can speak of it.

Senator Couzens. Yes: I assumed in the first place that it was a
public case. - , o : . :
"~ Mr. GREENIDGE. Yes. As far as I am personally concerned, I.
have not any objection to discussing with the committee any matter
that they feel that thef have a right to ask in‘rgo:d to. L

Senator Couzens. I understand that the Secretary has recom-
mended in the new revenue act that the allowance for depletion be
limited to one-half of the net income, . . . , . .., -
~ , Mr. GeReeNiDGE. To 50 pér cent, sir. e E
. Senator Couzens. How will that work in the cases of the large oil
companies and the small companies, or will it act differently with

the different companies? . e
"'Mr. GreeniDGE. I do not think that we have sufficient informa-
tion at hand to answer that question in a definite manner, but the
indications are that it will not act any differently as respects:the
large or small concerns; it will affect them both in greater or lesser
degree depending upon the peculiar circumstances in each case. .
enator CouzeNs. I got the impression, in talking with Colonel
rake, who discussed this question of depletion with me somewhat,
that the Secretary hesitated somewhat about recommending that the
depletion be limited to 50 per cent of the net incame, because the
companies could well afford this change in the depletion limit,
while some of the smaller companies could not afford such a ruling.
I did not ask him any questions, but I do not sée how it would affect
one differently than the other. : L
" Mr. GREENIDGE. I can not see that there is going to be a very
material difference. ‘ o
Senator Couzens. It will bring in considerably more revenue to
. the Government, will it not? o
.. ' Mr. GREENIDGE. Oh, undoubtedly. o L
" ‘Senator CouzeNs. Has any estiinate been made as to what addi-
tional revenue that will bring to the Government? ,
. Mr. GREENIDGE. No, sir; we have not Elre ared any figures on that,
and, to be perfectly honest with you, I think it would be a very diffi-

cult matter to prepare such figures, Of course, it will result in a

material increase in revenue, however.
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Sendtor Couzens. In other words, that possible increase hias not
ll)ggg’computed in the Secretary’s estimates of income for the year
Mr. GreeNmnoE. No; I do not know whether they have done that
or not. I have not seen that portion of it, o o
" Senator Kina. How do you operate in taking your depletion and in
laying your tax against an oil owner? Just tell us the modus operandi.
A'man goes out and buys a section of land—I do not mean 640 acres,
but a parcel of land—— ‘ L
Mr. GReENIDGE. Yes, sir. S L ‘
Senator Kine (continuin% In Beaumont or Taft or Coalinga,
or any of the fields with which you are familiar, for $1,000, say.
There may be oil fields contiguous, but none immediately adjoining.

"He sinks a well at & cost of from $20,000 to $45,000, and gets a gusher,

yielding several thousand barrels per day, from which there is an
enormous profit. How do you assess the tax for that year, and what
factors enter into the ascertainment of the tax which shall be paid?

Mr. GerENIDGE. First of all, Senator King, he is entitled to the -
return of his cost, which, as you mentioned here, was about $1,000.
He is entitled to that at the depletion rate; that is, at the rate at which
his natural resource is exhausted. . Now, when he drills a well, and
he gets what is known as a discovery well, under the revenue act
the value of that well is set up at the date thas oil is discovered, or
within 30 days thereafter, or as near thereabouts as possible. That
is the discovey value. ~ '
~ Senator KiNa. You treat the value of the land as of that date in
the market, regardless of the fact that he only paid $1,000 for it,
do you not? o ' '

Mr. GREENIDGE. Yes, sir. . )

Senator K1ne. So that he gets that enormous subtraction from the
tax; that is, he gets credit for that in ascertaining the tax? ‘

Mr. GREENIDGE. Not from the tax, but he gets it as the deduction
from gross income. o . o

" Senator Kine. From the assessment on gross income? '

Mr. GREENIDGE. Yes, sir; that conveys the same idea. Then, that
discovery value is of course returnable to him at the rate at which
his natural rescurce is exhausted anpnually. )

Senator Couvzens. How do you arrive at the discovery value?

Mr. Greenmbait, We take production of the well, end estimate
therefrom as closely as possible by tl::ilfroductlon of a similar well.
what its ultimate production of oil be, and that is ngullgnphe«i
by the market price of oil as of the date of discovery, or within the
30-day limit. I‘had better first say that that market price of oil,
multiplied b{ the probable production of that well, discounted to
K;ebent worth over the estimated life of the well, becomes what is

owni as a capital sum returnable through depletion. .
I would like to call the attention of the Senators to the fact that'I
use the words “capital sum,” and not invested capital. )

The capital sum is then divided by the number of units of oil that

" it is expected to be recovered from that tract, and each year, as he

roduces oil, the number of barrels that he produces, is multiplied

y the depletion unit and the result is allowed as a deduction from

gross income in'the year in which the production has teken place.
Do I make myself clear as to that? . ,
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. Senator Kyna. Yes; I understand. it. . I think that is. the most
myg:u(_u;szs} eme. to rob the Government, . " . .
nator Couzens. In other words, Senator King, you believe that
g).)é%e,ihgulll% gpt any depletion on is what he really put in the property:
is tha - o . o S
. m&;a%% King Well, :1‘3881(} not put it.%hat :fgr,.Senhgm‘,‘ budt,
anijestly, it he pays $1, or a piece of property and spends
$40,000 in & well ?w ich yields, say, 5,000 ball')relgla ﬁay, he,chnl_d
sell that well on the market for——well, T do not know how much. .
Mr. GREENIDGE. $100,000. , T
. Senator King. If that gave him 5,000 barrels, he could readily sell
it from 1,000,000 to $5,000,000, and more nearly $5,000,000 than
$1,000,000.. Now. you would so manipulate that—and T do not use
that term offensively — . i o
.. Mr. GREENIDGE. Oh, no; I shall not take offense at anything you

. Senator KING. So as to avoid paying taxes. Instead of taxing him
upon his property or upon the value, you do not do that; ‘I){:)hu 0. not
tax him; but suppose there were 5,000 barrels a day. t would
- be over 1,000,000 barvels a year, and supposing he sells that at 50
cents a barrel. . You would tax him the amount of his profit that .
year, $500,000. You do not tax him upon the difference in value
etween the $1,000 which he paid, &lus the $40,000 which it cost him
to get the well, the cash value of the property, at whi‘c‘h it could be
sold under the hammer: hut you introduce here all those elements
to which you have referred and your partitions and divisions and the
life of the property, of its productiveness, and you finally figure it
down, 8(; that he pays very little. That is the way it worked out,
is it not , o

Mr. GReeNIDGE. I do not know what the oil companies pay in
. taxes, Senator King. My department does not deal in taxation. We
deal in valuation. ' .

Senator Kina. But the application of that rule of assessments
and deductions that you have just described would fritter away
‘opportunities for taxation upon the increuse in value of its produc-
tiveness for the year, would 1t not.? .
~"Mr. GREENIDGE. § would not want to answer that question off-
hand. I would like to ask you to state it over. :

Senator Kina. Well, what would the tax be that year? Suppose
a well were discovered of a capacity of 5,000 barrels a day, and it
was sold for 50 cents a barrel net to him, and that what he was out
was the purchase price of $1,000 and the cost of the digging of the
well, about $50,000, together with the necessary admimistrative

costs. , S
- Mr. GReENIDGE. Yes; what we call overhead. ,
Senator King. Yes; overhead. How would you prooeed to assess
" him for that year? o . .
Mr. GreeNmGe. Well, he would be entitled, in addition to his
~ overhead cost and lifting cost and charges for development, to his
f,m:m deduction for depletion under the revenue act, as it is now
_‘Senator King. Yes. He paid $1,000, and you would deplete
away not onl— $1,00C but the increase in value, would you not?

|
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- Mr; GREENIDGE. :Yes; & part of the increased value, as shown.
thgawgdmuagfouthmd;.m'i:;; TS RN ‘-;-a.; R R
‘Senator ‘KiNa.:Now; I' want -somebody there .to- figure, on 'the
basis of the case that I have just given, what tax he will y-timt year.
Mr. GREENIDGE. We can do that, Senator; or at least we: will
furnish the valuation portion, and I have not the slightest doubt but
what the auditors can figure it out. -~ - - . ... . . -
- Senator KiNg: In which 'seétion of the Internal Revenue Bureau
are there typical cases of oil depletion.-and the method of computa-
tion which vou have adopted, so.that we can get hold: of those:files
and examine into those cages? - - - S e e
.- M. GREENIDGE. My division,.sir. - - .~ - oo o L
Mr. HartsoN. That would be some of these cases that the.com-
mittee has already asked for? cLo
- Mr. GREENIDGE. Yes. :. = - ' .- T R
- Mr. HARTSON. And the assessment method we will furnish the
committee will reveal that very.fact, Senator. . . . ¢ ... &
Mr; GREENIDGE. If there are other facts which would revesl any-
thing more we will be glad to prepare them in sach:form as would be
most understandable. - - DR R T
- . Senator King. Well, until those cases are worked -up, I will not
encumber the record now by going further into that matter. T
Senator Couzens. Unless the officials from the bureau have soine-
(tihing further that they would like to say, I am through now for the

STATEMENT OF MR. N. T. HARTSON, SOLICITOR, INTERNAL
| " BEVENUE BUBEAU—Resumed = - -

by

P

Senator King. I want to ask you again, Mr. Harteon, the question
that I suggested when you were reading that letter, which is, whether
you do not think too much power has been delegated. You have
answered it negatively to Senator Couzens. I called your attention
& moment ago to a volume which I have in my office, and which I
have examined, containing some 1,800 regulations. Many of those
regulations have the force of penal statutes; many of them upon their
face, seem incongruous with the law. Doubtless, they have been
intended to make clear amhiguities in the statute. Many of your
regulations, or at least some of them, overrule, not expressly, but by
implication, anterior regulations. Those reguiations, y the dotting
of an “i” or the crossing of & “t" may change a man's assessment to
his advantage or disadvantage to the extent.of & million dollars or
more. - Now, do you think it is' wise to_commit such great power,
which Congress should exercise as & legislative body, to an inis-
trative bureau?: : : L n

Mr. HARTSON. Senator, I am very sure that it would be very agree-
able to all concerned in the administration of the revenue laws to
be relieved of the responsibility of having to interpret the intention
of Congress itself in regard to the revenue act. - SEEEEER
' T do believe, to:answer your question specifically, tha.t:i as & prac-
tical matter, you can not; that is, Congress can not avoid the neces-
sity for passing laws general in their effect. * I do ‘not believe you
can make a law erticula.rly applicable to every particular case that -
will be presented. Therefore, your law has to be: more or less gen-
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eral; and when:you make it general, then you Lave to lodge in some

administrative officer the duty of formulating regulations reasonahle

in their effect:and in their interpretation of ogrryu:ﬁ into effect.this
law: I.do not believe: you. can avoid i, but it would be highly. de-

sirable if you could do so._ R N
- Senator Kina. It is obvious, however, if these regulations may be

changed as they are, and those regulations affect property rights to

the extent which you have indicated, it is an enormous power to
lodﬁ;m an administrative bureau of the Government. :

. - Mr. HaRTsON. It is a tremendous power; yes, sir, but I do not

see how it cen be avoided. The human element is present, and mis-

takes in the administration of such a law as that are bound to occur,

no matter who administersit. - .. - L

Senator KiNa. Do you not believe that where you 'have such a
great power, the utmost facility ought to be given to the taxpayer
and freest opportunity afforded to him to present his case where you
do make rulings that are conflicting with previous rulings, and where
you claim-an ambiguity 'in the statute and-your ruling is-adverse
to that which: has been accepted?. Do you not think that there
ought to be more opportunity to the taxpayer to complain and to
rectify his wrong of which he complains, or at least have an oppor-

tunity to present his side of the case? = e
.. Mr. HartsoN. I believe he should be given every opggmnity to

present his case. I believe he is, under the present administratve

procedure, given every opportunity. I believe that one grave reason
why the bureau is behind in its work is this: If you will examine
these garziculamsasea'that will be submitted, you will find one great
cause for delay is the taxpayer’s request and demand for additional
hearings, for delays, so that they may present more evidence, and
so that they may have further tume for arguments and the filing of

‘briefs, and.wetks and months go by in the interim. I think the

bureau is more than liberal in its present policy in affording the

taxpayer every opxgtunity to.make his showing. o

. Senator King. you witnessing in the bureau greater celerity

in the disposition of cases and greater efficiency in %)aasin upon

these questions, which are more .or less complicated? Is there a

higher standard of efficiency and ability shown now in the bureau in

passing upon these questions? L S
« HartsoN. 1 think that is true. I think there is. 1 think

that is, to a large extent, caused by their increasing familiarit;

with and knowledge of the subject with which they are dealing. -

think it is also true by reason of the fact that the taxpayers them-
selves are advised now of their. l'l%hts, whereas, four or five years
ago, during the war years, they did not know what their rights
were, or did not know what the law was, and really the Government’s

representatives did not.know.. . : o

.. Senator ‘KiNg. Speakin&genorally, what, do Kou say as to the

honesty -and inteqxt.ﬁ' of those who pass upon these claims? . .

- _Mr. HartsoN. I think they are on a parity and I think equalit
with any other establishment that. is comparable to it in sige.
think: that, generally speaking, the men and women who work in
the Internal Revenue Bureau are honest, earnest, and conscientious,
and ave attémpting to do the right thing. - I think they have a most
difficult'job to perform, S
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- Sensator King. Representations have been made to me freqnen‘tl{
ing the past two or three years by people within the department,
. a8 well as those outside of the department, that favoritism has been
shown in promotions and in the assignment to positions where these
cases of importance sre to be handled. . What have you to say as to
those charges or statements? L S
- Mr. HarTsoN. I think you can hear anything any time about any
subject which you care to listen to. I think, if you should go to the
Ford Motor Co. or the Standard Oil Co. of Indiana, or the United
States Steel Corporation or any corporation that employs as many
people as are employed. in the burean, you will find just as many
charges by employses in such an organization of favoritism or dis-
crimination, and of failure on the part of those who are in control to
. recognize the ability of those who arein the ranks. I think that situ-
ation-does exist in the bureaw. I know of:no place where it does not
exist. You will find it in every department of the Government and
in every similar business establishment. You ecan not get 100 per
cent loyal%nd cooperation out -of everybody, ?cormnf’ ly.:. . =
~ Senator Kina. You have been in the bureau for a year and'a half?
Mr. HarTsoN.. Going on two years—a little ovér & year and a half,
Senator Kina. What position did you take when'you entered’ the
service there? -~ - oo s e
*  Mr. HartsoN. I came into the department as assistant solicitor of
internal revenue. . -~ - . e s
.- Senator KiNe. Then - you  became solicitor by succeeding - Mr.

Mag:s? .

: . HarrsoN. That is correct... -~ . .~ .. . -

. Senator King. Did Mr. Mapes or Mr. Wayne Johnson or - their
friends- have anything to do with your appointment?- - -~ - .

Mr, HartsoN. I do not think they did. Mr. Mapes wes my
superior officer, and I serving under him, I hope he had cause to com-
mend me to the commissioner. My appointment was made by the
President, based upon the recommendation of the Secretary of the
Treasury and the Attorney General. I was serving under Mr. Mapes,
who was my superior. I do not know whether he went to the com-
missioner, or the commissioner called upon him for a recommendation,
but I would naturally suppose so. o :

As far as. Mr. Johnson is concerned, as far as I know I do not
ltxhink that he had anything to do with it. : I am positive he did not

Q'Ve. o " . R

Senator Kina. Of course, ﬁ{gl are well acquainted with Mr. Mapes
and his partners in his law T

Mr. 30N. I have met both of them. I knew nothing of them
beforé I came to Washington, but I have seen Mr. Mapes constant}
during my service in the office under him. I saw him a great deal.
I had occasion to advise with hira and consulted with him constantly
on office problems. I met Mr, Johnson. Mr. Johnson was a man
who occagionally had cases in the office. T

Senator Kina. Their firm hes a good many cases in the office,
does it not? TSR

Mr. HarTsoN. Yes; their fum has cases in the -office. *:I know
other firms that have more, but their firm has a good many. -
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.. Senator KiNa. And M. Johneon went . from, the .department to
}I;Io\g,Yo:k,and: entered into. the collection of taxes or.into the, tax -
USMesEY: ... . - s L Ly L . U AL
. Mr.. HarrsoN. He formed & law partnership in New. York, and
amo:tag the-other business that they had I think he engaged in tax
practice. R
. Senator KiNe. Mr. Mapes resigned and went to.New York and
entered his oftice. .. .. ... i . s
.. .Mr. Harrson.. I do not know what Mr. Mapes’s arrangement. is.
Mr. Mapes has, an office in Washington, in the American National
Bank Building, and hes been practicing there for over a {ear. Co
. Senator Kina.: And is he not connected with that firm
.. Mr.. HartsoN. I do not know that heis. .. .. .
- Senator KiNai And Mr. Angevine is likewige? . ' | -
- Mn.. HARTSON. - Mr. Angevine is associated with Mr. Johnson in
the firm in New York. ... ..... . . .. N
.. Senator King. And he was in the office?
Mr. Hanrson. He was in the office. .. .- : e
..Senator KiNa.. Do you know any others who are in that firm and
who were in the office®.;. = - ... Ci
. Mr.. HarTsON. Yes; Mr. Alverson, who was formerly in the
Solicitor’s Office, is now associated with Mr. Johnson in New York.
* Senator KiNa: Anmthors?,-. Yool ‘
Mr. HartsoN, I think not connected with the firm.. I think they
ix:'vo an employes who was formerly employed in the office down
01'0. ’ . .
Senator Kine. Is there anybody with Mr. Mapes here, who was in
the office there? B R . .
Mr. HagrsoN. So far as I know, Mr. Mapes has no one associated
with him down here. ‘ : : : :
Senator KxNa. Who selects the so-called court of appeals that you
have—the board of review and appealst
. Mr. HarTsoN. It is the committee on appeals and review.
Senator KiNng. Yes. = , o
. Mr. HartsoN. That is an organization, a committee selected by
the commissioner and the Secretary. It is directly under the com-
missioner’s control. B
Senator KiNa. A number of- peol[l)le have besn assigned to that
work who are wholly unfamiliar with tax cases, have there not? '
Mr. HarrsoN. I think not. So far as I know, there is only one
man on: the committee now who was not formerly connected with
the bureau. That is the only one that occurs to me. All of the
others are there as the result of promotions within the organization.
There may be one or two. There is a lawyer from Boston who is
on the -committee—a very excellent lawyer, who, I think, had no
experience within the bureau before he was appointed. there, but he
was & man who was very familiar with tax questions. G
Senator Kina. Did d\:ou have anything to do with the formulation
of that provision in the pending revenue bill which provides for a
court of 27 members? R TES
- Mi, HarrmsoN.. Idid not. - : - . o
Senator. KxNa. -From your experience.in the department, would
you venture to give your opinion as to the wisest way of handling
these appeals ’
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. Mr, Harrsoy. I think that'the conditions should be borne. in
mind. . Under. the present bill, appeals are permitted, to.be taken
before an assessment is made, to this board of appeals in every. case.
There is no distinction as between. one; case and another. . The
appeal lies in every case.. The practice and experience down there
has shown that in a vexar large percentage of the cases, where an
additional tax is proposed to be assessed, an appeal is taken. The
taxpayers when aggrieved with the decision of the unit, avail them-
selves of their right of appeal. . S Gl
The present committee which hears these appeals prior to assess-
ment is now composed of a.&)roximatelyzo,men.' ‘There are approxi-
mately a thousand cases; they are a little in excess of that, maybe
1,200 cases, that are pending now before the committee. . .There is
an accumulation of that number of oases, and. those men are working
night and day. They hear apfpe,als individually, and the chairman
passes upon.them in review before.they go out. ' They hear two and
sometimes. three oases a day apiece. Their production . record is
around 100 cases & week, and they are a thousand cases or more
behind. : All of that work is done without swearing  the witnesses,
‘without having a Government representative before them, and .with-
out conducting their proceedings as a court would conduct them. -
. Now, take the board of appeals. The board of appeals gives to
the taxpayer the right of appearing by counsel. :The commissioner
may. also appear. I assume that the solicitor, or his office, might
well appear in some cases before the committee, and act as advocate
for the Government before this board. - A record is made. It is
taken down, I assume, or ought to be. The witnesses are sworn
gxtxd they may subpeena witnesses from anywhere in the United
ates. ‘ C
Such procedure, while highly desirable from the standpoint of
protecting the rights of the taxpayer and relieving the present
officials of the ‘bureau from the tremendous responsibility which
they have, necvssarily slows up the work to a point where it may be,
a8 a practical matter, undesirable. : :
A court can not dispose of a case as expeditiously as an adminis-
trative officer can, who is quasi judicial in his functicns; and, un-
fortunate as it may be; one of the greatest problems that the bureau
has had from the beginning has been production. It has been
trying to get - these cases settled, and if, prior to assessment, the
taxpayer may have his right of going in before a court and i
his case and letting the Government argue its case, submitting
authorities and submitting briefs, and have that tribunal pass on
it as a court would pass on it, you will have this tremendous volume,
and chocked up there. to:the point. where it moy be, as an adminis-
trative matter—it may be as a question of congressional policy—-
that it would seem undesirable to do that. - - . S
Senator KiNe. Your idea would be, then, to obtain the best
administrative officers that you can, and give them a good deal-of
authority to. right an appeal there; and from which the Govern-
ment or the taxpayer can go to the courts, as the last:resort, if either
the Government or the texpayer desires it. .= . - . R
: Mr. HarTs0N. I do not want to be understood as beinﬁ o&;l)lose.d
to the court of eppeals: I think it is highly desirable.: 1 think it
would be a most excellent thing, but I am not one from the outside
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looking at the theoretical result. I am one who is on the inside,

overburdened with work, with too few employees, with too great

responsibility, and 1 do not see how, with a tribunal such as this is

aupﬁosed to be, they could get these cases settled and oset them out

of ¢ r(? way, in the way that has been planned or hoped for by this
a8 ' - ‘ ‘

Senator Kine. Has any alternative plan boen prepared or sug-
gested })&the commissioner or by your office? 5 :

Mr. HArTs0oN. No; ¥ do not know that there ever has been. - My
office, as far as I know, has never been consulted with regard to it.
-~ Senator KiNa, Well, this plan seems to me to be cumbersome, and
it had its birth in somebody’s brain. Now, who is the father of it?
-~ Mr. HARTs0N. I do not know. - -

Senator Kinag. It did not come from your department?
- Mr. HartsoNn. It did not come from my office; no. ' - R

- Revenues, from the beginning of our Government, our courts have

said, have to be raised. It is a matter of primary importance that
the Government get the money, in order to sustain itself, and they
have lodged in an administrative officer, and the courts have sus-
tained the nqht.to'.do that; they have sustained the propriety of
doing so, of placing in an administrative officer the responsibility of
making the determination. ' After he has mud: that determination,
he is bound-to collect the money on that basis. - The Supreme Court
of the United States has recognized thet is harsh, that to require a
taxpayer to pay money before he can litigate in & court of law is
arbitrary and severe. It imposes a hardship upon taxpayers that is
devastating in some cases; but they have sustained it, because it was
conceived to be of the utmost necessity that the Government should
get the money first, in order to perpetuate itself.
- Senator KiNa. Oh, yes; the power of taxation is & harsh power.

Mr. HarTsoN. Now, you are inkacting prior to assessment, this
trial at law, or court procedure, which may, as 1 sa‘{, from an adminis-
trative standpoint, have its defeots. u have asked my opinion and
I have tried to express it. I have not expressed it in any other way
than my own personal views in regard toit. = =

Senator Kina. The subcommittee is charged with the duty of
making recommendations to the full Committee on Finance, having
under consideration the present bill, any suggestions or corrective
legislation which may deem proper, and one of the things that we
are very much interested in is this question of passing upon con-
troversies over assessments. I shall take the liberty of askm% your
department, if you feel that you can express yourselves Iresly,
though you may run counter to the Secretary of the Treasury, to
recommend a plan which you think would be most efficacious, doing
justice to the taxps:fer and justice to the Government, and, of course,
with expedition and celerity. R o

One of the evils of the plan which is in the bill, as 1 see it, is that it
makés for congestion. ile it will, perhaps give the taxpayer a
fuller opportunity, it seems to m;xou will cumber the records with
appeals and hearings until you will never finish your work of col-
lections. I am not satisfied with it. I have not a concrete recom-
mendation to make yet, and if you could make a recommendation, 1
am sure that the subcommittee would be very glad to have it. -
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Mr. Hartson. Yes; I shall be glad to—— .. .. -~ .~

Senator KiNa, Based upon your experience there and upon the
operation of the department in collecting taxes and the difficulties

at would be encountered. S -

. Mr. Harrson. If the committee should desire us to make an
inquiries or ask any questions, my only request would be that it
should be submitted to the Secretary ol the Treasury, so that any
correspondence of the department, which would be referred to me
by the Secretary, would be somethinﬁ that had his full knowledge.

Senator Kina. Of course, that shafl be done. . »

Mr. HarTsoN. I have not the slightest doubt in the world that
the Secretary would be glad to have me express my opinion in any
way I care to. '

nator King. I shall ask Senator Watson to address a letter to
the Secretary, asking that you L« requested, in view of your ex-
perience there and your intimate acquaintance with the operations
of the bureau, to submit, for the benefit of the committee, your views
as to what legislation is needed in dealing with these questions.

Mr. HarTsoN. Very well. ‘ '

Senator Kinag. I have nothing else, Senator.

Senator CouzeNs. I would like to ask Mr. Hartson if he has
looked up any of those memoranda that I read into the record
yosterdia{‘?
v Mr, HartsoN. I do not know what the Senator has reference to.

Senator Couzens. You will remember those bureau records that
I read in yesterday, from the Standard Steel Car Co. Havo you
looked yp any of those? _

Mr. Harrson. I have not. I have not looked them up, Senator,
but in those cases, which are to he submitted to the committee, you
will undoubtedly find that in the files.

Senator Couzens. The originals?

Mr. HartsoN. The originals; yes. _

Senator Couzens. Did you look up the matter to see if you knew
any of these men who are still in the bureau; the names of these men
that were mentioned? '

Mr. HarrsoN. No; I do not know that I did. Offhand, I might
remember them. The bureau is a very large place. Some of those
maﬁrnot be in my office, but down in the units.

Kinr. NAlfm. Senator éouzens, if you are referring to Culley and
ishpaugh——

Sexl:a.t/gr Couzens. I know Culley is gone, but how about Kish-

pmﬁh?
r. Nasn. Kishpaugh resigned last September.
Senator Couzens. Do you know where he went ?
* Mr. Nasu. I understand that he is in Philadelphia, but I have not
verified that. :
Senator Couzens. Is Mr. B, L. Wheeler, chief of engineers, there?
Mr. Nasg. Mr. who! :
- Senator Couzens. Mr. Wheeler. ‘
Mr. Nasu. No; Mr. Wheeler has resigned from the department.
I think he resigned in March, 1922,
Senator Couzens. Is Mr. Diemer still there?
Mr. Nasn. I do not know.
Senator Couzens. I understood that Mr. de La Mata had gone!?

.
-
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Mr. Nasa. Mr. de la Mata résigned last fall. -~ < i+ '0
- Senator KxNa. ‘Are any of thoseé'men pricticing before the bureau?
- Mr. Nass. I have heard of Mr. de la' Mata practicing, but'I am
not sure about that. L e T
. Senator Couzens. ' The committee would like the records of -the
Standard Steel Car Co. and the Aluminum Co. of America, men-
tioned in the Secretary’s leiter to the chairman of the committee,
dated March 25,1924, We will not deal with the Gulf Refining Co.
at this time, because that matter has been arranged previously. -

Senator King. The committee stands adjourned.

(Whereupon, at 4 o'clock p. m. the committee adjourned until
to-morrow, Wednesday, March 28, 1924, at 2 o'clock p. m.)
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UNITED STATES SENATB,
- -SPROIAL COMMITTEE TO INVESTIGATE,
THE BUREAU OF INTERNAL REVENUE, -
: : Washington, D.c

The committee met, pursuant to adjournment, at 2 o’clock p. m.,
Senator James E. Watson presiding. ‘

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

Present also: Mr. C. R. Nash, assistant to the Commissioner o
Internal Revenue; Mr. J. G. Bright, deputy commissioner, Income
Tax Unit; Mr. N. T. Hartson, Solicitor Internal Revenue Bureau;
and Mr. S. M. Greenidge, chief, engineering section, Internal Revenue
Bureau; and Dr. T. S. Adams, tax expert, Yale University.

The CHATRMAN. The committee will be in order. ’
"hSenat?ir Couzens. I would like to have Mr. George O. May take
the stand. ‘ ' '

'STATEMENT OF MR. GEORGE 0. MAY, SOUTHPORT, CONN.,
MEMBER OF THE FIRM OF PRICE, WATERHOUSE & CO. -

MrS'exﬁetior Couzens. Give your address, please, and your occupation,
. May. ‘ ‘ ‘
Mr, N{&Y. My business address is Southport, Conn. My business
is public accountant. , '
nator Couzens. I think, Mr. May, in view of the fact that your

name was suggested by Doctor Adems as knowing_ considerable
about the workings of the Internal Revenue Bureau, perhaps it would
serve the committee best if you started right in and told us in your
own way your story of your experiences and observations in the
Internal Revenue Bureau, during which you may cover a number of
the matters that I want to ask you about. If that is agreeable to
you, I would like to have you proceed along those lines. »

The CrATRMAN. May I ask a question or two firat?

Were you ever connected with the Internal Revenue Bureau?

Mr. May. No. :
. The CHAIRMAN. You never were! ' X )

Mr. May. I was in the Treasury during the war, but not in the
Internal Revenue Bureau.

The CaarMAN. How long were you in that department, Mr. May?

Mr. May. About 18 months. ‘ '

The CraIRMAN. And what position did you occupy?

Mr. May. I was in the war loans, foreign and allied government
loans, and I subsequently represented the Treasury on the War
Trade Board. o :

A9
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The CrAIRMAN. Were you at any time brougii into contact with
the workings of the Internal Revenue Bureau during your occupancy
of il{x:t osnticgnn{here? sligh . : :

. Y. y ve tly.

The CHAIRMAN. Ju?tr occ&signally?

Mr. May. I was advising the Secretary and the Assistant Secretary
on some qtﬁestions of policy, and occasionally I had to make in-
quiries in that connection. )

The Cra1rMAN. You are now a public accountant?

Mr. May. Yes. I am senior partner of Price, Waterhouse & Co.

The CrairMAN. How long have you been such?

Mr. May. I have been a public accountant all of my business life.

The CHAIBRMAN. Yes. ~ ~
2 Mr. Msax. I have been a partner in Price, Waterhouse & Co. for

ears. :

o CHAIRMAN. You may now proceed to answer the question
asked by Senator Couzens. -

r. May. Well, I do not know whether I am quite qualified to
talk just along the lines that you suggest, Senator, because, personally,
L have not had any very intimate contact with the Internal Revenue
Bureau in the matters of detail. I have had personal connection
with comparatively few of the tax cases handled by my office. =They
were only some of the most important that I have dealt with person-
ally; but by reason of my former association with the Treasury I
have taken a keen interest in it, and have followed its workings, and
have discussed it from time to time with the secretaries for the time
being and t,hf commissioners for the time being. I have a certain

general knowledge in that way. . . , - o
e CHAIRMAN. Yes. = ] T

_ Mr. Max. Itis a very large subject, and I think it would be better

if somebody would indicate the lines on which they would like me to

talk and what l})haseas they want to develop, Perhaps it would be

more effective if you would do it in that way.

[

N. Possibly Doctor Adams can lead you. He is

e

familiar with it. o o
Senator Couzens. I have no objection to that, and I will ask my

questions later, c ‘ ' ‘

" The CHATRMAN. Go ahead, Professor Adams. -
Doctor Apams. I was merely going to suggest that Mr. May, who
has had relations with a large number of the most important corpo-
rations in the country ﬁive us his experience with respect to solicita-
* tions, and whether, in that connection, he has known of these concerns
having been approached by people who wanted to handle their tax
cases, If that is agreeable to you. T
Senator CouzeNns. Yes; that is agreeable to me. . -
Mr. May. I think, accorde to reports reaching me from the people
I meet, that in the cases of larger corporations it is practically a
universal condition. From my experience, I should say that almost
every executive of an important company has been ap%rowh‘ed many
time by someone claiming a special ability to deal with tax cases.
- Senator Couzans, We have had no taxpayers heré as yet as wit-
nesses. We have not gotten that far, but it seems to me in view of
what Professor Adams has said, you might give us a general idea. -
You say it is the experience of every executive, or nearly every execu-
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tive ‘of these big corporations, that they have been approached by
so-called tax experts, who have told them that they could get their
taxes refunded or adjusted, or their claims allowed, or somel.hin‘ﬁ‘of
that sort. Will you tell us what your experience has bgen in that
connection? - o S
Mr. May. A lar§e number of my clients from time to time have
told me of such calls. I do not know whether you want me to men-
tion names. It is hardly a case which can be covered by mentioning
names; it is so universal, I should say; but the most significant
feature about it, to my mind, as far as my own personal experience
goes, is the very large percentage that have rejected all such over-
tures and have decided to handle their tax matters either throug
their regular counsel or their regular accountants. - :
_Senator Couzens. Have those individuals who have solicited these
big corporations been, in most cases, former employees of the bureau?
Doctor Apars. A very substantial proportion of them; yes. g
Senator Couzens. The committee might like, Mr. Chairman, to
pass on the history of some of these cases, so that we can subpena
some of these taxpayers who have been approached and leam what
ropositions were made to them. Therefore, if it is agreeable to Mr.
ay, he might give us as he goes along a few of the names of the
corporations that were approached in this manner. S
r. May. Well, it is easy enough to name them on the basis of
just general conversations. I have very little specific information
in regard to them: but if you take all of the important corporations
I suppose every important steel company, for instance, such as the
United States Steel, the Youngstown Sheet & Tube Co., the Inland
Tube & Steel Co., the Bethlehem Steel Co.—-all of them have told me
of being approachell; but all of those corporations, I think, are con-
tinuing to be represented by their own counsel and their own account-
ants. - ‘ Ce S
The CuAlrMAN. Can you give us the name of any one man who
formerly had been in the employ of the Internal Revenue Bureau,
who, after getting out. approached one of these lnrge corporations
and asked to represent that Earticular'corporation in a tax matter
before the bureau and what the terms proposed were?
Mr. May. If I could recall such cases, it would only be second-
hand information. - ' o :
~ The CuairMAN. Yes; it would be hearsay.
" Mr. May. It would be hearsay. '

The CHAIRMAN. Yes. : S

Mr. May. As a matter of fact, it has been so common that it left
no impression on my mind. I could, from hearsay, tell you one or
two specific cases that happened, and which I have in my mind, and
which I have every reason to believe are accurate. If you care to
have hearsay testimony, I could ﬁive you the names: of one or two
corporation officials who have told me of such cases; but, generally
speeking, of course, I do not care to mention the names of clients
on hearsay, unless the committee presses me for them. If you want
some specific names, of course—— S S

Senator Couzens. I think we ought to have them, so that we can
get their views as to the workings of the bureau and what-experience
they have had with the bureau. -As I say, we have had no tax.
payers here yet as witiiesses. P

92919—24—pr 2—-8,
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« Mr ‘May. - Welly I might give you one:or two representative cases
and then, if I might, 1’ would suggest that probably some gener
form: of questionnaire .be addressed to a number of representative
corporations, and that would: give you a much better cross section
than you would get by taking a chance on what one particular wit-
ness might be able to~tell»1¥0u... L L T 3 LRt
.. The comptroller of the Remington Typewriter Co.—that being one

spacilﬁc ‘case—told me that he.had been approached by several .

oples : - - A :
pé:’lgio CuAairMAN. What is his name? : R T

Mr. May. C. H. Ashdown, The most conspicuous case that he
had wias a man that gave him, before ‘they received the proposed
assessment, what he understood they would. receive. L
- The CaaIRMAN. Who was that man, Mr. May! e

Mr. - May. I do not know the name of the man, but you could
get that from him. I called him up on the telephone yesterday and
asked -him about it and he said he was not quite sure, that it was
one of two men, and he would have to look up his records. I.would
rather not mention any name, unless I was sure of it.. . .. .

‘The CHaiRMAN, Do you know whether either one of those two
- men- that he had in mind had been employed previously in the
bureau? A Co
- Mr. May. He understood so. ,

The Cnairman. Yes. S ! .

-Mr. Mav. But the significant -fact in that cuse was—and I
suppose this was two years or two years and u half ago—that the man
Fa,ve' him an exact figure, which finally appeared in the assessment

vy. I believe it was absolutely accurate, and this man said that
he would be willing to handle it on a 10 per ¢ent contingent fee.
As I recall the amount involved, it was about $800,000. They
declined that and all similar offers, and my firm handled the matter
with the bureau, and, without any serious difficulty, we got it adjusted.
The amount of the additional tax was relatively small—certainly
less than $50,000, as I recall it, instead of $800,000. Our charge,
I imagine, was somewhere around $5,000. - L

Senator CouzENs. In other words, had the comptroller of. the
Remington Typewriter Co. accepted this supfosedly former employee’s
proposition, he would have gotten $80,000 o

Mr. May. Yes; or $75,000, or something of that sort. .. . - .

Senator Couzens. That is & good example, I think, of the kind of
cases we want. Can you give us some more? . S

Mr. May. Well, I just want to give typical cases.

Senator CouzENs. Yes. C SR -
.-Mr. May. And when I say “typical,” I do not mean to say that
they. are typical of the general run of events, but different types of
cases. - What I would hke to impress upon you all the time is that
my knowledge is just fortuitous of .these facts, and I can not. say
whether any particular practice is just an exceptional case or.a
representative case. I would not like to have too broad deductions
drawn, without getting a broader cross section than I can possibly
glve ol., . - : IR e N L

Th{-CHMRNANuOf. course, the only cases in which this committee
is interested in reality, so-far as anything remedial is concerned, are
those where former employees of the bureau have gone .out to make

[
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these solicitations, the idea heing t.hat they either had knowledge of
the situation before, they went.out,.of which- they. took advantage,
or, having goné out, they still had a connection in the bureau tbrough
which thev ascertained this mformatlon . : ;,

Mr. May. Yes.

The CragMAN. And not the.cases of purely outSIde men who had
never had anything to do with the bureau. .

Mr. May: In this case, there was evidently some contact with- thc
bureau, from the fact that he was able to recite the. preclee mnount
of the assessment.

The CHAIRMAN. Yes. ' ‘

Mr. May. I have heard of one or two cases of agents who were on
the exnmma.tlons recommendmg the taxpa,yer to employ pnrtu,u]ar

b 'lgne CuAIRMAN. That is a ﬁood thmg to put in the record if you
can give those names persona

M. May. The only case that I would feel 'l!ustlﬁed in mentwmng
the name is a case in the courts on suit. The man to whom the
remark was made made an affidavit on the subject, which I. have
seen, so I think that is sufficiently. deﬁmte to be ]ustnﬁed although
it is more or less second hand. - :

The CHAIRMAN. I say, who.is the mcm? o

Mr. May. The agent’s name in that case was hennedy L

The CHAIRMAN.: Kennedy ? R , Lo

Mr. May. Yes.

Senator Kine. Was he in the service? : :

r. May. He was assisting the agent in charge. He was the
seoond man in the uwestl%l ation of the company. -

The CnairvAN. And what was that company?
c :Mr. May. That company was the Wesc Virginia Pulp & Paper

0.

The CuAIRMAN. And this man that was assnstmg the agent said

to {ius entleximan that they ought to get a certain man to help them?
r es

The CHAIRMAN. Now, whom did he recommend? .

Mr. May. I would rather hesitate about that, because——

The CuatrMaN, Well, was that stated in. this ‘affidavit? .

Mr. May. Yes, sir; it is in the affidavit, but at the same time——

The CairMaN. Who had the aﬂidavxt, Mr. May?

Mr. May. The affidavit was not used at all. . .

The CuargmaN. I know, but who had it when you saw it?

Mr. May. It was in my office. We have an executed copy of it
in our office. ; _

. The  CHAIRMAN. Of the aftidavit? . o S

. Mr. Mav. Of the affidavit; yes, sir. o

"The CBAIRMAN. Who made the; aﬂ1davxt3 ‘

Mr. May. The man who. was approachedwa man named Condlt;,
the cashier of the company. o

'11&10 gaumya:m Of the West Vn'gmna Pulp & ,Ppper Co.?

r. May. Yes.. -

_ The CHAIRMAN, How dld he happen to make that affidavit?

r. May. The case was ng in the bureau, and the uest.lon
was consldered whether it was esn'able to take it, up with the gom-
missioner persenally and suﬁlgest the fact that they ad not retained
that partlcular person, which was responsible for the delay.
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The CsiatrMaN. That is what I want to get at. This man Ken-
nedy had spoken ‘to Mr. Condit about it. Did they then employ
the man that he recommended? - -~ -~ - '

Mr. May. No.

The CrairMAN. They did not? :

Mr. May. They went on with their regular counsel and ourselves,
who were the accountants for the company. =~ ‘

The CuairMan. Well, was it afterwards settled without their
having employed this person? '

Mr. May. Oh, yes. ‘

The CrairMAN. They never did employ that man?

Mr. May. They never did em({)loy him.

The CHaIrMAN. But the affidavit was made because, when the
case dragged along, they thought it might have some relation to the
fact that they had not employed the man who was recommended ?

Mr. May. That is right. Finally, we decided not to take any
act/i:lm and to have a little more patience; so the affidavit was never
used. - 3 o : ‘ o

The CuarMaN. Who was the regular attorney?

Mr. May. He is in the employ of the company. He is courisel
within the office, and not an outside practicing attorney.

The CHAIRMAN. You were not connected with them?

Mr. May. Oh, yes; we were the accountants. ‘

The CHAIRMAN. Oi\, you were the accountants?

. Mr. May. Yes, sir; we handled the case principally before the
ureau. TR : '

" The CuaremaN. Now, when you handle a case as an accountant,

that does not make you the attorney, does it?

Mr. May. Frequently we hold power of attorney from a corpora-
tion. We aet as agent of the corporation in practicing before the
burenu; if the questions are mainly accounting, the power of attorne
runs to us, and we conduct the case, in consultation with counsel.
If the questions involved are mainly legal, the power of attorney runs
to the counsel, and we advise them on the accounting phases of it.

Senator Kina. You do not pretend to be lawyers?

Mr. May. Ohymo, - = "0 - e

Senator King.” And you do not represent yourselves as lawyers?

Mr. Mavy. Oh, no. A S -

Senator KinG. Do you solicit business as lawyers?

Mr. May. We do not solicit ousiness in any capacity.

. The CHAIRMAN. I was going to ask Mr. May that question.
" Senator Couzens. I'was wondering just what your objection is to
telling the name that appeared in that affidavit. o

Mr. May. My only reason for doing it is that T have no means of
connecting the agent with the man named. I would not like to do
it publicly, and would prefer to give it privately to the comimittee,
becausé I do not like to havé a man’s name mentioned, and possibly
have aspersions cast on him, when there was nothing to show that
he was in ¢ollusion with the man who made the suggestion, but is
just being based on general knowledge. That is my only reason.

Senator Covzens. In other 'words, you would be-willing :to give
s his name s6 that we inay sibpoéna him, if necessary? -
My, May: If you think'ldesirable.‘f' SRR

. !
e
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S:ﬁ:lst,or King. Ha.wtr: y‘;nu hen.r«ll:,.l ot; .this man Kennedy recommend-

i is same person to other people?. .

n%oMAY-ﬁo. ot p ! e oo Lot .
Senator KiNg, Do you know whether this person so recommended

by Kennedy had been in the department? i
Mr. May. I think not. = . . e ' .
Se;mtor King, Did he give any reasons for recommending this
man , - .
Mr. May. He simply said, “There is going to be a very large
additional assessment.” The proposed assessment was very large,
but the element of the additional tax was relatively small, only a
fraction of the amount proposed, Ne said,  There 1s going to be a
bigger tax assessed, and you want to get the best man you can.”
enator KiNg. Then, solicitation was made before the assessment
. Mr. May. Before the assessment letter had been written. .
Senator Kiva. Yes: and the first knowledge that these people
had of it, so far as you know, eame from this man. and not from
the letter? : S
Mr. May. Well, he was working the job; they knew that there
would be an additional assessment. , g
Senator Kixg. And they had nunderstood that? .
Mr. May. Oh, yes: and the only question was how much it
would be.. : o : SR ,
Senator Kiva. Was there any basis for an additional assessment?
Mr. May. Oh, yes; there were some very arguable points. . The
original A-2 letter, as it is called, called for 2 much larger assessient
than could have heen warranted. on any real basis, but I should not
say that it was a purely fictitious assessment, at any stage. There
were some ‘very arguable points. In fact, there was one of the
points that the bureau decided agninst the company that will prob-
ably go into the courts. , So it was not just a mado-up assessment
for the sake of being knocked down. L
Senator Kin. Did Mr. Kennedy represent that he believed that
the n‘ok)ose(l assessment was just and fair? , .
- Mr. May, Ile was only the assistant of the agent in charge of the
examination. He was not the man actually in charge. .
Senator King. Was the agent in charge located here in Wash-
ington, in the department? — ,
fr. Mavy. T think he was sent from Washington; ves. But there
. was no suggestion that he was conneeted with it in any way. He
never did anything that was vpen to criticism. '
Senator King. Did he finally. make the assessment as large as that
indicated by Mr. Kennedy? . - L S
Mr.'May. Kennedy. did not say. .As I remember, the proposed
additional assessment was somewhere between $2,000,000 and
$3,000,000. B o
Senator KiNna. What assessment. was finally made?

Mr. May. I think somewhere around $600,000. It was lurgely a
doubtful question, and it probably will be litigated. :
Senator KiNg. That is all I have to ask at this point. «
 Mr. Hartsox. Mr, Chaitman, I_think it proper to inform the
committee that this West Virginia Pulp & Paper Co. that Mr. Ma
is now testifying about, has been' the subject of a very thoroug
investigation, on the part of the bureau; and I am sure the comimis-
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tigation in this case to the committee. ' " X .
| Mr. May. The only criticism we have ever had in régaxfd to it was
the'delay. The ultimate disposition of it; I'think, was entirely fair,
I do not personally agree, naturally, with the décision on'one major
point, but I think i1t was an entirely arguable point, arid I am inclined
to think if I had been a Government officer 1 would have done as the
Government did, and I would have said, ‘ This is a case where we
must put you to the test of the courts.” I think that is an entirely
reasonable attitude. I have no eriticism of it.. - < :
- Senator Couzens. 'In reference to this case being investigated, did
you investigate these Kennedy charges? - -~ =~ -~ -~ — =

Mr, HarrsoN. That is the thing I have reference to, Senator—the
fact that it was charged that this Government agent had mentioned
to the taxpayer the name of an attorney, who, if emploled, might
represent him to his benefit and to his adventage in the bureau.

at charge, that specific one, was the thing that I had reference to.
That was the subject of investigation by the commissioner, and I
think he has & record of it, and will be very glad to submit it to the
committee. o :
~ Senator King. -Is Mr. Kennedy still in the employ of the depart-
ment. ' o C

Mr. HartsoN. No; I think not. But he was not discharged as a
result of this investigation and this charge. - '

Senator Kina. Is he practicing before the department now?

Mr. HarTsoN. I am not informed as to that. I do not know.

dSc_mator KiNG. Please have some member look that up and advise
advise us. ~

Mr. HarTsoN. I am informed by Mr. Bright that he is employed
in the Government service now, but he is not in the employ of the
Bureau of the Internal Revenue; but I would like to make it plain
that he was not discharged from the buredu as a result of this charge.
The commissioner, 1 think, reached the conclusion that the charge
was unfounded, as the result of this investigatirn.

Senator Couzens. From what appears to bo a reliable source of
information comes to me this statément: ‘ ‘ '

Mr. George O. May, senior partner of Price, Waterhouse & Co., states, confi-
dentially, that he is satisfied from. his own experience and the experience of his
friends and clients that the income-tax department in Washington is virtually
honeycomhed with corruption, and that ‘‘colossal’’ sums have bheen collected
from individuals and corporations for.securing refunds of income-tax assessments.

Do you deny ever making such a statement as that?

Mr.”Mav. I repudiate that statement altogether; yes.

*-Senator Couzens. You repudiate it altogether? '
- +Mr. May, Yes. " - Co

Senator Covzens. The memorandum further says:

He says he knows of an fnstance where “a very prominent corporation’ was
taxed an additional $3,000,000 on account of property amortization. It was
then approached by a fixer, who said he would secure a refund if he was paid a
percentage of the refund. - The agreement was made and the tax was refunded,
although the fixer or any of his agents had never visited the plant of the corpora-
tion in question. A o

‘%;youknowofanysuchcaseasthat? o
. 'Mr.”May. No; I never made a statement. of that kind.
Senator Couzens. Well, do you know of a case like that?

siofier would have no ‘ob 'wtimi’tb'ghbmming the vecord of his inves-

L AR
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Mr. Maxy. No. - 0 ' o o s e
Senator Couzens. You never heard of a case like that? = - . .
- Mr. May. I never-heard of a case like that. I have heard indi-
rectly of suggestions of fixing of amortization cleims, but I never
h;mrd of a case that is any approach at all to an acourate description
of it. , s
Senator Couzens. Do you know of any specific case involving a
large alilﬂunt I::Ihat was handled in some such manner as that? - - :
. Max. No. .~ -~~~
Senator King. Well, do you know of cases of amortization of large

amounts, which resulted in a reduction of taxes?

' . May, Of course, amortization claims in large amounts have
undoubtedly been made, that have resulted in tax reductions. The
amortization section is-an extremely- difficult section to administer.
The regulations have been changed on it so much that returns made
in accordance with the earlier regulations, when the thing was unde-
veloped, have naturally been amended, sometimes very muck in
favor of the taxpayer, as the result of the reconsideration of the
amortization. ‘ :

Senator KiNg. That would affect a large number of corporations?

Mr. May. Yes; undoubtedly. - ~

Senator KiNa. And the benefits to them, in the aggregate, would
be very large, in your opinion? _

Y. Oh, yes; they must be.

Senator KiNa. Is that work of amortization going on now, as the
result of which these deductions and credits are being received ?

Mr. May. The amortization is still unsettled in a large number of
cases.

- Senator KiNe. From your examination or from your own experi-
ence, do you find that their method of construing the statute has bean
variable and contradictory? -

Mr. May. Well, it has undoubtedly changed. It is an extremely
difficult problem. I have been consulted at different times as to
the bases for regulations, and I regard it.as one of the most extremely
difficult sections of the act to administer. I think, undoubtedly,
the first regulations were drawn rather drastically, with & view to
discouraging undue and excessive claims for amortization, and the
board has found that it has had to liberalize its position beyond the
position taken in those first regulations. It was a subject that
required a very great deal of study, and, naturally, until that study
could be had, they had to make some tentative regulations to cover
the situation in the meantime. It was only natural that they
should have erred on the side of conservatism from th'e Government
standpoint, leaving the liberalization to come later when the subject
was more developed. I think that is an entirely natural and legiti-
mate course on the part of the bureau. '

Senator Couzens. Have you had any conferences with Mr.
Mellon recently? . C

Mr. May. Isaw Mr. Mellon this morning; yes. '
+ Senator Couzens. I mean outside of this morning. When was
it the last time you saw him prior to this morning? '

Mr. - May. I do not think I have seen him since Congress met.
I think the last timé I saw him before this morning was in November.

g
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Senator Couzens. At that time, did you tell him about the eondi-
tions in the bureau? . .- - .. 00 -
Ll{rh i»MAY. I have frequently discussed conditions in .the bureau
Wit . m. - HE . : [ ' R . !

. (Si%nator Cavzens.. Did you tell him at that time that they were
a . “ .
Mr. May. I told him where I thought there were weak spots.

: There are bound to be, of course. . . -

Senator CouzeENns. Were there any changes made after you had
this interview some time ago with Mr. Mellon? Did any change
follow in the bureau after that? . o - .

Mr. May. I am not sufficiently intimate with ¢he affairs of the -
bureau to know. . . . , R :
.-.Senator Couzens.. You made certain suggestions, as I understand
it, to the Secretary as to what you thought he ought to do to eradi-
cate the evil which you had been complaining about? - o

~ Mr. May. Well, I have talked to the Secretary about these things,
because I have felt a very keen interest in them, and made various
suggestions at different times. S :

Senator Couzens. What did you tell him you thought ouﬁht to be
done to eradicate this evil, when you were talking to him last,
before to-day? S - .

Mr. May. To eradicate which particular evil? .

Senator Couzens. The evils that we have been talking about—
fixers and assessments being advised of in advance—and things of
that sort. N ' :

Mr. May. I do not think I was talking about this class of question
so much with him then, because these cases that I have alluded to
are not recent cases, and that has not been the serious factor. 1
think the thing I have talked with him more about was the question
of géetting some of these old cases cleared up. S

" Senator Couzens. Did you tell him how you thought he ought io
proceed to clean them upt - .-

- Mr. May. No; I did not. I do not think I presumed to do that.
I think I merely told him that I thought there might be a wrong im-
pression derived from a purely statistical view of the situation, in
which each case was treated as a case. I have felt for a long time,
and I have impressed it on the Secretary, that it was m¥ ﬁudgment,
whenever I have seen him, that the work of the bureau fell into two
parts; one what you might call a mass production ﬂob, going through
and examining a large number of relatively small returus, ana the
other was a unit production job; that is, each case a study in itself;
a relatively small number of very important cases. The statistical
record by which the degree of progress was measured by the number
of returns disposed of gave, 1 t»l‘l)ou t, a sense of false security, unless
it was further analyzed to see whether it was the relatively unim-
portant or the relatively difficult cases that were being held up. Of
course, it is a natural disposition to put the hard nuts to one side and
go around and crack them when you have a little more leisure. So
I felt that there should be some way devised to make a drive to clean
up the cogllfaratively small, in regard to total returns, the compara-
tively small number of returns of much importance, which were of
importance to the business community and to the Government.
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v.hSa;mtor CouzeNs. What did you suggest should. be done to.do
tll!tl - o R A4.‘,,‘;:';
. Mr. May. Well, I did not make suggestions in detajl, because you
could not do that without going into the bureau; but my idea was
that they should be treated as separate problems from routine prob-
lems of putting the millions of returns through the mill and dealing
with them as a separate problem, o R
Senator CouzeNs. Do you know a man by the name of Bell, who
was‘head of the assessment section ? L S
( 11:{1'. May. I do not think I ever met him in my life. I have heard
Senator CouzeNns. Do you know a man by the name of Bird, who
succeeded him? , S
Mr. May. Yes: Bird was in my office at one time. ' .
Senator CouzeNs. Is he employed there now?
Mr. May. No. , '
Senator CouzENs. He is not employed in the bureau?
Mr. May. No. .
Senator CouzeNs. Do you know where he is?
Mr. May. I believe he is in Florida.
Senator CouzEns. Retired? -
Mr. May. No; he is connected with some bank or trust company
in Florida. He was the last I heard of him. TR
Senator Couzens. Have you, in your dealings with the bureau
and );our clients, had cases settled on the basis that it was a clerical
error . L
Mr. May. On the basis that what was a clerical eryor? -+
Senator Couzens. That the assessment or the proposed assessment
was a clerical error.  Were you informed of some of these cases where
assessments, were made or proposed and when it was shown to._the
department that there was a clerical error they admitted it, frankly?
fr. May. Well, 1. do not know. I do not know of any case where
the assessment was disposed of as being entirely a clerical error
except in the sense that the assessment was in error, because the tax
had already beon assessed, which was a duplicate assessment. That
would be a clerical error. Of course, howcver, there have been very
large clerical errors made in assessing returns. I remember one case
where the adjustment resulted in allowing as capital paid in a minus
:Iuantity, because they deducted for intangibles, and then they de-
ucted an amount at the bottom for capital stock which was larger
than the amount that had been left in above. That obviously left
a minus quantity for capital stock paid in. Of course, that was
adjusted without very much difficulty. .
Senator CotvzeExs. Have you ever given an interview, confidential
or otherwise, to a newspaper man relative to conditions in the hureau ?
Mr. May. I never gave an interview to a newspaper man. A
newspaper man called on me one day and asked me for information
and to meke any suggestions in regard to this question, which he
was going to investigate. I told him that there was a lot of gossig
about it, and I thought there was no harm in investigating it.’
mentioned one or two cases that came to my notice. He asked me
some questions, and I said, ‘“Yes; undoubtedly very large fees had
been paid by corporations to people for handling their taxes,” and
he asked me a number of questions, and I gave him certain answers.
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+" Senator' Covzens. Did you tell him that iyou knew of Mr. -Guil
Barber down here, a tax expert? : L , R
" Mr:"May. T-do not know. ' I may possibly have- mentioned 'his

natne, "' o
~ Senator Couzens.' Do you know Mr. Barber?
~ Mr. May. No." o Lo

Senator Couzens. Do you know of him? :

Mr. May. I have heard his name mentioned. - - - .

Senator Couzens. Do you know of his getting any large fees from
any of mn’r clients or friends? ' ' o "

r. May. No, sir; he has never gotten any from any of my clients,
but he approached some of my clients, and told them, I guess, that
he got large sums for other people; but, so far as I know, none of my
clients employed him; at least, I do not know of any; certainly none
that we have ever handlied any tax matters for. ' .

Senator Couzens. Did he get any big fees out of any of your
friends that you know of? - '

Mr. May. No. . )

Senator Couzens. Did you ever mention Mr. Barber’s name to

Mr. Mellon?

Mr. May. Yes.
Senator Couzens. In what connection? :
hmbldr May. I just mentioned it as having heard that story about

ni 'l‘l:_(lsl (;‘;?Ammm. What did Secretary Mellon say when you told
im tha

Mr. May. He just took a note of his name.

The CHAIRMAN. Had he been in the service before?

Mr. May. I did not know anything about him, excepting that.

Senator King. Yes. We had him here as a witness the other day.

‘The CHAIRMAN. Yes; I know. ‘

Mr. May. Some of my clients came to me and told me that he had
apﬁ)roached them, and claimed to have done these things, and they
asked me whether I thought there was anything to be gained by their
employing him. I said no. They said all right. That is all.

enator Couzens. Do you know the firm of Humphreys & Day?

Mr. May. Yes; I have heard of them. :

Senator Couzens. Whet was their business? o

Mr. May. They had a tax business. I think they were primarily
engineers.

enator Couzens. Did you ever come in contact with them?

Mr. May. I never came in contact with them personally: no.

Senator Couzens. Is the International Mercantile Marine Co. one
of your clients? :

r. May. Yes. :

Senator Couzens. Have they been ap}in'oached?

Mr. May. Oh, Phil Franklin told me he had been approached
innumerable times. -

Senator Couzens. In what way?

Mr. May. By people coming to him who were recommended by
this person or that. They said they could do a special service for

- them in tax matters.” He i]m-:ot; mentioned it to me, and said, “As

long as you and our counsel are handling the case, I just mentioned
it to you. ' If you think there is anything to be gained by going into
it further with him, say so.” :
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* Senator Couzens. Did he tell you what fees‘were asked by these
solicitors? ‘ T A
Mr, Mav. I do not recall now.: He never entered into any sott of
neggtiation with any of them,so faras I know. . . -~ ° -~
nator CoOuzeNs. Do you know of a case where a firm that in-
tended to float & security issue paid $68,000 for a tax refund to a
former emplo%ge of yours? = o
Mr. May. They paid him, not for a refund, but they paid him.
I remember a case where there was a former employee of mine who
got $60,000 fee from n corporation. I do not know what results he
got for them. S L :
The CrARMAN. Pretty good results that he got from them.
Mr. May. Personally; yes. :
Senator KiNna. Was it a tax case?
Mr. May. Yes. :
The Cuairman. Tell us about that. ‘
Mr. May. Well, we just happened to be in examining the ac
counts of the company-——- :
The CnalIRMAN. What case was that?
Mr. May. Do you wish me to mention the name?
Senator CouzeNns. He was not a client of yours.
Mr. May. This concern was; yes. They became clients of ours
f\;rhen we examined their accounts, at the instance of the banking
rm.
Senator Couzens. Yes; but they had already——
Mr. May. They paid the bill.
Senator CouzeNs. They had already been investigated.
Mr. May. They had already paid him.
Senator CouzeNns. So that whea they paid him, they were not
clients of yours. : '
Mr. May. No. ,
Senator Couzens. Why can you not tell us, when they were not
clients of yours, when that transaction took place?
. Mr. May. My knowledge came to me through their being clients
of mine. '
- The CuairMAN. Did it pay you to take them on as clients after
they had paid the other fellow $60,000? y
Mr. May. We did not do any tax work for them.
Senator Couzens. Was it $60,000 or $68,000°
Mr. May. It was somewhere around $60,000. :
Senator Couzens. And I understard that he was about a $4,000
a year man; is that right? '
The CuairMaN. What is his name?
Mr. May. Townsend.
The CrairMaN. Towhsend?
Mr. May. Townsend; yes.
The CuairmMAN. Had he been in the bureau?
Mr. May. He was in the bureau for a time.
The Cuamrman. How long after he got out did he take this case?
Mr. May. I do not remember. - -
The CaatrMaN. What was the amount involved?
Mr. May. I do not know anything about it, except that in nnalzz—
gs%g glo% expenses of the firm we found that they had paid him roughly
0,000. . .
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. The :.CairMAN. . Do-you know anything about the amount involved
or what the proposition was? Co
. Mr. May. I do not know anything about it, sir. -

The CiairMAN. Or what service was rendered ? :
-Mr. May. My partner brought the matter to my attention, and
he said he thought it was largely money thrown away.

Senator Couzens. Where 1s Mr. Townsend now? -

Mr. May, I have not the slightest idea.

Senator Couzens. Do you know, Mr. Smith? You are con-
nected with Price, Waterhouse & Co., are you not ¢
¥ N{(r W. M. Smitn. The last I heard of Townsend he was in New

ork. , - .
Senator Couzens. The last you heard of him he was in New York?
Do you know his initials? A :

Mr. W. M. Surrn. It seems to me that they are J. L., but 1 am
not positive, :
!~.Sea?nator KiNG. Was he doing tax work when you last heard of

Hm|

Mr. W. M. Smrti. I saw Townsend here in Washington about
45 days ago.

- Senator King, Was he doing tax work ¢ : :

Mr. W. M. Smitin. 1 believe so. He was around the income-
tax bureau. . : : - , ‘

Senator Kixa. He was not an employee of the Government then,
45 days ago! >

Mr. W. M. Smrri. No.

Senator Couzens. What is your opinion, Mr. May, of the effi-
cieney of the bureauné L :

- Mr. May. That is a pretty hard question. It is one of those
things that you can not gencralize on. I do not think I have a
sufficiently broad knowledge to generalize on it. 1 do not think it
is quite fair to talk about their efficiency, exeept in relation to tho
magnitude of the task that they have. S _

.Senator Couzens. Well, I know; but you are familiar with the
organization there? :
. Mr. May. As a matter of fact, I do not get into it at all. The
only pcople there that I come in contact with are the committce on
appeals, and occasionally a section head. The only cases that I come
ggm(rln here personally on are important appeals and things of that

ind. =

* Senator CouzeEns. Well, yvou must know something about that.

Mr. May. But I have some ideas on the general subject of the
efficiency of the bureau; and, if you want ine to say it, I think, before
you can approach the question of the efficiency of the bureau, youw

ave to consider the task that was laid on thém. .

As is well known, the tax law of 1917 was passed in a rather hurried
way, and was the result of a compromise between two bills, drawn in
the Seniite and House, respectively, on very different lines; so it was

" not a homogeneous or consistent whole. As an administrative

probéem, it was almost incapable of ‘heing administered as it then
stood. : K .

- The then commissioner called in a group of advisers to assist himn
in framing regulations; and, as I understand it, the chairman of the

Senate Finance Committee and the chairinan of the House com-
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mittee conferred with them, and regulations were drawn up which
interpreted the law somewhat broadly. It was a law that, to do
justice, had to be administered pretty broadly; and yet, at the same
time, there was always the basic rule of law that the construction of
a tax statute must be a narrow construction. So that the Treasury
was in the position that the law, to be administered effectively, had
to be intersreted broadly, where, if they were thrown into the courts,
they would be thrown back on the letter of the law. So that con-
stituted an extremely heavy burden on the bureau.

Then, in the second place, the idea of invested capital, the March
1, 1913, situation, with the idea that everything at March 1, 1913,
was capital, and the determination of losses or gains, depreciation
and depletion, and in the 1918 law, the provision for amortization,
threw on to the bureau a problem in valuation, the magnitude of
which, 1 think, has been consistently underrated, both by Congress
ifnuiit]r;posing it on the bureau, and by the bureau in undertaking to

ulfill it.

I sni that task wus a very much bigger task to be done efficiently
than the task imposed on the Interstate Commerce Commission in
valuing the railroads. The Interstate Commerce Commission has
been at that work for 10 vears, and they have spent $25,000,000
themselves, and the carriers have spent $75,000,000, in carrying out
the instructions of the commission. This one problem in valuation
that has been ?resented to the bureau, in the aggregate, was a bigger
problem in valuation than that which was presented to the Inter-
state Commevee Commission; and I think, if I may say so with all
respect, Congrass imposed too heavy a burden on the bureau, with-
out providing adequately for its discharge, and I also think that the
bureav, perhapa, is open to eriticism for never sufficiently bringing
out the magnitude of its task and the inadequacy of its facilities for
carrying it out. -

The reports of the commissioner I would say, have been inspired
by optimism, and have distinctly underrated -the magnitude of the
task. The consequence is that the task has dragged. P

I can not help feeling personally that the putting of the prohibition
unit under the same ‘jurisdiction as the tax bureau was hound to
have a very detrimental effect on the work for a time afterwards.

1 think those are the three factors: Finst, the law being particularly
and extremely difficult to administer; the valuation problem, and
the prohibition factor, together with the fact that the income tax
was new in 1913, and we pllmFed into the period of very high taxes
in 1917, They constitute a basi¢ situation which you must take
into_account always in reealling the efficiency with which this task
has been performed. ' ' ‘ S

Now, considering that and considering the limitations on prestige
and pay of the men that are called upon to discharge thoese functions,
I think there has been some very admirable work done in the bureau,
although there has been some verv disappoiating and discouraging
work from the standpoint of anyone being with the bureau; but -
do not in the least feel that it is a'case for unmeusured condemnation.
The opportunities for men to -make money on the outside have
crente«*) a turnover in the service which is bound to be very embarrass-
ing to the bureau, and the difficulty of problenis like amortization,
with the constant necessity for modification of rulings as the situation
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developed more- clearly, has created an apparent inconsistency and
delays in reopening of cases.which are very .exasperating; vet the
more you know of the conditions, the more:excuse you are prepared
to make for the people who have been struggling with the task.
.+That is, broadly, my feeling en-the subject. .~ . S

.. Senator - Couzens. Do you want to ask the witness any questions,
Daoctor Adams? . . . e IR . :

Doctor Apams. Yes; I would like .to ask him a few questions at
this point. . PR . ,_

Mr. May, referring to the question of getting a broad and accurate
cross section, as you.speak of it, what ‘would be the best WAy to
find out, first of all, the number of business concerns that have
been approached? - What would be a possible way of doing that?

Mr. May. I think, as far as that goes, you.may assume that
practically every business has been approached by someone; but
if you want to get down to approaches by ex-employees of the bureau,
or get anything about the nature of the arrangements, or anything
of that sort, the only thing I conld suggest would be to take some
representative list of big corporations, say, on the New York Stock
Exchange, or something of that sort, and pick out a substantial number
of large corporations, and ask for specific information from them.
With, of: course, your power. of subpeena in resorve, if you do not
got what g u want by correspondence, you can take their statement
under oath. From that, you would get testimony such as you might
see fit t.. use; but unless you do something in that way, you are
apt to get a partial picture, unless you do something that cuts right
across and gives you a fair cross section. e A

Doctor Apams. I want to ask a similar question about delays in
the assessments.. The statistics of the set;tiement. of cases seem to
indicate that only a small fraction of 1 per cent of the 1917 cases
remain to be settled, and there is a very small percentage of the
1918 cases that still remain to be settled. I have no doubt that
those statistics are absolutely accurate. Do you think that they
represent the real situation? : : :

Mr. May. Well, as I say, they do not fully represent the situation,
unless you know something about the importance of the cases that
are unsettled. . '

Doctor Apams, Have you made any test, for instance, of your
own companies to ascertain how many of them still have cases for
1917 or 1918, or both, unsettled ?

- Mr. May. Yesterday, before I came down, I asked our Keople to
get a list, to just pick out some of the companies listed in the active
stocks on the New York Stock Exchange in 1917—not those that are
now listed, but those that were listed in 1917 and actively dealt in.
I told them to ﬁet whatever they could find in the way of information
readily to hand, and they were able to give the information on 20
of those cases; and more. than half of those still had. 1917 -taxes
unsettled. Now, we may have been more unfortunate; our clients
may be more unfortunate. , I could not say whether that was repre-
sentative or not; but it seems. to me that you could do something
of that sort. Ask the bureau to take the companies listed on the
New York Stack Exchange, all of the companies above a certain size,
and classified according to whether the 1917.and 1918 taxes had been
disposed of. That would give you some idea of the situation,
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You‘might ngk,;them to show what questions mainly are loft undis-
posed of. For'instance, amartization, as 1 say, was the main factor
in the law in the 1918 cases, and you could see how fair it was presum-
ably to specific situations. .~ = . ey e
think, then, from that starting point, you could investigate the
causes of dela]y;l in those representative large companies, advantage-
ously, and I think you will find they are due to a varjety of cayses,
the hureau not being responsibie for all of them. The activities of
tax advisers are partly responsible for it; and when you get cor-
orations which have exhausted all of their regular -channels .and
Eave. had a settlement that was satisfactory to the bureati, some one
comes along and says “ We will take this ug again afresh for you, and
we will receive pay only if we get somet ing more back for you’;
so they reopen cases which the bureau is perfectly willing to ‘allow
remain closed. A ,

On the other hand. there are some of them that present very
difficult questions which I think it is going to be very difficult to got
men in ﬂxe bureau to assume the responsibility of eciding. Some
of them involve very large amounts of taxes, nd there is naturally
an, indisposition to face the responsibility of deciding those, and I
rather fear that this investigation will increase that indisposition.
They will be afraid to decide in favor of the taxpayer, perl[:a 8, or,
Perha.ps. they will think that they are not justified in deci ing in

avor of the Government. So they will let the thing drift. o

Then you will find there are companies—and I want to be perfectly
fair in the matter, I think possibly some of my own clients are in
that category, that know they are going to pay. the tax in the long run,
and as long as interest is not running against thom, they would just
as soon let it drift. Some of them would rather clean it up, and have
the thing out of the way, interest or no interest. Others take the
view, “Well, as long as we are not paying intorest, why should we
press the case?” ,

The main feeling, I think, about the whole situation is that
unanalyzed facts are as apt to be misleading as no facts at all on
most of these situations. '

Senator Couzens. While the percentage of the unsettled claims is
small in the aggregate. it represents a great many thousands of cases,
does it not? :

Mr. May. I should think it must. :

Senator Couvzens. Yes. In most of those cases, have you any
idea who holds the hag—the taxpayer or the Government?

Mr. May. There are lots of cases where the Government would
say there was money coming to it, and the taxpayer would say there
was money coming to him. _

Senator Couzexns. In those cases that you analyzed before you
came down here—— , o

Mr. May. Well, I did not attempt to analyze them. I just tried
to make a separate list of the cases, according to whether they were
settled or unsettled. .

Senator Couzens. Were you intimately acquainted with those
cases? .

Mr. Max., My office was. I am personally acquainted with some.

Senator Couzens. Do you know whether most of those cases are
cases in; which the Government is holding the bag or cases in which
the taxpayer is holding the hag? AR
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'Mr. May. I think the general situation is that the Government
thinks there is an additional tax due, and the taxpayer thinks there
is & refund. ‘ ‘ - ‘

Senator Couzens. In other words, then, in most of the cases where
the Government makes an assessment, it does not collect, because
of the——

Mr. May. These are not mostly cases where assessments have
been made.: .

Senator Couzens. Tentative assessments,

Mr. May. Yes; proposed assessments in the bulk of them.

" Doctor Apams. Do you think, Mr. May, that those cases would be
facilitated by the aiipointment, if it could be done, in the proper way,
of what some people call 2 “mop-up” commission composed of men
who would have the confidence of the corporations, who could pass
on some of these questions which require a great deal of discretion,
and where the exercise of the highest judgment is required? In other
words, is & “mop-up’ commission a promising remedy of that
situation ? ‘

Mr. May. Personally, I have always felt that thei' would never
get cleaned up satisfactorily until something of that kind was done.
have had that idea for some years. I thought during the war that
the main job was to win the war, and to win 1t as quickly as possible,
in order to get it done and over with, even though it might cost a
little more. I think that was the right policy, to clean it up. In the
long run, I think the more these settlements are delayed the more
it is going to cost the bureau and the taxpayer.

" Senator Couzens. Do you believe in & “mop-up™ commission?

Mr. May. A mop-up commission with sufficient prestige. I do
not think the question of pay would be se important there, but it
would be a question of prestige upon the part of the men who are
willing to do once more a patritoic service growing out of the war,
and whose decisions on questions of fact would be accepted, and
should be made, by law, binding on the courts on the questions of
fact that they have dealt with, and whose findings would be accepted
by the business community generally and by Congress and others
as at least fair and impartial.  You would have to give them pretty
wide powers, without any attempt at splitting of hairs. ‘

Senator Covzexs. The commissioner made the statement that by
the end of the fiscal year 1925, all of these cases would be current.

Do you agree with that?

Mr. May. But the end of 19257

“Senator Couzens. By July 1, 1925,

Mr. May. It would be cheerful news to a great many of my clients
if they thought the 1917 cases were to be disposed of by them. I
am not referring to the number. The number is small, though the
amount in dollars and cents is large. o ‘

Senator CouzeNs. The number in the ngﬁregatq presents quite a
problem in itself; but vou do not aﬁroe with the optimism on the part
of the commissioner that by the end of the fiscal year 1925 all of these
cases will be current? ‘ S

Mr. May. I do not think they can be.

Doctor Apams. Mr. May, a part of the delaz: comes from tax-
payers in repoening cases after a settlement has been made, tirough
tax fixers, ete. Do you think it would be desirable for the Govern-
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ment to propose, of its own initiative, the use of section 1312 every
tilmq it ?makes a settlement; that is, make a settlement final and con-
clusive z . ' : ~ ' :

Mr. Mav. I think the time has come where that would certainly
be a good policy as regards 1917, and perhaps as regards 1918, if
not the later years. L :

Doctor Apams. May I ask Mr. Hartson or any of the other rep-
resentatives of the bureau here whether the Government has ever,
of its own initiative, proposed a settlement under 1312?

Mr. Briguar. 1t has not.

Doctor ApaMs. So that at any time, on the cases settled in the

. ordinary way, the taxpayer can reopen it, if it has been paid under
the provisions of 1312¢ .

Mr. BriouT. He can, within the statutory period.

Doctor Apams. Have you any instances of the question I asked,
where it might seem desirable for the Government to propose settle-
ment under 1312 ‘

Mr. Brigur. It could be done for all years where invested capital
is involved. ‘

Senator Couzkns. Mr. May, have you any idea as to how the
work of the bureau might be simplified ?

Mr. May. Well, that is a pretty large question. :

The income-tax problem in this country is extremely difficult, as I
seeit. 1 have been u student of the subject for some years, and I am
fairly familiar with the British practice. I compare the two, and on
comparing the two, I am impressed with the magnitude of the diffi-
cultios that exist here, and which do not exist there.

Senator KinG. In Great Britain?

Mr. May. Yes. So that I think the comparison between the
two must be conditioned by a recognition of those ahsolute advantages
that they have.

Doctor Avams. May I ask you a question right here?

Mr. May. Yes, sir.

Doctor Avams. I think you will agree that a large part of our
difficulty comes from valuation, and that a large number of those
valuations are concerned with capital assets, so called. Now, at the
present time, we have a limited rate on gain derived from the sale
of capital assets, and it is proposed in the tfouse bill to limit the
allownnee for losses. In that connection, my question is this:
Assuming that the action reported in the nev'spapers by the Senate
committee, namoly, of limiting the rate to 124 per cent of the gains,
but allowing losses in value; assuming that that goes thmug?a, do
you believe that the Government would gain or lose by eliminating
the taxation on capital gains and losses angether?

Il\Ir. May. If they would cut out the limit on losses, they are bound
to lose. ‘

Senator KiNg. Surely.

Doctor Apams. Therefore, do you think that if they maintain that
attitude toward losses, we could simplify the law indefinitely by
abolishing all reference to capital gains and losses? .

Mz, May. Of course, as I think you know, that is a subject that
I have been very much interested in. I wrote a paper on that sub-
jeet, which you have read, undoubtedly. My mind has been working
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toward the solution of it, in spite of the prima facie arguments in
favor of taxing capital gains; but from the standpoint of revenue,
it would be hetter to eliminate taxation of capital gains and allowance
of capital losses. : S .
Senator Kina. It may be interesting to know that I have an amend-
ment, as one member of the committee, to strike out all of those pro-
visions of capital losses and gains. I reached that conclusion long

00
Mr. May. Of course, in all of these changes, you usually exchange
one set of troubles for another. .

Senator Kina. Yes,

Mr. May. But you find the weak points in method largely by .

experience, and you do not want to reject a method, when fyou ‘have
found out its weak spots by experience, without very carefully can-
vassing the weak spots of any alternative that you are going to adopt.
It is not difficult to sort of cast what is really income into the form of
a capital gain. ‘

Senator Kina. There is the danger.

Mr. May. Personally, I do not think that the drafting of pro-
visions that would put a reasonable limit, that would stop a great
deal of that kind of evasion, would be anything like as difficult as the
drafting of the restrictions under the present law.

The CHAIRMAN. But, after all, that is a question of policy for the
taxing committee, rather than improving the methods of the Internal
Revenue Bureau.

Mr. ‘May. Well, it is on the question of simplification. It will
undoubtedly be a great simplification.

The CHAIRMAN.%I. know; but you can not afford to change the
whole taxing policy in order to sumplify the method of calculation.

Mr. May. But I think, if well drafted, it would not involve any
sacrifice of revenue. That is my general impression.

The CuairMan. Well, we have that genecral impression on the
Finance Committee, and it is now formally in the tax bill, but, after
all, that is quite apart from the question of simplifying the method
of tax assessment.

Senator KiNa. Speaking for myself, I would like to get his views on
that substantive pro‘positnon, because we are passing a tax hill, and
the views of some of us may prevail even against the intransigeant
views of others, you know.

Doctor Apams. Coming back to the question I asked you, if, under
the law, a period of four years is allowed to complete the assessment,
should not thefield examination be made at least 18 monthsin advance
of that limit? In other words, if we want to facilitate settlement,
should there not be some directions with respect to the time that the
field examination is made?

Mr. May. Certainly, as a matter of policy, if I were the commis-
sioner, I should want to lay down scme thing of that sort as a general
rule. In order to complete it within four years, we must have the
field work done within two years and an half; but I should not think,
if you ever got current, or got back to a position where, at any rate,
the corporation tax rate was not fluctuating violently from year to
vear, the work ought to be done in not snithing more than a frac-
tion of what it was in the war years. The great difficulty to me
arises from the fact that in a big business the allocation of income to

~
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one particular year is more or less theoretical. The business is. not
in business for one year. - Every year’s o(irerations inherit from the
past, and leave legacies to the future, and to pull out one year and
ear-mark it for the amount of income that can be attributed to that
vear, is, at best, as one of the English judges said, a matter of esti-
mate and opinion. : , L .

Now, when so much depends on which side of December 31 you
will throw a given amount of income, as was the case with ﬂuctuati:F
profits, with fluctuating tax rates during the war period, the difficul-
ties of the whole problem are enormously enhanced. If you get
down to a relatively low tax rate and a uniform tax rate, particu-
larly on corporations, your task is immensely simplified, because
nobody is going to waste time on whether he should pay the tax this
year or next year, if he has to pay exactly the same tax, whatever
year it is. So I think the whole time limit, once you get the work
current, should be cut down altogetber.

Doctor Apams. You think that four years, then, intrinsically is
too long? .

Mr. May. Under those conditions. . :

Doctor ApaMs. May I ask you, in general, about valuations? I
ask that because I think that no one thing so conduces to delay and
complexities of tax laws as the necessity for valuations. I would
like to know, first, if you indorse that general view?

Mr, Max. Oh, yes; that is, a large part of it.

Doctor Apams. It would follow from that, then, that valuations
should be omitted and eliminated wherever possible? 4

Mr. May. Yes; the more you can do without valuations, the better.

Dactor Apayms. I would l)i’ke to ask you if you have any general
notion about the reasonableness, the excess or defect of valuations,
made for the {)urﬁmses of depletion?

Mr. May. Well, speaking for myself personally, I have always felt
that valuations for tax purposes, for mineral areas, were too high. I
mean not only for income tax purposes, but for local tax purposes.

Senator Kixg. Pardon me, but you know, of course, that in a great
many States they do not tax the property, except the iraprovements.
It is a tax upon the mineral output.

Mr. May. Yes; but in Minnesots, ete.

Senator King. Oh, yes.

Mr. May. I think the Minnesota valuation of mines has cost the
Federal Government a lot of money, because they value the mines,
as I recall, on a 4-9191' cent basis. .

Doctor Apams. The Michigan valuation. )

Mr. May. Michigun was 5 per cent, as I recall, and Minnesota at
one time was on a 4 per cent assessment basis, The got u very high
. valuation fo the mines. When you wers valuing those sume mines
for income-tax purgoses, und those valuations were made long before

March 1, 1913, in Minnesota, and you were predicating the calcula-
tions on the assumption that local taxes on those high valuations
would continue, it was very difficult to resist the argument of
the taxpayer that he is entitled to at least as high a valuation for
depletion as he is for the purpose of tax on capital. That, to my
mind, started off depletion valuations on a high level. )

Then, again, there is another factor that is almost impossible to get
‘out of your mind. It is almost impossible for &« man, ufter a period
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of inflation lias gone, when prices were high, to get his mind back in
the stite in which it ‘would have been on the 1st of March; 1913, and
make a retrospective vialuation, which absolutely ignores everythin
that has hdppened since. It is' almost impossible to do it, and
think the tendency, therefore, from that cause also has been rather
upward, on the high side. That is my general theory. -

Doctor Apams. Mr. May, it is common knowledge, and I think
public knowledge, that tﬁe TFreasury Depurtment has ordered a
revaluation of copper and silver mines for the years 1919 and there-
after, in the belief that the depletion valuations used for 1917 and 1918
were partly erroneous, or too high. My question is, Will that raise
unusunl and peculiar difficulties 1n the future in making that change?

M‘:. May. I do not know. 1 have not given very much thought
to that.

Doctor Apams. 1 was wondering if vou had any solution of what
seems to me a very difficult problem. -

The Cuarvan. What is your solution, Doctor Adams?

Doctor Apams. I was asking Mr. May, for the time being.

. The Ciamrmax. Iknow, but I am asking you. Hesays he does not
now. :
- Doctor Apams. 1 am going on the stand on the question of deple-
tion some time, and I would rather reserve my remedy until then.

The Cuamryman. 1 would like to hear your remedy. myself. .
Ml)n{}tnr Apaws. Finally, T want to ask vou this about depletion,
Mr. May -—— :

The Cuairman. Chairman Green of the Ways and Means Com-
mittoe, would also like to hear you on that question.

Doctor Apams. I shall be hearable some time. 1 want to ask vou
this guestion: S

In general, if any method fair to the industry ean be devised to
replace the present discovery depletion, which in the case of oil and

us calls for recurrent and continual valuation, would it not be most
desirable to substitute a different method? '

Mr. Mav. I should say decidedly so. -

Doctor Avams. In other words, the valuation in itself is to be
avoided if any satisfactory substitute can be secured?

Mr. May. Personally, I have always felt that it was unfortunate
that that discovery provision got into the law.

Doctor Apams. If the chairman will permit, no remedy is secured
by reducing the valuation 50 per cent of the O{mrating profit. That
is not a real remedy, if something better can be secured. It leaves
the problem of recurrent valuation there. -

Tﬁe CHAIRMAN. It does all the time, but vou can not get away
from valuation, can you, Doctor? ' .

Doctor Apams. I think it may be possible, and I hope that the
department, some representatives of which are present——-

he CHaIRMAN. Yes? .0

Doctor Apams (continuing). Will bestir themselves to make sug-

(giestions to get away from a method by which it would be infinitely
ifficult to get rid of, problems of valuation, the solution of which

problems means the exercise of judgment and differences of opinion,

mistakes and delay. If there is a‘l?r human way of getting away

grom that, the Government of the United States ought to get away
rom it. S "
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Mr. May; I should think the' appointment of committee, under
the chairmanship of Doctor Adams, mdposed of. representatives
of the burean, engineers, accountants, and so forth, might be able
to make a useful report on that. They would be glad to serve
voluntarily, without pay, if they. were asked to. = -~ . .
. The CHaigmaN. I think that.is. & very fine suggestion on your
part, that they serve gratuitously. L . A

. Mr. May. I am sure that, they would be willing to do that.

Senator Kinc. We will add Mr, May to that committee.

Mr. May. Well, 1 would be willing to serve gratuitously on such a
commitiee. e .

The CHaIRMAN. Let me ask, while on that point, whether any of
these gentlemen representing the bureau have given thought to this
matter. .

Mr. Hartson. 1 made the suggestion yesterday, Mr. Chairman,
that any proposed change which would relieve the bureau and its
officials from reaching these determinations on -questions involving
judgment and discretior, about which there can he a reasonable
difference of opinion, would be welcomed by the bureau officials and
by the bureau. So far as eliminating entirely the necessity for making
these determinations with regard to value, I think that would be
most difficult to do under the law as it is. :

.The CuairMAN. There is no way in which you can avoid any
valuation. .

Mr. Hartsox. I do not see how it can be done; but on this ques-
tion of depletion, about which there has been so much said, I see no
way of eliminating the necessity for making & valuation, unless you
eliminate depletion entirely from the law, and that becomes a ques-
tion for Congress, of cowrse. Congress is now contemplating the
limiting of the depletion allowance to 50 per cent of the net income.
If they can do it to that extent, they could eliminate it entirely, I
assume. : . .

Doctor Avams. That is discovery depletion.

Mr. Hartson. Yes: that is what I am speaking of. I should have
qualified that to that extent. But I do not see, Doctor Adams, how
it can be eliminated under any reasonable law that can be framed;
that is, to eliminate the necessity of making these valuations and
determining them. ' o ‘

The CaairMaN. Is not the delay in the settlement of these cases
in the department owing to that one thing? :

Mr. HarTsoN. I can not estimate it, but it is very large, simply
because the Government has its engineers, who go out and muke
valuations which are in accordence with that individual’s view as to
value. He comes in, and the taxpayer appears with his counsel and
with his engineers, and his engineers, in turn, have made a valuation,
and they are at opposite ends of the pole. - It is the same way as you
come into a court of law to determine the valuation of a piece of rea!
estate. - You will have the plaintiff and the defendant appearing by
qualified experts, who will testify, and their figures and estimates will -
be at variance, and at very great variance. o :

- Somebody in the bureau, clothed with this authority to be a judge,
on the one hand, and at the same time -Erot.ect. the Government’s.
interests and not violate the interests of the taxpayer, has to deter-,

mine between the field agent’s report and the Government'’s engineers .
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. and the enﬁ&nee‘r of the taxpayer. Iknow of no way of eliminating it
entirely. The surest way to reduce it is to prohibit by law some of
the allowances that have been made of this cll)mracter.

Doctor Apayms. Mr. Chairman, you have asked me for the remedy.
I would rather defer that, but I think, in general, certain carefully
selected percentaﬁes of gross income, or operating income, would
have becn infinitely better for the taxpayer, for the United States,
and for everybody else had they been adopted by the Government
from . the beginning, and it may be distinctly practicable to adoept
them from now on if Congress wants to do it. These hazardous
industries have an allowance for risks and hazards. It should be a
general allowance, but it should be a simple allowance, and there are
simpler methods of making allowances than those authorized by
statute.

I want to ask Mr. May cne other question.

Mr. May, I think the committee would be interested in having
your view, e'ven though it be ‘Feneral, about the number of important

usiness concerns, which, under normal eircumstances, would be run
as partnerships and which are now run as corporations, for the pur-
pose of avoiding surtaxes. ‘ ‘

The CrairvMaNn. That is 8 good question.

Doctor Apams. To what extent have accountants, investment
bankers, andsimilar concern-, which would naturally prefer the part-
nership form, either changed over into corporations or employ sub-
sidiary collateral corporations to accomplish this end?

Doctor Apavs. In the first place, you might start with yvour own
concern; is it a partnership or a corporation?

Mr. May. We cling to the partnership for the sake of prestige. It
is a rather expensive luxury, but we still do it. I do not know much
about accountants; I suppose a man generally does not know much
about his own colleagues, but undoubtedly investment bankers and
large numbers of businesses generally that can be incorporated have
been incorporated; and, of course, they may retain the firm. do a
certain business, but they have a firm and a corporation. Undoubt-
edly this has extended very widely, and I am quite concerned.

Senator Kinc. How can that be avoided; what change in the tax
law would avoid driving into corporate form many of the individual
and pnrtnershig activities and enterprises now in existence?

Mr. May. Well, 1 very much doubt whether any changes in the
law would be very effective in that direction in the administrative
features of the law. 1 do not know if you have stopped to think
about it, but that is one of the great handicaps that we are under in
this country—the State law governing and -controlling corporations
and the Federal law collecting the tax. In Great Britain the same
parliament that levies the tax has control of the corporations.

In England they prescribe that a certain tax shall be paid by private
companies not subject to the regulations applicable to the public
companies which makes the returns on the same footing as partner-
ships unless they are prepared to fulfill all the requirements of a

ublic company. They are in no better position than partnerships.

1at kind of a regulation is quite impossible here, you see, because

the State laws control the corporations and the Federal Government
levies the tax. - : :
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. Senator KiNg. Only the Federal Government, if you will pardon
interruption, would have power to classify the corporations, and it
might provide a purely arbitrary classification with a view to getting
revenue. : '

‘Mr. May. It would not have the power——

Senator King. I say to levy taxes on one class of corporations
different from the taxes on corporations coming within another

catﬁfl?rii .
. MaY. Yes; but there are, say, 350,000 corporations in the
country making returns; they shade off from one classification into
another, from a public corporation like the Pennsylvania Railroad
dovgal to the corporation that is simply Mister So and So, incorpo-
rated.

There is no logical place where Congress can make a distinction
because it has not got power to say what kinds of people shall form
what kinds of corporations. Therefore any lines that they drew
would necessarily be arbitrary and you would find that people would
soon get themselves on the right side of the arbitrary line to suit their
business. “ou will do a lot of harm to people by these arbitrary
rules; arbitrary rules always do a lot of harm to people theg are not
intended to reach, and the people who are vitally interested find some
way of putting themselves on the right side of the line. That is my
experience. .

e real basic fact, as I see it, is that you are, if I may use this as
an illustration—you are like the juggler tTng to keep three balls in
the air at once. It is not a question of which holes they fall through—
unless you are a very skillful juggler you are apt to find yourself in a
position where you can’t do it. At the present time you have the
6 per cent normal tax..and the 12} per cent tax. and the 50 per cent
surtax.

Senator (Couvzexs. Is it not entirely possible to tax holding
companies on a surtax basis.

Mr. May. What is a holding company?

Senator Corzkns. A company that is-not an operating company,
& company that holds securities and receives dividends such as was
done possibly in the oil cases, where Mr. Sinclair formed the Hyva
Co.: companies that receive the dividends on their holdings by
means of which thev are subject to a corporation tax of only 12}
per cent whereas if they received their returns individually they
would be assessed at the surtax rate. !

Mr. Mav. Theoretically that is possible. If you would avoid it
vou have got to make a practically definite law for each corporation.
As it is any man within the letter of the law, the scope of the law,
must he taxed however inequitable it may seem; and if he is outside
the letter of the law he must escape, however just it may seem that
he should be taxed. Bearing that in mind, the moment you start
modifving the law they start too. and manage to just keep outside
vour liinit all the time.

Senator Cotzexns. Would you say for instance that this Hyva
corporation kept outside of the limit; that it was formed for the
puﬁose of receiving the dividends? S

b r. May. It might buyv a corner grecery store: it might operate
that——

Senator Kixa. Or run a chicken ranch,
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- Mr. May. Then you may bring forward the argument that the
percentage determines; but they ‘will keep just beyond the per-
centage. o - A AR o

Senator Couzexs. Suppose you formed a corporation to hold
sceurities in another corporation where that is not prohibited by
State laws—for example, in Michigan one corporation can not
hold stock in another corporation—assuming that the law provided
that all income received by a corporation from securities of another
corporation paid the same rate of income tax as the individual,
would not that catch these fellows? -

Mr. Mav. Then you have the case of .a corporation that can not
own real estate in another State and has to form a corporation in
the State to hold it. It is an absolutely legitimate business prop-
osition and yet would be hurt. The real danger in your prop-
osition is that your fire scatters, and the man who was trying to
dodge will get to cover and a lot of other people standing out in the
open get-hit, people that you are not aiming at at all. That has
always been the fact with nearly all of these attempts to distinguish
arbitrarily between the treatment of different corporations, or
anything else.

enator CoUzeNns. I must confess 1 do not catch vour real estate
example.

Mr. May. Take railroads, for instance, the railrouds have to
form corporations in different States to operate their lines in those
States. The income from those lines should be taxed as individual
on this theory—of course you might exempt railroads, but the same
is true with a lot of corporations.

Doctor Apams. What would you think of using the indirect effort
proposed by the Senator—where you can not, tax the undistributed
profits of the stockholders in some way directly you can do it indi-
rectly by penalties and so on? .

Mr. May. But there is another point that is involved in that at
this time when employees’ stock ownership is extending so rapidly.
This ‘whole question of undivided profits creates a great problem
there because the interests of two groups of stockholders in the same
comEanIv are radically different. It is to the interest of the sirall
stockholders to have the surplus distributed rather than pay the un-
distributed rroﬁt-s tex, but the large stockholders say: “Oh, well, we
can very well afford to pay that tax rather than bave to pay surtaxes;"
and the result is that the small man is carrying a burden that is in-
tended to be an indirect burden on the big man.

Senator Kine. You mean——

Mr. May. If you tax undistributed profits it falls on the little
fellow as well as the big fellow.

Mr. GREEN. Is not the English method more ordess arbitrary?

Mr. May. It is based on a different principle.

Mr. GReEN. Then they have an adaptability that we do not have.

Mr. May. They have an adaptability that we do not have in
changing it to fit the situation. If they find a taxpayer has evaded
it they can instantly pass a law to meet his case, whercas in this
country the situation from a legisiative standpoint is different.
There they have no constitutional limitations and they have all the
internal legislative powers consolidated in the one government; they
can fit all their administrative measures together to control corpora-
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tions and everything else, and they have no constitutional limitations
that require them to respect capital or anything else. e

Senator King. Is it not a fact that the administrative tax law in
Great Britain contains remedies which can be used in rather an arbi-
trary way; is it not flexible enough to provide remedies for proceed-
ing against corporations which have evaded the spirit of the law but
not the letter. N
Mr. May. There is a great deal more flexibility in its administra-
tion. '

Mr. GReeN. That is quite true as applied to England, and the law
itself gives these officers discretionary powers which we probably
could not give under our Constitution. :

Mr. May. I was keeping apart from the administrative advantages
it possesses. They have a law that is very simple and its administra-
tion is the result of the long growth of years. They have established
this system of local commissjoners which steps in between the taxing
authority and the taxpayer and decides these cases something like
the Board of Tax Appeals here.

Mr. GREEN. Ony it is decentralized.

Mr. May. Only it is decentralized. A man will take his case to
the special commissioner where the case is judged, and authorities
abide by the commissioner’s decision because it does not set a pre-
cedent. Mr. Mellon asked me last vear—gave me a letter of in-
troduction—to look into this matter and suggested that 1 _could
make a report to him afterwards on some of these things which I
have in mind; and I went into them fairly thoroughly; and the
say that they find that these local commissioners could deal wit
hard cases very effectively; the parties will accept the decisions of
the local commissioners because, as I say, it does not provide a
precedent; they think it is a meritorious disposition and they do not
appeal it. At the same time that does not bind them to that prin-
ciple as a precedent.

_ Tl?le CHAIRMAN. It is just a question of flexibility in administra-
tion .

Mr. May. That is it, toFethor with very long tradition; they
have these groups of highly respectable people willing to serve
free of charge as local commissioners for the prestige and so on.

Mr. GREEN. You were speaking a moment ago about the tax on
undistributed profits being much harder on the small man than
on the large investor, In what way did you consider that?

Mz May. Well, if the profits were distributed he would not pay
any tax, but if the whole of the undistributed surplus is taxed his
proportion of it, his tax, is at the same rate as the tax of the rich
stockholders proportion and, therefore, it seems to me that such a
proposition wouﬁi provide the posibility of friction between two
groups of stockholders. The employee stockholder is a thing which
has been largely devloped as solvent for some of our industrial
problems. I would not like to put any grit into a solvent of that
kind if I could help it. '

Senator King. Would not we aid the attitude and desire of the
small stockholder by imposing a graduated and rather heavy tax
upon undistributed profits above a certain and reasonable, and, in-
deed, a generous allowance as a reserve for contingencies which might
arise in tho business? .
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Mr. May. Personally I do not think that that would be a wise
measure; I mean it is so difficult to say what is reasonable. What
would be geuerous for one would be inadequate for another; and
any arbitrary rule could not fit any considerable number of cases at
all eqlually well. I think there must be better solutions of the prob-
lem than that.

Senator King. Well, Mr. May, that question will confront our
local chairman here and the committee of which I am a member
within the next 24 hours, possibly to-morrow morning, and if you
have written any paper on that-—-

Mr. May. Undistributed profits?

Senator King. Yes.

Mr. May. I do not think so.

The CrairMaN. You said there was some better way to handle it?

Mr. May. I said T think there must be some better way to handle
it. )
The Cuairvan. If there must. be, do you know what it is?

Mr. May. Well, I will not undertake to say now. 1 know a little
about the subject, but T do not want to create the impression that
I am handing out panaceas for all these troubles.

The CHaIRMAN. You have been dealing with the guestion a long
time. :

Mr. May. I would be very glad to stay in Washington and sit
down and talk it over with you.

Senator KinG. If you have any ideas on the subject which you
would be willing to give us we would be very glad to hear from you
and also later for you to give us your mature guggm ent on the matter.

Doctor Abams. You are making that 63 per cent in there appli-
cable not only to the undistributed profits, but to distributed profits
as well; and 1if twice as much is distributed as is reserved, that means
on the basis of undistributed profits, you have got really a tax of in
the neighborhood of 18 or 20 per cent. :

Mr. May. I think there iz a great deal of misapprehension with
regard to that question of-——

enator Kina. Take a case like this, My, May.

Mr. May (continuing). Undistributed profits,

Senator King. Take a case like this: Some large manufacturing in-
stitution whose profits amount to millions and tens of millions, if
not hundreds of millions of dollars, and the stock'is held in the hands
of a few, say in a family; they do not declare dividends: it is all un-
distributed profits, from which they make capital investments of
enormous proportions. Do you not see that they are escaping
taxation while building up enormous business enterprises without
pa{{ing any capital tax except the 12 per cent?

. Mr. May. But personally I do not think that is the fact with
undistributed profits of all tj{mt class of corporations.

_ Senator King. No; because you get the advantage of capital
investment. . .

Mr. May. And I do not think these statistics, as I recall, although
I have not got them with me—but I think the statistics will show
that during the period of high taxation the percentage of distribution -
of profits was larger than in the preceding period; that taking cor-
poration returns us a whole there is nothing to suggest that n.ore
profits were being retained in the business relatively now in the period
of high taxation than there were hefore.
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Senator KiNcg. Ford retains practically all of his—-

Mr. May. You can have a few specific cages—-

Senator King. Of his profits, :

Mr. May. But taking them by and large you will find my state-
ment sound. ;

Doctor Apams. You have made some study of it, as T recall it?

Mr. May, I think I have and I would be very glad to give the
committee the advantage of it.

Senator Kina. We will be very glad to have you do it.

Mr. May. I started out with the conception that there must be

less distributed now than formerly proportionately; I think we are .

all apt to be unconsciously influenced unduly by a few specific cases
that come under our notice; but when I got the figures they seemed
to me to show quite the reverse.

Doctor Apams.. Yes; I recall your figures.

Mr. May. 1t showed quite the reverse situation, which was very
surprising to me.

fr. GREEN. Some general statements were made before our com-
mittee along the same lines that you have just now mentioned. Of
course the particular eases that you speak of when all taken together
are so numerous that many of us consider it a very serious question
that people who are making such enormous incomes as Mr. Ford,
for example, almost entirely escape the individual income tax.

Mr. May. Yes; but there is a very grave question as to who is
going to be the ultimate beneficiary of that. After all, Mr. Ford
can not take very much of it with him when he dies, and the actual
wealth he is creating is going to be more valuable to the United States
than it is to him; and tigw.re is one great disadvantage—— ‘

Mr. GRrReEEx. The question arises with us whether Mr. Ford is
;*.roating this wealth any more than the laborers who work in his

actory.

Mr. May. 'That is another question. :

Mr. GreEN. And the community, the farmer who works out in
my State and buys the automobiles, who has created the wealth to
pay for the automobiles—but that is getting far afield from the taxa-
tion question.

Mr. May. Yes: but there is the other case of the newcomer in
industry who is absolutely dependent on accumulating his profits
to expand his industry; and if you put a heavy tax on undistributed
profits you are putting the excessively strong people at an advantage
and putting a handicap on the invader, the man who is competing
with him. That is a very strong argument I think against it.

Senator Couzens. Take a big store, for instance, Tike the Wana-
maker department store, practically owned by the Wanamakers.
They go ahead and accumulate their profits year afver year and do
not distribute them knowing that eventually the surtaxes are coming
down; probably if Mr. Mellon’s recommendation is concurred in
there would be a cut from & maximum of 50 per cent to 25 per cent—
they accumulate these profits over a period of years and when this
reduction comes from 50 per cent to 25 per cent they distribute the
cash. Do I understand you to mean that you do not believe people
in such a case should be assessed anything for undistributed profits
during those years where they held up the money waiting for the
surtaxes to be reduced?
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Mr. Mav. It would annoy me very much that he should escape

just taxation, but I would reelly feel it would be cutting off my nose
*  to spite my face if 1 tried to pass a general law to reach him. . That
" is my feeling about it. ,

Senator Couzens. But there is a general law which would reach
him, but the bureau has not exercised it?

Mr. May. I do not think there is much scope for the application
of the present law to the progressive business enterprise. Most of
those are putting their money really legitimately into the business
itself, while the private corporations could be reached by section 220,

Doctor Apays. If T may interrupt once more I would like to ask
vou, Mr. May, if there is any difference essentially between th~ two:
that is to say, if earnings are accumulated the stockholders in the
indirect sense escape surtaxes, whether they are accumulated in a
holding company, an investment company, or & manufacturing com-

. pm{{, do they not? _

Mr. May. Yes; but I think the accumulation of surplus that is
devoted to the building up of great industries all over the country is
indirectly doing enough good to the country to be compensation for
the loss of tax. That is the way the industrial field of this country
has been built up, and there is & lot of room for expansion; and I do
not want it to be limited to those corporations that are already
strong. '

C:;ga.tor Couzens. I think that you evade the issue. 1 do not think
you do it intentionally, or with any idea of disrespect. It seems to
me there must be some way to collect taxes from those who put their
profits into bonds, securitics, and hold it there until the surtaxes are
reduced; I do not understand that he is using it all in his effort to
build up industry. :

Mr. May. That is true, but it is a difficult administrative proposi-
tion, and personally I think that in the long run the solution will be
to reduce the surtaxes and stimulate distribution rather than levying
an undistributed profits tax that would necessarily be arbit,rar{':
and while imposing a perfectly reasonable tax in a lot of cases would
be an unfair handicap in a great many others. -

Senator Covzens. 1 can see a great deal of diffecrence between a
concern that uses its suplus profits for expansion and one which holds
it in eash or securities that are readily convertible.

Mr. May. Yes.

Senator Cotzens. 1 think there is a very clear distinetion betwaeen
those two that ought not to make it very difficult to administer,

Mr. May. Well, of course, it is all & question of degree. They
should hold a reasonable reserve in liquid resources. It is the old
question that what is reasonable for one quickly becomes unreasonable
for another. It is a difficult administrative feature. 1 do not think
you can safely lay down havd and fast rules of limitation.

Senator Covzens. The law is on the statute book, but it is not
being enforced.

Doctor Apams. Let me ask you, Mv. May, this question: Do you
believe that & statute prohibiting employees of the Bureau of Internal
Revenue from practicing say within two, three, four, or five years
after resignation or dismissal would be of effective worth, or any real
remedy for some of the abuses that have been discussed; and would it
be just and fair?

L T ]
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Mr. May. What do you mean by “practice’’?

Doctor Apams. Well, appearing before the bureau, or even by
assisting taxpayers.

Senator King. Or soliciting for others who were practicing.

The CuamrMaN. Directly or indirectly.

Mr. May. Well, of course, if you make it as far-reaching as that it
might be effective. If you merely prohibited appearance hefore the
bureau it certainly would not be effective because some of the most
conspicuous vases, my impression is, ure those cases where perfectly
respectable people have the direct work of settling the income with the
bureau but someone behind the scene who does not appear in Wash-
ington prepares the papers to be sent down by the taxpayer; and |
think tfl(‘ wreau is naturally sympathetie for the taxpayer who ap-
pears in person, or by his attorney; so that unless you made that apply
to rendering assistance (o taxpayers it certainly would not be effective.

Personally I think it is very questionable whether it would be fair
or reasonable after all.  You do not pay these people while they are
in the service sufficient to enable them to retire on a competence when
they leave the service: and if you want to encourage them to stay for a
considerable length of time if you can, and if you had them for any
considerable time, you are taking away their best asset for earning
a living after thev get out; so that I think you might reasonably
say that anybody who left the service within a short period after his
employment should be prohibited from practicing. but not & man who
has rendered real legitimate service to the bureau. [ think it would
be unfair to put greater restrictions on him than representing organi-
zations of whose cases he had knowledge or was connected with while
he was in the bureau.

Senator Kina. Of course it would mean whether he had been
connected with the ense directly or indirectly.

Mr. May. Yes.

Senator Kina. That came under his cognizance in the bureau.

Mr. May. That is entirely reasonable, of course. .

Senator King. How would it be to restrict him from taking any
ease that was in the burean, whether he knows of it or not, during
the period of his service?

Mr. May. During the period of his service!?

Senator Kina. During the period of his service whether he has
knowledge of it or not.

Doctor Apams, That would appear unrcasonable to me, as a
suggestion. . .

Senator KinG. How is that? :

Doctor Apaxs. He would have to wait a long time until new cases
eame up. ‘

The Cnamrman. He would have to wait until the next tax year,
one vear, that is all. '

Mr. Mav. I should think that was a little drastic.  Personally 1
feel that if you were going to put on any limit at all it would be
against those people who left the service after a short time, those
people who gain the reputation of merely going into the serviee to
get information to get out with,

Senator Covzexns. A great deal of eriticism has come to me con-
cerning the unpublished rules in the burenu being taken advantage
of by these employees when they go out.  Have you anything to’say
in that connection?
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Mr. May. That undoubtedly must be so, naturally. 1 do not
know how extensive it is. 1 do not know how many cases there are.
I have not heard of very many rules that were not published, but it
has not occurred on any vast scale, at least not enough to make
any impression on my mind; but, then, of course, 1 am not in touch
with any sources that might know about rulings that had been made in
general principles that are not published. If they exist, 1 do not
J&now of them. ~

Senator Couzens. You do not know of a lot of unpublished rules ¢

Mr. May. No; I do not. I have no reason to think that there
are a large number; you see or hear of one oceasionally, but it has
not occurred in my experience on any scale as to impress itself in
my mind as a great feature.

It is not so much the rules, 1 think, as it is the spirit in which
the rules are applied and what is within a reasonable this, or a
reasonable that. The people inside have knowledge of how the
rules are, in fact, applied; that is what made it valuable to them,
and 1 do not think you can publish them without probably doing
more harm than good, because what is considered as reasonable in
one case depends on the facts of that particular case.  As soon as it
is published it would be taken as & minimum allowance by taxpayers
in future cuses. They do not point out the reasons why they are
entitled to less, but endeavor to point out various reasons why thev
are entitled to more. Of course, it is a very great question about
the publication of the rulings, 1 suppose. 1t is the English practice.
48 you probably know, to give out very little information about
their rules of practice.

Senator CouzenNs. Do you believe in the publication of income
tax ¢ Not the publication of them, but the records boing made public
property?

Mr. May. 1 do not know; I imagine my natural training and bent
of my mind would be opposed to a general suggestion of that kind, but
L chink there is a great deal of merit in the suggestion for a reasonable
degree of publicity in regard to the results of contests and that sort
of thing. 1 do not know quite how far I would go, but when questions
arise in the bureau 1 think there is a good deal to be said for publicity
there because there is a lot of heart burning and dissatisfaction on
the part of !)eoplo who think they did not get the propor treatment.

Senator Couzens. Do you bhelieve in the establishment of the
board of appeals consisting of 27 men provided for in the revenue
bill to review these cases?

Mr. May. 1 am strongly in favor of the general principle of a
board of appeals that is independent of the assessing end of it. 1 was
strongly in favor of that.

Doctor Apams. Is it not your undorstanding that those 27 or 28
men, if appointed, will replace a substantially equivalent number
now serving on the committee of appeals and review ¢

Mr. May. I should assume they would; I should think in the long
run they would replace more, because they ought to be able to get
through their work. Being in a stronger position, having definito
responsibility 1 think they would be apt to work with a great deal
of promptitude and more efficiently. .

octor ApAMS. In its essence this proposal is not for something
additional, but a substituto?




"not enter private practice for a considerab

!

.

INVESTIGATfON OF BUREAU OF INTERNAL REVENUR 281

Mr. May. I should think it ought to reduce expenses, . .~

Doctor Avams. With the chairman’s permission, I would like to
interrupt_once more to ask one more question: Your feeling. that
it would be unfair and too drastic to prohibit cmployees from prac-
ticing would not apply to a situation in which people holding certain
important posts were given lm’§or and more adequate salaries with
the understanding that the employoe in accelpting such salary should

e period after he left—
you would not have the same fecling toward such a proposition where
this was understood in advance? .

Mr. May. Oh, no; no: of course not.

Doctor Avams. 1 think that has got to be considered by the com-
mittee very carefully and 1 wanted to bring thatpoint out. Thero
certainly could be no charge of unfairness with such an understanding
in advance,

Senator KiNG. 1 understood you to state, Mr. May, that in most
of the instances that have been brought to your attention directly
or indirectly, is the cases of employees of the depurtment interviewing
your clients or others they have in most instances stated definitely
what the assessment was to be?

Mr. May. Oh, 1 would not say in most cases, I have heard of a
number of such cases; 1 would not say at all that that was the general
wactice. There have been a number of such cases mentioned to me,
hut 1 would not sny that the number was large enough to indicate a
general practice, as far as we are concerned.

Senator King. They would not be able, of course, if they were not
in the depurtment, to know what the assossment was going to be,
what the tax was going to be, unless they had a confederate in the
department !

Mr. Mavy. I should think so; I do not see how they could unloss
they had a confederate somewhere.

Senator King. Have you any suggestion to make as to the method
of dealing with Government employees and the question of their
practicing before the department; what conerete suggestions would
you muke!? '

Mr. May. Well, T think the only restriction on the general line
[ would make would be o fairly deastic rostriction against, as I said,
practice in the case of people whose service in the bureau was short,

eople who resigned after a comparatively short period of service.
I'hat is the ¢hly direct restisetion that I would make. I think a
more drasticrestriction thn that would be unfair, I think the
rules of practice they have ot now, if they ean be enforced, are
fairly good.

Senator King. Is it not obvious from the large number who have
gone out from the department, and who are practicing, that many of
them, or that some of them, went in only for the purpose of getting
information? :

Mr. May. Yes: I have no doubt it is.

Senator King., That they might go out and practice?

Mr. May. I have no doubt it is.

Senator King. That they are willing to profit——

Mr. May. Yes.

Senator Kina. And exploit the Government?
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Mr. May. One of the best ways to get rid of that situation is to
clean up the old cases; if you get the 1917 cases out of the way,
particularly under invested capital for 1918, the opportunity for these
people would be so restricted that the abuse would no longer be a
major abuse, if it continued.

- Senator KiNa. There would be a diminution in the number of
practitioners. -

Mr. May. There would not be enough to go around.

Senator Kina. The pickings would be smaller.

-Mr. May. The pickings would not be good enough; that is right.

Senator Kixa. Mr, May, I have heard many complaints about the
enormous credits and deductions and allowances for amortization, for
depletion, for deterioration, for repairs, ete., and I have called atten-
tion upon two or three occasions here to the evil which seems to us
exists especially in real estate in large cities, apartment houses, and
other buildings in large cities hecause of this: Values have increased
instead of going down during the past few years, and they get their
annual depreciation, deductions, notwithstanding there have been
enormous aceretions not only in the land, but in the property; those
buildings that could be built for one hundred thousand dollars 10 years
ago could not be built.for three or four hundred thousand dollars in
many instances to-day; and they were built better then in many in-
stances than they are built now; and yet they are getting deprecia-
tion, although the fact is that the buildings are worth two or three
hundred per cent more than they were when they were constructed,
or than they were a few years ago.

Have you any su%gesti(m to make as to how to meet the difliculty
of amortization, depletion --especially ¢il wells and mining properties?

Mr. May. Well, on your first question if you vefer back you will
see that the 1909 statute talked about deprecintion generally, and
the 1913 statute in the cases of corporations, as I remember, retained
the word “deprecintion™ but said, * arising from the use, or wear
and tear of property employed in the business.” In the case of
individuals the word ** depreciation” was not used: it is simply “ use,
wear, and tear.”

Now, my recollection--I had a little to do with it—and certainly
my recollection is that that was a deliberate action on the part of
Congress to distinguish between fAuctuations in value due to outside
causes and the gradual exhaustion of value due to inherent character-
isties of the property. They seid, ** We will take no notice of fluctua-
tions up or (Eown in value due to extrinsic causes: we will only allow
you for the inevitable fact that ultimately the property will dis-
appear.”

ow, your ease of the fluctuation in value of real estate is a fluctua-
tion due to extrinsic causes. That stands on an entirely different
footiifng from the allowance for the gradual exhaustion of the property
itself. ,

The legitimate offset to that is fluctuation downwards of prop-
erty due to extrinsic causes. Neither of those come within tfw.
purview of the statute. So I do not think the fact that by reason of
extrinsic conditions the property is appreciated has a bearing on the
reasonable allowance for depreciation on the theory which the law is
now framed, and which I believe is the right theory.

Senator King. Then they allow too much for depreciation?
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Mr.: May. I think possibly they may have in a great many oases
for deﬁreclatxon as depreciation; no doubt they have, but personally -
I think in the war there was a lot of unwise expenditure; and I ques-
tion whether-in the ate that :ﬁ:ropriate deductions have been
very. much greater than they should have been. I think on the
whole they have heen allowed too much, but I do not think that is a
major evil, and I think the attempt to remedy it now would do more
harm than good because it is.only really important in the very high -
tax years. ‘At the present stage the tax on the difference in depre-
ciation is not n major factor at all. , ‘

Sen:ttor Kine. at do you say as to amortization and obsoles-
cence -

Mr. May. Amortization of war facilities is an almost insoluble
problem. As far as my office is concerned, we have tried to wash
our hands of it as far as possible. We have never seen a satisfactory
rule for us to follow and we relegate that to engineers as much as

ossible. We have preferred to keep out of that. I have never
ound a very satisfuctory measure of it; we were not altogether satis-
fied of its soundness, and I have thought we had enough problems
that we were trying to find some solutions for and that we could leave
some 10 others. ,

Senator King. In the interpretation and in the application and
administration is it not a fact that allowances have been given for

- amortization that have been so large as to practically reduce the tax

to a minimum?

Mr. May. I have heard people claim so, but I do not recall any
single case where I have got definite figures that would enable me to
say so. I have heard of two or three amortization engineers claiming
that they have done that; but I have not gone into those questions,
as I stated, with anything like the care that I have into some of the
other problems.

Senator Kina. Have you had anything to do with depletion ¢

Mr. May. I have had a certain amount to do with depletion of
ores rather than oil. Qil is an enginecering problem. I have never
fathomed the calculation of oil dﬁpletion myself.

Senator Couzens, Is there a Mr. Brown here?

Mr. Brown. Here, sir.

TESTIMONY OF CHARLES F. BROWN, BROOKLYN, N. Y.

(Mr, Brown being called as a witness, was duly sworn by the chair-
man and testified as follows:)

Senator CouzeNs. Give your initials and your residence to the
stenogrzg)her, Mr. Brown. : )

Mr. BrowN. Charles F. Brown, New York City; 376 Franklin
Avenue, Brooklyn, N. Y. That, however, is only temporary.

Senator Couzens. You are a former employee of the bureau?

Mr. Brown. I was.

Senator Couzens. Will you tell us when you went into the bureau
and when you left, and what positions you occupied in the bureau.

Mr. BRowN. I was appointed as an np,l)‘misal engincer on Novem-
ber 3rd, 1921 and assigned to the Income Tax Division. Any further
questions, Senator?

92919—24—pT 2 —b
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Senator Couzens. Did you oecupy t,hat. same posmon all the
time. you were there? ‘ ,
r. BROwWN. Yes '

Sonator Couzens. And when dnd you leave the bureau@ I

Mr. BrowN. Why, I had notification, Whlch I racenved very much

to my surprise, on July 2, from —

Senator Kinae. What year?

Mr. Brown: Sign %bed by J. G Bnght deputy commissioner. - e

Senator King, at year? :

Mr. Brown. July 21, 1923 There had been rumors in the depa.rt-
ment. that there was to be a big reduction in the engineering force due,
they claimed to the current condition of the work and the current
condition of funds. In other words. that was what they wanted

understood; and even to this day that amortization is a proposition

that is practlcally unconcluded, as this gentleman here stated a few

minutes ago. It is one that is gomg to continue for 8 number of

years to come,

However, this letter that I recewed was, as I say, from Mr. Brlght
deputy commissioner: .

Sir: I regret to inform you that the Secretary of the Treasury has approved
the recommendation of t Commissioner of Internal Revenue that your service

be discontinued on July 31, 1923, on account of a necessary reduction: of the force
of the Income Tax Unit, owmg to the reduction of the bureau’s appropriation for

- the current fiscal year and because the work of the amortization section is nearing

a current condition,
This action has been taken after a very careful consideration of the eﬂiciency
ratings, conduct, reports, and attendance records of all members of the unit. -
Unused annual leave accrued to your credit since January 1, 1923, will be
allowed you if it is applied for immediately in the usual manner.
J. G. Brieut, Deputy Commissioner.

Now, wken 1 got this letter I went up to a Mr. Kane, who was next

to the head of the amortization section, and apparently gix other

engineers received a like letter.-
said: “ Mr. Kane, what does this mean?”

“Why,” he says, “I don’t know,” he smd “1 don’t know anythmg

about that.”

I said, “What shall I do?” ' ,

He sa:d “Take my advice and go over and see Dr ». 'y Commis-
sioner Brnght ”

So I went over to see Mr. Bright and I found that ae was busy in
a conference. Then I went in to see Assistant Deputy Commis-
sioner Allen, who told me that I had come to the rlght. party, as he
had charge of those matters.

I said, “ Mr. Allen, what does this letter mean?”

“Why,” he said, “ Mr. Brown, that letter was a mlstake' that
should never have been sent out; none of the e dgmeers should be let
out upon charges. As a matter of fact we ha plenty of work for
them to do even if the amortization featurc goes out. ”

The CuHAIRMAN. Who was it said this? Lo

Mr. BrowN. Mr. Allen, assistant deputy . commissioner. He
said, “We are adlvertlsmg for engineers now.” : That was a fact—
“for valuation engineers;” and yet they say they can not retain the

forco hecause owing to the current condition of funds. So then I .
said, “Well, why go to work and pitch me out, an old employee,
pretty near two years in the service; why kick me out over the heads
of 20 new engineers?”’
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“And he says, “ Well, Mr. Brown,” he said, * yotir name was put on
the list as heing available to let out.” =~ - - LR R A

Whereupon I made certain charges. I intimated that it was all
the result of personal animosity on the part of my immediate superior
as to the reasons for my nan.c appearing on that list. , :

The CuairMAN. And were the charges in writing, Mr. Brown?

Mr. Brown. I will come up to that if you please in & minute, Mr.
Chairman. ! IR ‘ o

The CuairmaN. All right. : B

Mr. BRowN. So he says, to me, he says, ‘“ Well, Mr. Brown,” he
says, “ those are very serious charges;” and he says “I will have this
investigated, and if they can not be proven,” he says, ‘‘it will not only
mean your dismissal from the service, but your expulsion.” :

I said “Well, Mr. Allen”, I said “Supposing it is proven, what I
say is proven?”’ "

e says, ‘“ Then you will be reinstated immediately.”

I want to say I came down there on the following day with these
charges, and they were given, as I understand, to a man by the
name of Helex, who, I also understand, was the means of getting the
chief of the section, S. T. De La Mater, his position in the department,
and they were personal friends, had known each other out in Chicago
or thereabouts. ‘ : ' -

Senator CouzeEns. Who did you make these complaints to?

Mr. BrowN. To Mr. Allen. o ‘

Senator Couzens. Is he still in the service?

Mr. BrowN. Oh, yes; he is assistant deputy commissioner.

'The CuamrwaN. And who was your chief there? *

Mr. browx. S. T. De La Mater. ‘

The CrairmMaN. De La Mater? ‘-

Mr. BrowN. S. T. De La Mater. Capital D-e, capital L-a,
capital M-a-t-e-r. And so this thing was given to him, as I si?’ to
investigate. He went down there and, I presume, said, ‘“Hello, -
Stephen; what about these charges of this man Brown?”’

““Oh, nothing to it, nothing to it.”” And then they went to work
and they wrote up a letter. : ' ‘

Senator King. Mr. Brown, pardon me, have you got the charges
there that you preferred? '

Mr. Browx. 1 have. :

Senator Kixa. Are they available for the committee?

Mr. Browns. ‘They are, sir; any papers that you might wish.

Senator Kina. You better let the chairman see them and deter-
mine as to whether they ought not to be put in the record. :

Mr. BRown. 1 might say these papers are copies; the originals are .
in the hands of the Bureau of Internal Revenue, aside from those.
letters that might be in the hands of the Civil Service Commission.

The Cuarrman. Does this have reference to the conduct of in-
dividuals? : ' ‘

Mr. Brown. 1t does, sir. , :

The Cuairman. It does not have any reference to tax matters? .

Mr. Brown. It simply cites different’ cuses of engineers which -
they had handled especially in regurd to new engineocrs that had been
put on tremendous big ca-cs hat had only been in the office a very
short period of time, : ' .
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i n'The- Camrman. ‘Well, I think it-is all right to'teud them; read
3 them to the committee—read the charges. .. -+ /... . . "
3 ‘i Mri BRown. ‘This is. data.for Mr. Allen, assistant deputy commis-
:’ o sioner, concerhing W. B. Jennings. .- .-~ . . . . P

g

Thoreby ohorge— 0 <o Tt
;* The Cukinaay. This is tho fifst chargo you made in full?
i Mr. BrowN. This is charge No. 1 that I made: :

1 I hereby charge W. B. Jennings with incompeténéy;’ bias, and. itiality in
: ‘ gm supervising of the engineering section of the Income Tax Unit—I. T.; 8. A.;
_Those are initials of the section— . : |
, basing my statonenits. upon the following facts:: S e
{ ‘1, Jonnings said seven or eight menths ago, this.in front of a number of engi-
neers at the office, among whom were Messrs. Kahn, Besse, Bowling, and others,
including mysclf: “The chief and I have agreed that there are only three or four
men in the whole suotion who are capable of handling large cases.”” The fact is
that small: cases have all the complications and require the same care and study
that larger ones do, it being only a matter of adding ciphers, and a few more pages
of.,dgso%tive. mytter to one’sreport. .. . .. . Lo
‘;{ 3y said statements, as outlined above, he was injuring the morale of the
sw onl-.[. ;,, L . ~', ) -“'. x. l v,
o had a section of engineers consisting of about 30 or 40 men, and
to have a man to get up, who is supposed to bo your immediate
! superior, and say: “The chief and I have agreed that there are only
i three or four men in the whole section who are capablo of handling
f large cases”’—why, many of those engineers there were men of re-
: nown, in fact, men who were members of high standing in their
: engineering societies both as civil, mechanical, and electrical engi-
; neers—but we will come to the standing of this man Jennings in a
' moment-—the man who made such a statement as that. o

! ‘No. 2. Fayorites were given cases in or near their home town or places the;
wanted to visit, but when I was being assigned out on some cases to New York
s City, I wanted to get a case near Boston on account of my bnother being on his
\eath bed— T : T ‘
aptain, Aviation Corps; he is under the sod to-day— o
) fr; Jennings informed me that the * highbrows’’ upiin the front officc wonld
4 stand for it, as there was now an engineer in the New England field.. ..
At the time 1 made this request I knew there were in the office at the time
shree cases in that vicinity, none of which exceeded $75,000, and one of the
hree was an expedite case, and as to another engineer from this section bein
in this territory at the same time, the one previously assigned, that only las
week there were two men in the same city on differont cases, and this has occurred

frequently. . . o : :
e’?he tegm “highbrows” seems to be a favorite expression of his when referring
to his superior officérs, as he has used same quite frequently, thus showing dis-
respect or gross ignorance in the premises. - . . R
0. 3. He usver gives a decision on any question, but refers it to others.
No.4—— . / o
The CaairMAN. That is Jennings?
Mr. Brown. Yes. : . . T
Mr. Jennings put & new engineer on the ﬁarﬁe case of the Colorado Fuel & §
Iron Co. who was so ill-informed-—knew at the time that this sengineor’s case,
when turned in as finished, was without a summary sheet. . R
The CHAIRMAN. Do you know his name? - : L
Mr, Brown. I prefer not to give it to you,.if you please, sir.
The CaamrMAN. What do you mean by a summary sheet?

o g v
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whole thing; the crucial part of the whole

- office, being brought to my atteption by an official of the Pocahontas F'
ﬁ y

criti¢ize an older engineer’s work, although hé knew that
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‘Mr..BrowN. The summary sheet is simplf the sum‘ming*ug" of the .
claim is right in the sum-

mary sheet.

When this case was presented to Mr. Jennings for review, he referred it to Mr-
Luce, an assistant engineér, on a Saturddy with a request that ha look it over
and see if it was all right for him, Jennings, to sign, stating at the time: “You
kngw &prgﬁbmgt-su&hcsms‘tlhmkl gol.\;ll wLw: it th Lo al!l‘lhtf

n the following Monday he asked Mr. Luce if the case . was all.xight fox, X
Jennings, to sign, whereupon Mr. Lu%e said it would take at, 1ea,sts t':,ree'ﬁ?s
to properly analyze it, and that he did not, intend ‘to v&i any ‘snap judgment.
At this remark Jennings bhecame incensed and- eaid: * Well it looks 'all right to
me, and I'm going to sign it.” S N LI

Liberal allowance on this case has eaused much comment in. and. out 'ﬁf éhe

3 HCl uel,Co,,
oped I could be as lenient in thefr case.u‘si was
LR N SO IR S S B

who stated at the time that he
the engineer in the above ease. *

"~ The Cuarrman. That is ‘ihé"Coloi'ado"Fuel"QQ‘.j‘_g":i@sg@ S

Mr. Browx. The Colorado Fuel & Xion'Co. |

No. 5. Another engineer’s report on the National Carbon Co,’s case was eriti-
cized by Engineer Flournoy, but he spid he would sign it, as he did not like to
"the ‘aMdwance made in

this instance by the said engiueer was too much. ) AL

Senator KinG. Is that “said engineer” in the service now?

- Mr. Brown. He is, sir: T :
Prior to this case coming before one of the review engineers, I mentioned this
fact to him and suggested he be on the lookout for'it, whereupon he thianked me,
and thus was brought about a réduction in # considerable amount by this review-

- ing engineer of the erroneous allowance. .- - :

! \ .‘,,( :.,~,""i .‘l:g

Mr. Diemer also allgwed amortization on replacement cosfs for building con-
struction when the departmént ratios ‘clearly show that bugldin s ¢an not be con-
structed as cheaply to-day as in the 'years 1917 and 1918. e this engineer's

report referring to claim of White Ash anl Co. case. L
Doctor Apams. What was the case in which .the allowance was
made of the construction cost? S ‘ : ‘
Senator KiNeg. Ngtlonal Carbon Co. e
Mr. Brown~. National Carbon Co. . . .

. See this engineer's report regarding claim of the ‘White Ash Coal Co. c¢ase,
which, upon a redetermination, at taxpayer’'s request on the part of another
engineer, this allowance improperly made by a supposedly A No. 1 engineer, and
whoin Mr. Jennings so classifies this particular friend of his in his production
records was disallowed in its entirety, yet the said enginec~ is secure in his position
on account of the said friendship existing hetween tle two men, while other
engineers not so incased are recommended for dismissal, = 2gardless of the fect
that no such errors have been made in their work., - - ' '

. 6. When Mr. Jennings was reviewing, he allowed cases to accumulate on his
desk and instead of working to_catech up, he called Mr. Luce and said, * Larry,

I am going away on some cases and when I return I want to have all these reports
on my desk reviewed, and don’t want to see any of them here when I return.”. -

Mind you, he was the senior reviewing engineer; that' was his
business, and this Larry was an assistant engineer; he was not a
reviewing engineer. o SR '

-Senetor KiNa. Larry? o .
- Mr, Brown. That is his first name—Larry Luce.
- Senator King, Lucet -~ -~ L

Mr. BRowN. Luce. © - - L ' :

Thereupon, Jennings went away to investigate cases as an appraisal engineer,
and was absent over a week, with Mr. Luce in.charge of his, Jennings’s work,

which the latter was supposed to perform in connection with his duties, to'which
he was advanced, to the position of reviewing engineer.
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h l‘g?, 7&1:':‘%;4&:' i}gm‘tp 'comﬁe!tfiogéwmh I@an(ilmert Schwaren ge‘centi}thw iuﬂiimeﬁ
2y : : g ENN [+ - pe maae C onear it Be:wer .
£0r it, ks ho ha Suich Bood political influence back of him. | ore 10 8
. Senator Kina, Who said that? = = .
. Mr. BrowN. :Mr. Schwareén, one of the engineers, told me.
' Senator KiNg.. That is his given name? .. = - .
Mr. BRowN. We have a couple of engineers here to-day from the
-amortization section,. -~ - S ,
" Senator KiNG. Is Schwaren in the department now?
.- Mr. BrRowN. He is not in the department now.
Senator King. J. W. Schwarent
- Mr.Brown. Yes.- - . =
* 'The 'CaaxrMaN. Let me ask, when did you have this conversation
with Schwaren? ' - '
Mr. BrowN. That was just prior to this order coming out for the
dismissal of the first lot: of engineers.. B} e
. The CHAIRMAN. And he then was in the service?
-~ Mr. BRowN, He then was in the service. .
Senator Kine. That would be June, 1923, because that was in

Juiy?
' ﬁr Brown. Yes. .

No. 8. I had hardly been in the debartnieﬂt more than a few months when

1 think this matter here, that this case, your honor, is irrelevant,
and I will leave it out, if you have no objection. ‘

The CrairmaN. That is all right.

Mr. Brown. In this particular instance De La Mater referred to

it as officé talk. I will accept his definition of it.

No. 9. -When the question of reclassification arose, Messrs, Jennings, Bowling?
and Thwing were apﬂointed reviewing engineers with a corresponding increase
of salary. Prior to that time as appraisal———

Senator Kine. Bowling—what was the other man's name?

Mr. BrRowN. Bowling and Twhing. c

Prior to that time, as aprli)raisal engineers, they were, occasionally called upon
to review cases as were various engineers in-the section from time to time, and

‘even though they have received this higher appointment which will materially | ‘b

aid them in the reclassification, they have not ceased to be sent out by the said
Jennings on appraisal engineers’ work, thus allowing reports to accumulate and
necessitating the calling upon other engineers not so designated by the depart-
ment as reviewing engineers, to perform their work, receiving therefor no credit,
and besides drawing far less salary than duly aceredited reviewing engineers do.
.1 think Mr. ‘Clarke can back me up in that, because he has reviewed
& number of cases.. o :
The CHARMAN. These charges have reference to the time when
they were made #nd not to the present time? . '

r. BROWN. No; not to the present time. A ‘
The CrairMaNn. Not to the present time; is Jennings still'in?
Mr. Brown. No; Jennings was—I1 discovered that he had falsi-

fied his civil-service record. . He claimed he had gone threough the

Providence High School when he never had been there; he claimed

he put in a three or four years’ course in Brown University, and a

letter I have from the registrar of that college said that he wever

attended there; that his name is not on the books. , :
The Cuairman. When did he leave the service?
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;The Cuaxemiaiy, Whend > 71 07 0

, 1 - tﬁh,.;l.infowm T conld give you the exact. date; 1 will come to that

ﬂ& rq’ APEE TR AT PR VRN cutoetrs | E;:'. e T '
. The Cramrman. -That ig all right; I just wanted to know. =~ '~
¢ - Mr. BrowN, Because I have fofl‘owed this thing very closely; I
have been at this' thing six months now, and I am still on the job,
.88 -Ma\'c Nash knows.. : =+ - ... .. T
v The' CaatkMaN. That is to say fighting— S

- - Mr. Brown. Pighting'for the rights of these 21 engineers who were
dismissed on charges of nefficiency gotten up by such a man as that.

. ..The CmairmaN. Fighting to. be reinstated? . .

-~ Mr; BRowN. To be reinstated; and  we do not- care~—I do not

suppose any one of us—I know as far as I am concerned that they
can have my resignation five minutes. afterwards; but after having
~put in the service, after as I have done, served for pretty nearly two
years and to have a thing like that gotten up against you and to be
thrown out into the world with those charges of inefficiency attached
to you; I tell.you.l think it is wrong; and- I.do not think our big
Government of the United States would stend for a thing like that;
I do not- think the people intend that their public servants should
.be treated that way by incompetents. - . . Co

" No.20; Only & short time ago, Mr. Jennings, while talking to a group -of
,engineers in room 1680, was heard to say in 8 loud voice: . - -

7 That’s all Brown’s fault, — e him, anyhow. Oh, no; I should not
have said that.” o ‘
" That night I was approached by Engineers Thompson and Donnelly, who asked
me if 1 had had any words with Jeunings that day, and I told them that I didn’t
:ﬁoo}l;eog having had any conversation with him at all, whereupon they told me .

e foregoing. - : \ ,
' This plainly shows bias, and it is this same man that has the formulating of
the section production records, and who can vent his likes or dislikes upon whom
he chooses to, as, for instance, my case, R . ‘

.No. 11.. The writer was called upon to make a reexamination of Kossee, Shoe
& Schyler Co.’s case, as this taxpayer demurred to the findings of Engineers
Jennings and Munson in regard to their sawmill, whereupon it was found, upon
reexamination, that the said Jennings and Mundon had allowed the taxpayer the
full amount of amortization claimed on their factory building upon the grounds
that taxpayer’'s representative stated that the company was going to abandon the
building at the end of the year 1920, leaving a matter of six months to run,
whereas this engineer found the company using this building more or less in its
going business as of the date of his investigation. This would tend to show con-
clusively a lack of knowledge on the part of the said Jennings of the rules and
regulations, as otherwise this allowance cotld not have been made. :

.- And I can say, too, that the oom;ﬁny tried to appeal this case; the
had the firm of Ernst & Ernst—a Mr. Philbrick-—come up there wit
the intention of appealing my report, but-I was sustained right
straight through, . o = . R

An examination of the civil service papers of the said Jennings, I understand

will show an entire absenee of training and experience for the position he holds. '
As a matter of fact, the nearest approach he has had which would entitle him

to hold a. position of this nature was possibly gained as a shop superintendent,

bossing a number of mechanics; and further as to the bandling in a proper manner

&8s & gentleman and a scholar, s one should be to hold the responsible position

he holds, the only trainin he has had according to said civil service papers

evidently came from a further training received while in charge of men erecting

steam engines, boilers, ete., together with that outlined above; also that gained

while employed as an assistant sugerintendent of the shop of the Providence

Engine Works during the year 1905 at a salary of $2,000, and also as superin-

-in! Mr. ' BrownN, e was fired out of the service. -

ey
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man who has now been intrusted with the overseeing snd supervising of the work

,of from 30 to 40.engineers, all 8 high-clase t{&’ of citjzens, and who are not.in the

‘habit 'of being trésted and sub’jie‘cte& to the insulting remuarks of oné whose former
})ositiona un oulerlivl necessitated his addressing those under him in terms

oreign to thase which intelligent men have heretofore been subjacted. .

' In making these acquisition (accusations?) I wish it may be understood that I
have never had words with this party or.by any aet given him cause to accord ﬁe
the treatmént he has; in fact, quote bhe of my coworkers whose name will

be dgiven in confidence, if desired: *’Mr. Brown, what is the trouble Between yon
and Mr, Jennings? Why, do you know: that man has: talked shamefully. sbout

_You in the office,”, My reply was: {‘I haven’t. the slightest; idea, why he.should

0 §0. ' ; ' S T e meie g E
" No.13. Tn summiing up ¥ feél that ¥ Have'tlearly established the'titter unfitiiess -
of this man to hold the position he ddes, and:further that the lack of respect
showri for his superiors in. referring: to them:as .‘“high brows’’ should call for a
stg;:‘:;ﬁ ?gt.ioq,m_the, premises, if not his dismissal from the service.. Respectfully
su . - ey oL
- This charge fs filed in cohjuriction With' my protuction record which' I gave
you and fdr the good of the service & hearing thercon in due course is herein
reéquested, .. - T T S e e
~ “Senator Kiva. Was any: question ‘raiséd-—answer this'*yes” or
- “no’” if you can, to save time—+as to your competency? ' -
~ Mr. BrRowN. Why, I 'do hot know why there could be any. - - -
-Senator Kine. You had had experience befored = -~ b ¢
Mr. BrowN. Why, before I werit:into this division I had been in
& contracting engineering business of my own for pretty nearly 25
Kears, and Uncle Sam would never have gotten me if it had not
een on account of the war, because the minute we go’t into the war
I tendered my service to.the Chief of Engineers and I,qualified for
a major in grade B, but through the mixing ul}l),v or from' the lack of
o

tendent of the shop of the Easton Machine.Co. at “h? of $2,150; and it.is this

i

proper experience of & young Army officer who was meking a uri-
nalysis test, he thought he found traces of kidney trouble, and he
only took one sample. That resulted, of course, in my being denied
the J)rivilego of going into this engineering department; but after-
wards I was taken into the Ordnance Department in-the 'Neéw York
district—went there, took the ‘civil-service examination. They
advertised for engineers for the Ordnance Department; they wanted
to give them a training in ordnance and then put them in as captains
in charge of ammunition yards. - = . - o
 Senator King. That is very interesting, but we are wasting a lot of
time; what I am interested in and what my question was is whether
you were competent. C C e
Mr. BrowN. Then afterwards, after we got through that, I was
made a member of the salvage board and handled the largest claim in
the New York district, chiim; against the United States, which is on
the same basis of valuation as. we make to-day. L
Senator King. But your only experience, as I understand, was
contracting in New York City? ' L
Mr. BrowN. I had been a contracting engineer for pretty nearly
25 years. .. Prior to that I aad been in civil engineering in charge of
railroad work for eight years, and I left that to'go in contracting. -
' Sgnat(;r Kixe. \;Nﬁmt kind of work would you do as a contracting
engineer? . . R ‘
. BRowN. Electrical, civil, and mechanical. - S
Senator Kixe. Did you draw blue prints for the erection -of
buildings? S T '
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;s Mr..Bnown. Noj. I did not:. I would contract for. that work-—

- contracting engineer. - In other words, to give an illustration: The

Government. had an' electrical railroad system -over: on Governors

'Island, and, usually, of course; we all know that the Government: is

supposed to be very careful in specifying to the minutest detail in
regard to equipment and even spacifying the size of the smallest bolt
to be used-—they had a very. fine eléctric locombtive thers but they
never took into consideration the curve that was in the rail, o that

. the flange on the wheel only having & clearance of about an eighth

-of an inch; when they came to the first. curve there wasn't clearanoce
enough and she rode up onto the rail and off into the ditch, and they
had a great deal of trouble getting it back on. . 'When they got to
the second curve they couldn’t get it around there. So they adver-
tised for hids. for makinlgfchanges in the railroad equipment for equip-
ping t'.e cars for haulage. by this electric :locomotive, by making
changes in the locomotive, changing the wheels, or changing the track,
-or whatever it might be-—— L

Senator King. That is the character of work you did?
i Mro BrownN, Yes.. ..o e Deoeoem e ,
i +Senator Kina. The details are not necessary. - -~ ! .

Mr. BRowN. No: -Asia atter of faet I.was the only bidder on
-the jobh 'in"the whole city. of New York." That showg——- " .+ -

e CuairMAN. What was your education previous to starting on

this, Mr. Brown? e 2

Mr. BRown. My education—as I say 1 was in civil engineerin

. 4
t.o! s
1

Hor eight years and the latter part of it I had charge of a patty o

engineers on the Boston & Albany Railroad on the elimination of
grade crossings. My education has been gotten through the college
of hard knocks. In other words,when I first started in eivil engineer-
ing I went to a private tutor there in.Boston. Then I had a brother
who was a graduate of Yale who also helped me through .any trouble
in that way. 1 went right up through, from the mathematics right
up through into calculus, trigonometry, and the rest of it so that all
told my experience has been extremely broad. - I do not know of any
business that qualifies a man better for such work as an appraisal
engineer or anything of that kind than to be a civil engineer in ¢on-
struction on railroads. The duties there are so varied that it gives
him a very broad knowledge of all matters. - C

- Senator King. Mr. Brown, you were requested to give us some
iformation. . Now, have you anything to say about the bureau
outside of what you have said, which is a matter that the committee
can hardly correct. .- . - - .. - - S
"+ . Mr. Brown.: This matter, as I have gone through in regard to Mr.
Jennings, has been the cause of my going right stra:ﬁht through,"
li‘fht up even-—it-is now in the hands of the Secretary to the President,
-Mr. Slemp, which; virtually, of course, is the President of the United
States. As Mr. Allen told me when I took that letter to him, he

. said: “I will investigate this thoroughly, Mr. Brown. If you are

not satisfied with my findings you' have -an appeal to the commis-"

stoner; if you are not satisfied with his findings you have an appeal

to the President of the United States;”’ and I said: ‘‘That is where

I will take it, if necessary.” ..~ (' - - . . ...

1. Senator KiNa, 'We are not interested in that; we want to know—-
Mr, Brown. I will tell you, Senator, this is a matter having to .

do with the morale of the section, such things as dismissing com-
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petent engmeers -on-such chu%es TIs: that:conducive to good work ‘§
m & section?. Is.the closing .down of ‘a department: and throwing .
out:a. whole lot -of ;people—-people leave at:4:.80 in ‘the afternoon;
_they come there next morning and find a whole department, section,
-wiped off the map; ‘is that conducive to good work? The men are
-shxfted around from one post to another.. -

.The: CaaIBMAN. If that is the complmnt you ha.ve got to make
yﬂu better———-- . . .

.. Senator, KING “think if they would. wipe out a few more: bnreaus
‘and :rgencles of the Govemment it- would be to the good of the
country:. H

Mr. BrowN. There is no questnon about 1(: :

.Senator Kine, I wish they would wipe out some. more.’

" Mr, Brown, If they would put some of these political oﬂiceholders
out of their jobs that are pretty well encased in the dnfferent depart-
ments of the Government. -

ﬂanhe “CHAIR‘\IAN Did you have any dlfﬁculty wnth your superlor
officers .

Mr. Brown. I never had any dnfﬁculty with any of them In
fact, not being egotistical, I do not think that there was perhaps a
man any better liked by his associates than I was.

Senator King. Was Mr. Jenmngs ﬁred a8’ tho result of this com-
plaint which you made? 3

. BRowN. He was; he was. A
~ Senator Kine. After an mvestlgatlon? o

Mr. Brown. He was.

Senator Kina. And he was ﬁred?

Mr. Brown.- He was.

Senator Kinae. Were any others fired as & result?

Mr. BrowN. Well, Mr. Delameter was requested to resngu

Senator King. Any others?

Mr. BrowN.. I could not sag
Senator Kine. Was elametar requested to resngn as a
result of this investigation?

. BROWN. Yes

The CHAIRMAN. And was that because of Jenmngs?

Mr. Brown. Yes. :

The CHAIRMAN. His relation with Jennings?

‘Mr. BrRown. Yes; because I was up to see the commissioner one
night, up to his apartment, I could not see him at_his office; the
would shift-me off every time I went to see him. I said to myse
I do not know of any man in the service of the Govemment in the
service of the people, who is so big that he can:not be seen.under
such conditions. So I went up there and I saw the commissioner
at his apartment, as I said. :I called up and he said for me to come
up, t&ust he was gomg to the theater, but would grant me 8 fow
minu

The CHairMAN. You had more trouble getl;mg to some of those
bureau chiefs than you did gettmg to a Senator or the Presxdent of
the United States. . R

‘Mr. BrowN. There is no doubt about i, .. o

The CraRMAN. And more trouble after you gob there, - - -

Mr. BrownN. The bureau chiefs. have a bemmful way, Mr Chw
man, of passmg the buck : '
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Senator KinG. The trouble with a great. mapy of them is that
they are not there.. S TTEE RS
Senator Couzens. They do not pass the buck, any better .than
Senators, do th‘%, . . T
Mr, BrRown. en I gave th }frodqct;ou, record into Mr. Allen
he asked me for these .things. Here is my production record Iﬁ
appraisal engineer, and I would like for you to take any of this whi
ou want. ‘ : et
7 Senator Couzens. We do not want to go into those matters any
farther if that is all you have. I thought ¥c u had some information
which would be of value. I do not think we want {o spend any
longer time on this. L L o
nator KiNa. You have been vindicated. -
Mr. Brown. I have not been vindicated, sir. L
The CHAIRMAN. You were fired, and Jennings was fired, -
Mr. Brown. That does not make matters right. .
The CHAIRMAN. So you are both out now. . .
Mr. Browy, Whot = ‘ ~ o
The CHAIRMAN. Jennings is out and you,are out. After you'
filed these charges against Jennings, how long did you stay inf{

Mr. BrowN. 1 was out then.

Thoe CnarmMaN. You were out?

Mr. Brown. Oh, yes, indeed. . ,

The CuairMaN. When you filed the charges? ‘

Mr. Brown. Yes; indeed. - ,
hle (;rmm.\mx. “How long had you been out when you filed the
charges L

Mr. Brown. Oh, possibly—I think just the same day. .

The Cuamrmax., The same day? o ,

Mr. Brow~. The same day. ' , ,

The CuairManN. And how long did Jennings stay in after the
charges were filed? .

r. BROWN. Just lon%l enough to give the Civil Service Commis~
sion in conjunction with the Intelligence Bureau of .the Treasu
Department, a chance to investigate these charges of mine, whic.
necessitated their going up to Providence, R. I.. and other points to
find out whether these were the facts or not. : .

The CuairMaN. Was it a short time?
Mr. BrRowN. No; it was not, because——
Senator King. Was it'a matter of months?*
Mr. BrowN. I would say about six weeks. IR .
_The CnatrmaN. Before you filed these charges against Mr. Jen-
mnﬁs you were acquainted with the facts? , . L
r.'BrowN. No, no; I was not, only as to these things that might
have come up in the department as to what we had been doing there;
that is, for instance, throwing off all his work on the other engineers
to do, never taking responsibility on his shoulders, which he was

supposed to do. .

1e CairMAN. When did you become aware that he had violated .

the civil service law? o o

Mr. Browy. I will tell you how that came up.. .

Senator King. Answer directly, please; hurry along; we have not
much time left. ce
. The Cuamrman. How long before you filed charges against him?

LN
g
#
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- Mr. Bkown. I found out that he had——~ - '~
The CrairMAN, Violated the civil service law? .~ -~
- Mr. BrowN. I sliould say about three weeks—two weeks possibly;
two or three weeks. e
" ‘The CnatrMAN. Had there been any differences betweéen you and
Jenniings up to that time? - -~ - S
" - Mr. Brown. Not'a bit. =
The CrairMan. No difficulty at all? -
.~ "M#. BrRownN. Not & bit. ' ‘ ‘ o
' 'THe CHAIRMAN. And although you had heard these things about
you, you had remained quiescent? S
Mr. Brown. That is it exactly. o '
The CuatrMaN. Had he said these things or similar things about
other engineers? .-~~~ o ‘
Mr. Browi. Hé had; yes, sir. ot
. . The CuarmMaN. Now, was there any effort on the part of you
fellows who had just been asked to resign to organize to say things
\against him and clear up the general situation? '
*“Mr. BRowN. No; thére hadn’t. -
The Cnarritan: ‘Nothing of the kind?
Mr. BRown. Nothing. '
The Ciarrvan. Other than to see—— '
Mr. Browx. I believe engineers as a rule are above such things.
.'The CuairMAN. We are here just trying to find out what the situa-
tion was, whether there was an internal revolution there.
" 'Mr. BrowN. There was on the part of 4 few, but not in the general
run of engineers. There was a clique in there, there is no question
about, composed of about five men. .
The CrairMaN. But you were not in any clique yourself?
Mr. BrowN. No; I was not, sir. o '
" The CrAIRMAN. Is that clique still there? __ |
Mr. BrowN. There are a few of them there at tie present time
‘but the people that have been falsifying the statements made here
aﬁbinst myself that ought to have been put out and I verily believe
they would have been put out if it had not' been that the bureau had
so far depleted the amortization section that they could not abso-
lutely let them go. As a matter of fact, they cut down that amor-
tization section so greatly that they only here a little while ago they
had to call upon engipeers in another section to come in ind help
out the amortization work. o ‘
Senator Couvzens. Do you know of any dishonesty in the bureau?
" Mr. Brown. 'Well, I can not say that I do; no, sir. Somebody
said something about that. We had our suspicions, but at the same
time those things are done so carefully—vou take, for instance, where
‘one man or two men may go out into a conference room and settle
a case with a taxpayer, the rank and file arc not going to know what
i8 done, as, for instance, there have been & number of cases, very
few cases, that have come up on redetermination, when I weas not
dsked to go into the conferencé room someébody else went in; whether
there were fixers or not I don’t know. . . o
Senator Kine. Complaints have been made to me by quite a
fumber, some i the department, some outside, that in settling :
important matters the engineer who made the investigation was not

!

consulted and the decision was rendered by the supervisor—I have &
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tten his name-— y T8 » passed ypon;it did
not, confer with the man who knew mest shoutit, / - "= = .. .
Mr. BrowN. Oh, yes; that was often the case, because jn quite a
number of instances— - . . S T
Senator Kina. That is esgmcially where it was settled in favor of
the taxpayer and against the Government. C
Mr. Browr. Well, that occurs very frequently, because. the engin-
eers, the agpmisal engineers, were only in. the office long enough to
complete their reports before they were ready to go out on other
cases and were assigned to them. So that it might mean that some
of the engineers were away on those. cases. ‘ T
Senator King. No; but the cases that have been cﬂled to my
attention were to the effect. that the engineers who had made the
survey to determine depletion; or amortization, or depreciation, or.
what-not, when they were present in the service, and in Washington,.
and the matter was under consideration, were not consulted where
their report was in favor of the Government and adverse to the tax-
payer, and immediately afterwards, or a short time afterwards, s
decigion was rendered in favor of the taxpayer. ,
Mr. BrowN. I have no deubt of that at all, because we had a
conferee there and the conferee would assign a certain number of
people to go in a hearing of the case, and usually we had some of the
engineers there—that that was whoily their attitude, to go into the
conference room; and, as I say, that occurred very often where the
engineer who wrote up the report—— .
he CuairMAN. Do you know of any specific instance, Mr. Brown,
that you can tell the committee? _ : .
Mr. Brown. Offhand I can not say that I do, because—— :
The CuairmMan. Then, of course, the simple fact that a thing of
that kind did occur would not necessarily involve fraud and corrup-
tion.

Mr. BrRowN. No, indeed;. but still it is proven that there was one
case there where the conferee was dishonest. :
The CarMAN. What case was that? ‘
Mr. BrowN. I think probably—it seerns to me that it was som
Waterbury company where this conferee had agreed, according to—
this is what I gathered from the newspapers—in fact, I was away on
& trip at the time and I was reallz surprised to discover that this
man had, eccording to the papers, had been conniving with the tax-
payers to make him a very handsome allowance. S

e CHAIRMAN. And he was dismissed, was he? o

Mr. BRowN. He was brought over into this conference; that is,
the conferee was the only one when this hearing was on, because this
was a case where the taxpayer's representative said: “ Your terms
are evidently satisfactory, but our president is up in the Hotel Wash-
ington to-night’’—— . ,

enator Kina. That is the case about which there was so much

publicity? o

Senator Couzens. It was in the papers. _
* Senator Kinc, And the man was indicted: , , :

Mr. BrowN. That is the only case I know of, but it shows how
thinEs could happen. . ‘

The CuarrMaN. Yes.

forgqtten his name—but.at any rate those who
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“Mr. Bitown. And if ‘there is any one section above others Where

dishonesty could be practiced, it is thie amortization gection, bécause
chancés are so'great. =~ - c Rt

. Senator Couzens. Yet you do not know of a specific case. "

“Mr. BroOwN. I do not; no, sir, because there are a great many
cases handled there in the department. ~ =~ '

" The ' #AN. Does Mr. Brown want to say anything more? If
not, we will comeé back to-morrow morning. =~ .

Mr. Browx, Well, thers are many things here that will help the
comhittee and lead up to cases. = ’ o

Senator Couzens, You mean that will lead up to some other cases?

- Mr.'BrowN.. Unfortunately, these so-called ““ Mellon companies”—-
I'had ‘oné of their cases—I don’t know that—I can’t say, don’t pre-
tend to'say that the Secretery of thé Treasury could have ¢onnived
in' any way, shape, or manner in having my report overthrown on
one of his pet companies. = - : .

" The CramgMAN. What case was that? ' .

Mr. BrowN. That was the Allen-Davidson Co., of Pittsburgh. It
was-—— C o ‘ . L

. 'l];h’e; CHAIRMAN. What kind of a company was it; what did they
make? "¢ S ' .

' Mr. BrowN. A steel foundries company; steel; things like that.

* The CharMaN. Is there any objection to Mr. Brown geing. on
to-morrow? - - -~ o : ‘

Senator Covzens. Will'you be here to-morrow ¢ ,

Mr. BROWN.' At your pleasure, sir. I might suggest, Mr. Chair-

' man, that the representatives of the department be authorized to
bring over the records ‘of the Allen-Davidson Co.; that is, my written
re;')lglll't‘alon' with the written report of Engineer Schwern. B

he CHAIRMAN. Is that one of Mr. Mellon’s companies that were
mentioned the other day? . ' -

' Mr: HartsoXN. The namie‘is not familiar; I do not think it is,
Senator. Lo : o

Mr. Nasn. It is not. o

" Mr. Brown. It is not a Mellon company?.

Mr. Nasn. I'néver heard the name before. - :
Mr. HirtSon. Mr. Mellon volunteered to send over to the com-
mittee the filés of any company he was interested in. o

" Mt. BrowN. One of my dssistants who went out with me told me
that he had been practically born and brought up in the steel mills
and that this was one ‘of Mellon’s pet companies.”

-The CHAIRMAN.' Ahd who Was your assistant? = -

“Mr. Brown, C. E. Smith. \
“The,CiarkmMaN: Is he still in the buresu? .
" Mi. BrowN. He is not; he resigned from the service.

Senator Couvzens. What does he do now? S
-“Mr. BrowN. T believe he is with the American Appraisal Co., if 1
recell rightly; and, as a matter of fact, a great many of these ap- .
praisal companies have been only' tdo anxious to gobble up all the

men they could possibly get from”the amortization section,” = =
Senator King, What do'these appraisul companies do? =~ =
Mr. BrowN. The appraisal companies? L
Senator King. Yes. . S
Mr. BrownN. They work on claims for amortization.
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. Senator-Kine, How :loxg has this business béen organized?: ... '
Mr. BrowN. They have been under way ever since this amortiza-'
tion law went into.effect. :- You will recall that- the witness who just
testified said. they!fought shy of amortization cases owing to the com-
plex nature of them; that they turned these cases mostly- over to-
engineer companies, requesting that they draw-up the reports. © ::
‘The. CHAIRMAN. . When "you were working :on this ¢ase did. you

* understand it was a Mellon company? :

- Mr. Brown. Yes; I did." P
e CHAIBMAN. At the time? - .. - . °
wir. BROWN. Yes.; - . . S
The CuairMan. From what somebody had told youd . -
Mr. BrownN. From what my assistant had told me.: - S
.The CuairMaN.” Did he say he had gotten any word from Secretary
Mellon about it? T O N
Mr. Brown. No. -~ = . IR S
The CraweMmaN. Did anybody in the department, so far as you
know, have:any word from Mr. Mellon that sifted down to you about
the case, from Mr. Mellon? - . -« - . =+ . e
Mr. BRowN. Why, it was a case that was in the files.
“The CaatrMaN. 1 understend. - - - o v
-Mr. Brown. It was simply one out of a half dozen other cases I -
was assigned to at the time. B
' -The irMAN. Now, did anybody at the time approach you,
Mr. Brown, to induce you-to give a favorable finding to the com-
pmﬁr because it was & Mellon company ? 3 S
r

. BRown. No; they could not have done it if they did.
The CrAmRMAN. Bu, I say, did anybody do it? : ‘
Mr. BRowN. No, sir; only I rendered my own decision, I say.
-The CHAIRMAN. ‘Yes. & S Lo
Senator KiNg. Your claim is that the final decision was different
from yours® -~ .~ - . S i '
Mr. BRowN. Absolutely; either Smith and I did not understand -
the amortization law or else Mr. Schwaren knows all about that -
law. * That was the condition sll the way through the amortization
section; continual fighting. There was a case there that Mr. Clark
remembers, when he first came into the department—which I was
given to change by this man Jennings. He said, *“ Mr. Brown,” he
said, “I want you to read this office report of Mr. Clark, allowing it
upon the grounds that this ship company was huiiding ships for
sale and had no Government orders.” Well, I did so. When
tsho{.,went beforo the reviewing engineer, he took this man to task
for having disallowed. *Well,” he said, ¢ Mr.. Carlson said it should
not be allowed; they were not entitled to amortization.” And so.
they got into a wrangle about that, and before they got through
there were absolutely eight people in that section fighting over it;
as to' whether -that concorn should be granted the amortization
or not; and the case itself involved only the amount of $36,000—yot
they talk about small cases not being intricate! Finally they had to.
come around to Mr. Clark’s opinion in the end. ‘ ’
Senator King. I think the fact there was a good deal of contro-
versy shows that they were interested to get thmg?hright. ]
r. BRown. They certaian were interested. ere was a clique
ey wanted things to go a certain way.
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The majority. far overbalanced them, and those fe]lows were honedt
to my way of thinking. .

"The CHAIRMAN. We will adjoum until to-morrow. R

Mr. Rosp. May I state who I am, and ask Mr. Brown to answer
some questions with reference to what happened in the bureau? g

The CrairRMAN. Who are you, sir . '

. Mr. Rose. C. F. Rose, the man indicted in tlus case by the bureau

Mr. BrowN. .I have not mentioned any narmes, sir. ‘

" Mr. Rose. But you mentioned a case, and you said it was brought
to your attentmn. I wan't to know what wes stated about it.:

.. BRowN. I stated that I saw it in the newspapers.

Mr. Rose. No; you stated that it was toId to you;. that it hap-
pened in the conference room. - Now——

Mr. BrowN. As to what happened in the conference room I
said—no, no; I said——

Mr. Rose. That has nothing to do with the case at all?

Mr. BrowN. Noj; that has nothing to do with your case.

‘Mr. Rose. Beause the deputy commissioner testified before the
House Appropriations Committee about it, and he has already testi-
fied in the case, and I have got a copy of that report. . I would just
like to have the records kept straight ; so if you know anythmg about
it:I would like to have it, because I am wi mg that my case should
be investigated. -

r. BRown. He had been in the confomncc room alone with this’
ta.xpayer, and if there was any reason, any chance, or if there was
any disposition on the part of the Government employee, that these
thl Mgs could occur. -

Rose. Will you state what papor you got that from? -

Mr. BrowN. Why, I think it was—it occurs to me I was out in
Chlcago at the time. I could not say; I think it was a Chicago

aper. .
P r. Rose. This just shows how far the bureau will go, to what

extent. the burcau will go, to get rid of any employees they want : §

to get rid of.
Ir. BROWN No question about that I may have something to
show before I get through, .
Mr. Rose.’ I do not think it is fair on the part of the bureau to make .
statoments here in this committee that are not true.
The CHAsrMAN. He is not in the buresu.
Mr. Rose. He is telling about a- matter that took place in tho »
bureau.
Mr. Brown. Before I left. '
Mr..Rose. That is what I want to clear up. I want to show they
stated falsehoods there.
The CHAIrRMAN. The committee will stand adjourned until . 2
o'clock to-morrow afterncon.
(Whereupon, at 4.50 o’clock, an ad]ournment was taken to 2
o clock p ‘m., Thursday, March 27 1924) . ‘
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Unrrep StatTes SENATE,
SpeciAL COMMITTEE TO INVESTIGATE,
THE BUREAU oF INTEENAL REVENUE,

. Washington, D. C. -
The committee met, pursuant tn adjournment, at 2.05 o’clock p. m.;
Senator James K, Watson (chairman) presiding. .

Présent: Senators Watson (chairman), King, and Couzens.
Prosent also: Mr. C. R. Nash, assistant to the Commissioner of

Internal Revenue; Mr. N. T. i{artson, Solicitor Internal Revenue
Bureau; Mr. J. G. Bright, deputy commissioner, Income Tax Unit"
and Dr. T. S. Adams, tax expert, Yale University.

TESTIMONY OF CHARLES F. BROWN-—Continued

Senator Couzrns. How long, Mr. Brown, do you think it will take
you to finish up?

Mr. BrowN. I am sure I do not know. This has gone into a
totally different line from what I really expected to be called upon
to testify to. As Mr. May said yesterday, there was not any depart-
ment in the whole income-tax division where there were such chances
for abuses of the law as there was in the amortization section. They
say it has been abolished, but it seems to me it is functioning as a part
of the nonmetals division to-day, and will continue to function for
some time to come.

Now, I have transcribed part of my thoughts here which I would
like to read, if T am privileged and answer any questions that you
want to ask.

There was quite a good deal of talk here yesterday in regard to
tax exlierts, former employees. In regard to tax experts who are
ex-employees, any attempt to restrict the rights of these men to
practice before the bureau can not be of any service to anyone except
the large auditing firms who charge very large fees and who would
like to remove the competition which tends to keep their fees within
smaller bounds. . '

The ex-employee of the bureau is very much in demand as he knows
of cortain points in the settlements allowed that are not made public,
due to the custom of the bureau in settling disputes by compromise
instead of giving specific rulings which would govern future similar
cases and make the experts’ fees unnecessary.

These compromise settlements are always a departure from the
general practice in that the taxpayer whose case is under consideration

92019--—24—p1 26 209
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~ is the only one who receives any benefit without some insider advises

others, because it is not published. This does not require any specific
instance to verify it, as it is self-evident that any case settled privately
by a departure from the previous rules and not published to the tax-
payers can only be claimed by others who know or who are willing
to'ﬁgmthe_bat. L o R T

. The way to remove the expense from the taxpayer is to remove the
necessity of his having to hire the expert, by compelling the bureau to
be honest in its dealings and to play no favorites. Have the bureau
employees instructed to Enve correct deductions whether claimed or
not. - The commissioner has acknowledged that,the bureau has col-
lected taxes under rulings that were later changed to give exemptions

. and that the taxpaﬁers who had previously paid were not credited

or reimbursed for the excess paid. He has also acknowledged that
legal exemptions are not given unless specifically claimed by the tax-
payer and 1t has been shown that the bureau emgloyees were forbidden
to inform them of their legal exemptions. Under the laws governin
business and commerce this man would be classed as a common' thie;
and be ostracised by honest men. Mr. Mellon denies that any favors
were asked for by him for his companies, but no excuses, or exemptions
have been offered for the dishonest practices that have been acknowl-
edged by the commissioner. _ ,

an it be that Mr. Mellon condones these practices as an example
of shrewd business? And is it not possible that Mr. Mellon knows
human nature well enough to know that there are always enough
servile individuals who will favor his interests in the knowledge, or
hope, that the favors given will keep them solid with the chief?
An examination of the records and reports of engineers and-auditors
who have been discharged on the grounds of inefficiency as compared
with records of men retained will show that many of the best men
have been dismissed and the true cause of their dismissal is that they

C s
w2

have adhered to an honest interpretation of the law. These men have

been dismissed without an opportunity of being heard, or defended
before an imﬂartial committee, as provided for under the civil service
laws; and their reputations blackened unjustly because they pro-
tested against what they saw was a dishonest interpretation of the
law and because they had shown their superiors that they could not
be coerced into granting special favors to anyone.

Now, of course, I can cite these different cases when called upon.

Senator Cotvzens. What different cases? ] )

Mr. Brown. Well, I will cite that Allen S. Davidson case, for in-
stance—has anyone got the copy of my report and the correspond-
ence in connection with it? at is a consolidated case, if I recall.

Senator Couzexs. What do you mean by “consolidated case”?

Mr. Browx. It means a company that has a number of different
concerns under consolidation, for instance, like the United States
Steel Corporation, which embraces a great many companies like the
great Tennessee Coal & Iron Co., and cases like that—consolidated
returns. , .

Mr. HarrsoN. May I interrupt the witness?- Reference was made
yesterday to the Allen P. Davidson case and the statement was made

in his testimony yesterday that he understood from a coworker that * -

the Secretary of the Treasury, Mr. Mellon, was interested in that
company.

et i
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Mr. Mellon is not interested in that company and has never been
interested in that company. So that the witness’s inference in
regard to the Secretary’s interest in that case is overdrawn. He did
not participate in it; does not own any of the stock in it, and never has.

. BROWN. I simply drew my inference from information given
from one bureau employee to another, which they are supposed to
know about before they go on the cases and otherwise they are sup-
posed to im]uire well into the different phases of the case; and as this
engineer told me, he said: ‘

Mr. Brown, this is one of Mellon’s pet .companies; it looks very fishy to me. -

Nothing further concerned me, just simply what was the company
rightfully entitled to. I found out that in the examination there
was a certain portion of their claim that they were not entitled to
and 1 disallowed it; here is the thing: How did that information get
to that company so quickly after that return of ours was written
up before the A-2 letter was sent out! Because information was got-
ten into the department right away and another engineer was sent
to investigate that case and that engineer immediately was sent right
up, post haste, to Pittsburgh, where he met the officials of this com-
pany, and he was taken by‘automobile a two days’ trip down to the
mines down in Virginia, and came back and allowed them everything
they claimed, and we two engineers had disallowed it. How did they
get that information so quickly? o

The incompetence of many retained employees is indicated by one
of the engineers who spent over six weeks on the case of the %xaker
Qats Co., and when his report was turned in his superior, Mr. De La
Mater, the chief of the section, found it necessary to have the entire
field work done over and reported upon by another engineer. That
is a matter of record. It 1s well known that a Mr. Carlson was
assiﬁned to that case, and all the expenses and everything attached
to that investigation went for naught; yet that man is still right in the
service. ’ :

As I have already stated, this is the type of men that the bureau
has retained to adjust cases which often amount to millions of dollars;
and an investigation will show that the pliable men were the ones
that have been given the cases of the favored taxpayers.

The morale of the section is well illustrated by a conversation over-
heard between two of the old men, the principal statement of which
was: “That demin fool, Brown, is killing the job; he handled 21
cases in the field in three weeks.” Now, you see, I suppose in the
general procedure, I ought to have taken Srobably about two months;
and if Ii;md been some of the men instead of going to work and using

rivate conveyances, for instance using the interurban lines and the
jitney buses, if I had simply consulted the time-table and .hun§
around in the hotel and waited for comfortable trunsportation,
might have been through in about a month or & month and a half.
trust that this senatorial investigation will also devote some
time to righting the wrongs done to many engineers and men of long
and successful experience who have relied on the honesty of their
superiors and the civil service laws and have moved their families
here, many of them; some have purchased homes, and some are
veterans of the last war.
. Mr. Blair’s attention has been called to the foregoing iacts, and
in addition to the use of the Government funds to give joy rides to
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favored employees, copies made of taxpayers’ reference cards on

amortization cases have besn secured, and these are worth many

f

&
Y
!

thousands of dollars to outside parties. . This information also was ~
given to Mr. Blair, but the man that did that, or was guilty of

this, is still retained in the service; and you can imagine—here is
a full index of all the amortization cases in the section and a man
that had not any right to go to. the file case had copied quite a
number of those cases when he was apprehended-——why, nobody
realizes what that would mean. _ _

The CaarkMAN. Who was he, Mr. Brown?

Mr. BrowN. If you wish me to turn over a copy of this data that
I gave to the special intelligence bureau of the Treasury Department
I will do so. : - :

The CrairMAN. What was it he did? - -

Mr. BrowN. We had in the department a case, possibly about 2

feet square, and in that were all the reference cards to the amortiza-
tion eases then in the department. That index card file was under
the custody of one or two people in the section and no other employee
of the department had a right to go there; but it was never locked;
w;e had g;u' file cases never locked; the rules did not permit the locking
of any files. .

~ Thg CHAIRMAN. What was it this man did?

Mr. BrowN. He went to work and made a copy of these cases;
and if you only realize what this might mean to such a man if he was
ﬁing out of the service or what it might mean to outside auditing

8 to know cases that were before the department—think of the
vast amount of money they could save by having that information.

The CuairMAN. I am trying to find out what it was he did; what
was it he did?

Mr. Brown. He made a cop?y of these reference files.

The CuarrMAN. Then what! Just merely making a copy of that
kind would not amount to anything; what did he do with it after he
made the copy? N .

Mr. BRowN. We do not know; but he had no rn%ht to do so.

The CaAIRMAN. Did anybody else make a copy?

Mr. BRowN. Noj; they were not privileged to-—not that I know of.

The CHAIRMAN. This man was not privileged to, was he?

Mr. BrRowN. Absolutely not; he was an appraisal engineer just

the same as I was.
The CHatrMAN. Do you know, Mr. Brown; that he made the copy?
Mr. Brown. I do, because——
The CaarrMAN. Did you see it?
Mr. BRowN. Because his desk was right next to mine.
The CHalrRMAN. Yes; and——

- Mr. BrowN. And when one of the parties that had charge of the

matter came to this file case for these reference cards and could
not find them he made the remark, he says: “ Where the hell are all
these reference cards?”’—and I saw he was quite excited about it—
I said: “I don’t know, some of them might be in this drawer here,
in this desk next to mine.” ' .
He opened them and there they were; and this man had just
returned from the wash rcom, and he said to this man, he said:
“What the hell are you doing with these cards in your desk?”
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- “Oh,” he says, “I was making just a copy of a few cases on which
I wouli like to go out on,” he said, “for all the others are picking
favored cases to go out on.” . o Co

The CuAmrMaN. Do you know what he did with his c(;sy@ ‘

Mr. Bruows. T do not know whatever became of it. Now, then,
there was a great hurrah made recently on account of these dismissed
employees going in to the tax cases, tax work, while we had not
heard any criticism prior thereto. For instance, here is a man by
the name of Wayne Johnson, former Solicitor of Internal Revénue,
now in New York as an attorney for the American Petroleum In-
stitute, and various oil companies; and we have Carl Mepes, a former
Solicitor of Internal Revenue, succeeding Wayne Johnson, his
brother-in-law, now with various oil companies, probably associated
with him in New York. - , , -

We have E. H. Batson, former Deputy Commissioner of Internal
Revenue, now representing various oil companies before the Treasury
Department. : " :

here was a man—I don’t know his initials—by the name of

Powell, formerly chief of the natural resources division now repre-
senting various oil companies. : : -

Mr. Manning, formerly director of the Bureau of Mines, now with
the Petroleum Institute of New York. ' C

W. N. Davis, present member of the tax simplification board,

Treasury D?artment, millionaire Oklahoma oil man, formerly asso-
ciated with Jake L. Hamon, friend of Sinclair, now president of the
Mid-Continent Oil & Ges. He is on the inside of the Treasury and
Revenue Bureau matters. ' o

The CrairMAN. Who is this man?

Mr. Brown. W. N. Davis.

The CramrMAN. And you say he is in' the Treasury Department?
Mr. Brown. He is in the Treasury Depariment; he is at present:

. member of the tax simplification board. :

In the criticism of the department by the National Industrial Con-
ference Board, I note ou page 2 it states: .

Cases of arbitzary and unreasonable asscssments are by no means, rare, &
situation often due to immature judgment or lack of adeguate knowledge on
the part of the Government official or agent. .

Now, I would like to cite the case of the National Aniline Dye Co.
They put in a claim for amortization and the case was disallowed b
the reviewing engineer, They felt that they were entitled to'their
cleim, but what was the result? They employed an attorney; of
course, it cost them & good round sum of money to do it; and he got
up a very elaborate brief and—— ' ) o
thSen?a,t;or Covuzens. There was not anything wrong with that, was
here ' o , S

Mr. BrowN. Was there anything wrong with that?

Senator CouzENns. Yes. o

Mr. BrowN. This National Aniline case? I

Senator Couzens, Was there anything wrong in their hiring an
attorney to get up a brief? . - ‘

“Mr. Brown. Not a bit, but it shows the exgenso they are put to
by the lack of knowledge on the part of some Government agents-in
handling these big cases. = - S : R



e

e ¢ s i g, et e g S AT M ey gt

THERTEE

- 804 INVESTIGATION OF BUREAU OF INTERNAL REVENUE

0
[

When that brief came in, this engineer, after reading it, said, *

“ Well, I guess we will have to allow them their claim.”
Doctor Apams. May I ask you a question?
Mr. BRowN. Yes, sir, - : g
Doctor Apams. Is it your opinion, as a rule, that reviewing engi-

neers, or field engineers, decide doubtful points against the taxpayer?

Do M‘;‘ou think they should, and do they, as a rule? -

. BRowN. Yes, and no. I have in mind the case of a man where
I felt there was quite a question. I took it before Mr. Flournoy,
whom I consider to be one of the most fair and reasonable chief

eers we had in the department, and I stated this case to him,
and I said, “I think, Mr. Flournoy, that this ought to be decided: in
favor of the Government.” He. said “ No; oh, hell, no; allow it. to
the taxpayer. We are not here to do the taxpayer.” That shows
you what some of the engineers want to do, how they want to treat
the taxpayer; but it is when it gets into the hands of men that do npt
understand the work that the harm is done.

I cited the case of where Government funds had been unlawfully
used in joy rides, yet there was nothing done about it. The section
was abandoned, or abolished, and, as I understand, the chief, De La
Mater, was requested to resign so as to stop any investigation.

I would like to cite a case here of how the taxpayer feels about these
things. I was assigned out on some cases up in New Jersey. One
of them was a large concern; and when I passed in my card I told the
attendant that I would like to see some official of the company.
That is what the appraisal engineers had to do; they were the men
who had to go out and represent the Government; the auditors never
had any occasion, as a rule, to get in touch with the heads in institu-
tions; we were the people'that had to do it. So after a while this

oung lady said, “If you will go down to the end of the corridor, the
ast office on the left, our president will see you.”

I went in there, and there was a gentleman I should judge about

60 years of age, white hair, and plump, quite impressive. This is the
greeting I got: “So you fellows have finally got ready to take up our
amortization claim. Why ai! this delay?”

And I had to go to work and give the best reason I could, on account
of delays. I told him the section was functioning at least 50 per cent
under what it should be and that the taxpayers all over the country
through the press werc clamoring for taxes to be cut down and
administration affairs in Washington cut down. He had nothing
further to say or complain of on that source. So he said, “ Well, what
basis are you working ont” ] ) '

‘“Well,” I said, “ we are taking up this case using 1916 prices, as of
June 30, as a base, and running our percentages from that, being
worked so as to arrive at a fair post-war cost. No; I see here that
you %o b,z,\ck to the price in 1914, and that the department does not
consider. '

He said, “Is that what you are doing?” And he jumps up and he
said, “I might as well hold up my hands and let you fellows go right

" through my pockets.” He said, ““I guess I will have to see my Sena-

tor and see what you fellows are going to do down there.”

That is the waK people feel on the outside. 1 was talking awhile.

ago with one of the members of the Republican National Committee
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alxzt.i he told me he had an awful lot of trouble with the amortization
claims. ; o

“Look,” he said, “I have a complaint right here in my pocket now,
from a large taxpayer out in Indiana, who said the case was investi-
gated and the report was written up, the amortization report was
written up way last Janu and he sgid, “Here we haven’t had
it audited yot.” Hoe said, “ ’Yie that; what is the reason? I want
tofind out. I am complaining,” he said, “ because we can not balance
our books; we don’t know where we stand.”

So I said, “Well, I will tell you what the reason is, that is not a
favored companﬁ; if it was there would be a little pink slip up in the
corner marked ‘ Expedite.””

“Well,” he said, “I will soon find out about this thing.” He said,
“I had occasion to go down there a little time ago on another case,
* and I said to De La Mater, I said, why can’t this case be audited?’

“‘Well, we haven’t got men enough, haven't got auditors enough
to do it,’ he said.”

“Well, why the hell don’t you get them$”

Senator Couzens. You might just as well leave that language out.

Mr. BrowN. I am using his exact phrase, just what he used, sir.

Senator CouzeNns. You might just as well leave it out.

Mr. Brown. All right. ey spoke about the activities of the
men that had gotten out from the deﬂartment, but I will say one
thing, and that is, I was talking with the vice president, one day, of
the Baldwin Locomotive Works, and he told me, he said: -

‘“ Mr. Brown, our firm has been pestered to death by professional
auditors to write up our claims, but I would not have anything to do
with them. We just bided car time, and one day there was a very
likely chap sent down here %0 go over our books from the department.
We saw that he understood his business and we grabbed him.”

That is vhere the men go. That man, I understand, was being
%ai(’l 81100 a day for every day he put in at the Baldwin Locomotive

0.’8 plant.

d ’l‘h»?t(sl shows you why the department’s employees are in such great
emand. ' ‘

The CaAIRMAN. Is that all, Mr. Brown?

Mr. BrowN. That is all, sir, unless there may be something here—
of course, if there is anything that you want to know from an outside
standpoint in reference to the amortization section, I think I can give
it to you as well as an bodg. ) .

Senator Couzens. Who designated the cases on which a pink slip
would be attached ? ' :

Mr. Brown. Why, they came from up above.

Senator Couzens. You do not know who designated them?

Mr. BrowN. No, no; somebody that had the power up above us,
over us. ‘

Senator Couzens. Were no cases expedited except those that had
the pink slip attached?
if. Brown. No, no.
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TESTIMONY OF MR. A. C. ERNST, OF ERNST & ERNST, CLEVE-
) LAND, CHIO :

(The witness was duly sworn by the chairman.)

Senator Couzzns. I understand you zre hers, Mr. Ernst, in the
interest of Mr. Mellon, or the Gulf Oil Corporation, to explain to the
committee as far as possible the reasons for. the refund :of some
three million six or eight hundred thousand doilars—I forgot the
exact figures. I think, Mr, Chairman, that he might just as well
proceed in his own waﬁ'!.n : S

The CuatrMAN. I think so. What is your business?

Mr. ErNsT. - Managing partner of Ernst & Ernst, certified public
accountants. , « : g S

The CHairRMAN. How long have you.been engaged in that business?
- Mr. ErnsT. Over 20 years. : '

The CHAIRMAN. In Cleveland?

Mr. Ernst. In €leveland.

The CuAlRMAN. What is the other member of the firm?

Mr. Ernst. There are 9 other partners; 10 in all. - .

The CaairMAN. Under the firm name and style of Ernst & Ernst?

Mr. ErnsT. Under the firm name and style of Ernst & Ernst.

The CaAiRMAN. Who is the other Ernst A

Mr, Ernst. There is no other Ernst; there was a brother, who
retired some 17 years ago. R

The CHAIRMAN. You just keep the firm name?

Mr. EBNST. Yes. : ,

The CHAIRMAN. Are you incorporated?

Mr. ErnsT. We are a partnership, and always have been.

The CrAIRMAN. Always have been a partnership?

Mr. ErnsT. Yes; no corporation. :

The CualrMAN. When were you employed by the Gulf Oil Co.?

Mr. Ernst. Senator, if it meets your pleasure I have written out

here a chronological order of events that probably will give the whole
story. . In September, 1919, I was consulted by some bankindg
interests regarding a plan for & merger which they had in min
which included the Gulf Oil Corporation. I should like to add
there that some publicity was given later regarding the merger
which ‘iinvolved the, Galf. This was not the matter that I was
retained in. :

I went to Pittsburgh and met Mr. George S. Davisona vice pll'esi-‘

dent, also Mr. W, L. Mellon, president of the Gulf Oil
'The CHAIRMAN. What relation is he to Andrew W.?
Mr. Ernst. He_was & nephew, I.understand. This is W. L.
He was. then, and I believe now is the president of the Gulf Oil
Corporation, the. parent, .controlling company. There are 13 sub-
sidiaries, in addition, 14 in all. )
. The CuatrMaN. The Gulf Oil is an independent company? = -
Mr. Ernst. Yes; the entire discussion related to a plan of audit
with the particular purpose in mind of escertaining the real asset
values, net profits, dividends, good will, etc. The importance of
determining the March 1, 1913 asset values was di~cussed at some
length. Tﬁere was only incidental mention made of the Federal

orporation.

tax return. In other words this was a.matter of a merger, the -

earning power, etc. It had nothing to do with the Federal tax
returns. :

e Ly A T
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Retuminﬁ to New York I submitted a written opinion to the
bankers under date of October 3, 1919, outlining the glan of pro--
cedure. On Qctober 13, 1919, my firm was authorized to proceed
with the work under the program which I had recommended. We
immediately started a staff of our experts to verify book figures
and under the program we were to trace back the accounts to the
organization of the company in 1907, : :

he items of good will, and March 1, 1913 values were the im-
mediate considerations which we then had in mind. '

In December, 1619, Mr. Davison, vice president of the Gulf Oil
Corporation authorized my firm to prepare tht 1919 Federal income
and profits tax return, and to review all prior returns, amending
such as were necessary, of the Gulf Oil Corporaticn and subsidiary
companies, , ‘ :

The 1917 and 1918 returns which covered the high tax years—
60 per cent in 1917 and 80 per cent in 1918—had not been examined
by the Government; and Gulf Oil Corl:oration had prepared these
returns through their own people without outside assistance. It
had become apparent to me that Gulf Oil Corporation and subsidi-
aries had not employed a uniform and accurate basis in their book-
keeping covering such important items as depreciation, depletion,
obsolescence, etc., nor had any reflection of the March 1, 1913
values been recognized on the books of the corporation, As a matter
of fact, Mr. Davison had very definitely exrlained to me the polic

ursned in past years whereby a mqre or less arbitrary charge o

ad been made at the end of each year to cover all of these factors

In any report which we prepared looking forward to the basis of a
merger these elements were of great imBortance; and during the year
1919 the regulations of the Treasury Department had been greatly
clarified; in fact, to such an extent that definite rulings had been laid
down which it was necessary for taxpayers to follow. . Quite nat-
urally, then, in my several discussions with Mr. Davison, he felt that
considerable time could be gained by employing my firm to not only
preere the 1919 return, which he understood would be prepared
under a somewhat different basis than the returns of prior years as
prepared by them, but also to revise the returns of prior years so that
these prior year returns would be on a uniform basis with the return
for the year 1919.

Senator Couzens. Just at this point—do you mind being inter-
rupted, or would you prefer to finish your general statement first ?

r. Ernsr. Just a,slsiyou lease, Senator. . i

Senator Couzens. How far back did you ge to revise their returns,
back to 1913% '

Mr. Ernst. No, Senator; we went back to 1909, the date of the
first tax law affecting corporations. '

S.er(nia;%or Couzens. And did you send in revised returns during those
perio :

Mr. Ernst. We did, sir. )

Senator Couzens., Had each year been settled independently as
you had gone along, or were they still open? .

Mr. Ernst. Many of the prior year returns—that is, take, for
instance, 1909; in this case we went to 1907, the inception of the
company to build up its records on the important feature of invested
capital, etc.—the date of the start of the corporation; but there was
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no tax on corporations until the year 1909, so that the returns were
-amended from 1909 to date. :

Senator Couzens. And are these amended returns in the records
that you propose to present to-day?

Mr. EansT. Yes, sir.

Senator Couzens. You may proceed. .

Mr. Ernst. They are all here. - Naturally it was quite apparent
to me that in view of the later regulations the returns of prior years
must, of necessity, be revised before an accurate basis could be had
for the return of the year 1919 because of the changes in taxable
income, invested capital, etc. ‘

On jammry 22, 1920, I wrote a letter to Hon. Daniel C. Roper,
Commissioner of Internal Revenue, advising him that I was doin
certain work on the Gulf Oil Corporation tax return, and confirme
in that letter a conference I had had with Mr. Roper on December 18,
1919, in which I had discussed with him in some detail the require-
ments of the Government in connection with the ascertainment of
the March 1, 1918, values. In other words, I did not care fo take the
responsibility of having my client incur a large expenditure in the
?reparation of schedules which, after completion, would not be in a
orm satisfactory to tho Treasury Department. The letter to Mr.
Roper is as follows: ‘

WasgINGTON, January 22, 1920.
in re Gulf Oil Corporation and subsidiary companies.

Hon., DanierL C. RoPER,
Commissioner Internal Revenue, Washington, D. C.,
My Dzar Sir: In our conference this afternoon with you, you suggested
that we see Mr. Callan. I am pléased to report that Mr. Peacock and myself
did this and believe he understands the situation fully. ,

The Chairman. Who is he?
Mr. Ernst. Mr. Callan was Mr. Roper’s chief assistant.

Following your further suggestion that a written memorandum be submitted
in regard to thia matter in order to protect-the company against any penalties
which might result from the discovery of additional taxes by agents of your
office, we confirm the conference with, you on December 18, 1919, when Mr.
Peacock and myself brought to your attention the fact that we had been retained
by this corporation in connection'with a review of various tax features, and that
our work was now under way; also the fact that in due course of time after we
completed our work it is our purpose to file any amended returns which may
prove necessary.

In seeing you this afternoon the writer simply wished to convey the informa-
tion that we were makingwgrogress snd we hope you have no immediate plans
whereby field examiners will take up the investigation of these returns while
our work is still uncompleted. We do hepe, however, that when our services
are completed a fleld examination can be made by your examiners so that the
whole matter can be disposed of prom'l‘)tly.

The writer wishes again to engess is appreciation of the time and courtesies
gxtenc;?d by both yourself and Mr. Callan to-day. With best personal wishes,

remain :

Faithfully yours,

A. C, ErnsT, Managing partner.

In this connection I may say further that the explanation of my
previous conference on December 18, 1919, with Mr. Roper came
about through the fact that much pubiicity had been given to a large
financial transaction whereby a prominent manufactuer had acquired §
the holdings of certain minority stockholders in his comgany and I -
had understood that Commissioner Roper had delegated a special
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staff of experts from his department to consider various phases of
this tax problem, particulerly having in mind the questions of good
will, March 1, 1913, value, which was tax free, and other matters. -

I told Mr. Roper very frankly that I would very much apperciate
the same cooperation and explained to him at some length the sivica~
tion which was confronting me which, in many respects, was similar

_to this other case. o : -

He did not give me any assurance of his cooperation and finally
asked me to see his .chief assistant, Mr. Callan, which I did. Mr.
Callan stated that this other matter had required a good deal of the:
time of a number of the chief men in the department and that they
were extremely busy and suggested that I proceed with the work we
were doing and take the matter up with him at a later date.

Mr. Callan did advise me that the department had done absolutely
no work on the returns of the Gulf Oil Corporation, and that they
had no immediate plans to check up their returns in any way; and

- he expressed satisfaction that we were reviewing the accounts of the
company along the basis which I outlined to him.

At no time durin%this entire period did I make any estimates of
tax savings to Mr. Davison, or to any other official of the Gulf Oil
Co?ora,tion or its subsidiaries. As a matter of fact, it was not possi-
ble for anyone to know what the final tax for any year would be until

all of our computations had been completed.

_ All of our amended returns from the year 1909, when the first

income tax law affecting corporations went into effect ugto and

including the year 1919, mcluding all supporting schedufeg; ad been
filed with the department early in the year 1921; as I recall it, in Janu-

ary or early February. In other words, from early August or Sep-:
tember, 1920, until the fore Eart of 1921 we were constantly completing

schedules and submitting them to the department in Washington for

examination. ) ,

“Along in October, 1920, the field examiners from the department.
in Washington took up the actual examination of the various.sched-
ules in the returns, and as I recall it there were five on this work.at
one time at the offices of the company in Pittsburgh. The field
examiners did not complete their work until the middle of February,
1921, and there was approximately four months spent by the Govern-
ment examiners in actually chec 'nf the books of the company in
conductihg the field examination. In addition to these field exam-

iners there was a considerable force of engineers of the natural re-
sources division who had been giving their attention to the various
schedules relating to i)roperty values, location, depletion items, geol-
ogists’ reports, etc. In addition to this the various representatives
in Washington attached to the audit review section of the consolidated
returns division had also been reviewing schedules and following the
work with the field examiners. As a matter of fact, after we had
completed all of our amended returns the year 1917, that is the first
high tax year, showed an additional tax liability of the Guif Oil
Corporation and subsidiary companies in the amount of $87,002.44
over and above the tax which the comppany had already paid.

A different situation pertained to the year 1918, however, because
the companies’ officials had been working on this return which was
due to be filed in the year 1919, and on account of a new law haymﬁ
been passed for the year 1918 the officials of the company decided
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to calculate the tax on substantially the same basis as the year before
without ha’ ;;roperly considered the new provision 1 this law
pertaining to gg etion allowance and discovery values. This was a
new feature in the 1918 law and no oil company was in a position to
antm%ate the final result.

It should further be remembered that the law affecting the year
1918 was not finally passed by the Congress until February, 1919,
and the regulations were not promulgated until April 17, 1919; and
immediately many questions were raised regarding the interpreta-
tion of these refulations as affecting oil companies because of the new
problems which were confronting everyone. '

‘The final adjustment of the taxes for the year 1918 showed an over- -
payment made by Gulf Oil Corporation and its subsidiaries in the
amount of $1,430,931.79. < This result for the year 1918 had not
been ascertained by us, however, before the return for the year 1919
was due, and the officials of the Gulf Oil Corporation, fully realizing
that we were making substantial changes in all of the prior year figures, -
but not being in a position to- know the effect thereof, determined
upon the policy of filing merely a tentative return for the year 1919

and paying thereon a substantial round amount of taxes. ‘
 The final result for the year 1919 showed that the arbitrary pay-
ments previously made purely as estimates were excessive to the
extent of $2,431,586.16. ‘

These three years, therefore, 1917, 1918, and 1919, showed net
excessive payments by Guif Oil Corporation and subsidiaries of
$3,775,615.51. ‘
tha'lt:l;e CuarMAN. What year was that, Mr. Ernst? 1 did not get

Senator Couzens. That was the total.

Mr. Ernst. 1917, 1918, and 1919,

The CrairMAN. Did you then make the statement that that was
the total tax paid? A

Mr. Ernsr. I beg pardon? :

The CrArrMAN. Was that the total tax paid by that firm?

Mr. Ernst. May I read that again?

The CrAIRMAN. Yes; I was interrupted when Senator King came
in; I would like 'lyl?u to state that again. .

Mr. Ernst. These three years, therefore, 1917, 1918, and 1919
showed net excessive gayments by Gulf Oil Corporation and its
subsidiaries of $3,775,5615.51 ' 4

Senator King. That is assuming that the computations were made
differeni from what you contended? ‘

Senator Couzens. No, I think not.

Mr. ErNst. No, Senator, this was the final result ascertained
after complete review by the Treasury Department. This was the
final report of the Treasury Department, the final communication.

The CHAIRMAN. For the years 1917, 1918, and 1919? '

Mr. Ernst. Yes. : ' :

Senator KiNa. There had been a change in the assessment some-
where, a rectification somewhere, as you'contended. ,

Senator Couzens. He said that they had changed their whole
method of reporting for a period of years and this was the result.

Mr. ErnsT. This was the net result; that is correct. In addition
to this the years prior to 1917—that is to say, the years 1909, 1910,
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1911, 1912, 1913, and 1914—showed additional taxes due to the Gov-
ernment from certain of the companies in the group; and these taxes
were assessed and paid notwithstanding the fact that all of them
had been outlawed under the statute of limitations, and otwith-
standing further that certain other co;n(i)anies in the same group had
overpaid their taxes for the same period; that is to say for the years
cominencing 1909 to 1914, inclusive, and there were refunds due to
these companies from the Government, but owing to the expiration
of the statute of limitations the Gulf Oil Corporation was not in a
position to recover these overpayments and has not done so.

The CHatRMAN. What is the amount of them? : .

Mr. Ernst. Something like $50,000. That is to say when the
final official Government letter came to us the Government took off
what was owing to it from 1909 to 1914 which had been outlawed.

The CHAIRMAN. What was the amount of that? '

Mr. Ernst. Something like $60,000—less than $100,000—they
deducted that but there was no law by which they could pay us what
we had overpaid. ,

. The CaarrMaN. The statute of limitations ran against you but
not against the Government?

Mr. Ernst. Well, it was a case where they were paying us back
money and they deducted everythinﬁ that was owing to them.

The years 1915 and 1916 showed additional taxes due from some of
the companies and overpayments as to others with net refunds for
the fears 1915 and 1916 of less. than $100,000 for all companies.

Claims for refund were filed in behalf of each company in the
form prescribed by the regulations prior to the date that Hon. A. W.

Mellon, Secretary of the Treasury, took office; and these claims for
refund were based upon the final audit and review previously made
by the Government officials, and were for the exact amount shown
.in the Government’s official communication known as “A-2" letter
dated February 28, 1921, and signed G. V. Newton, the then Deputy
Commissioner of Internal Revenue. :
. Sen?n.tor Couzens. When were the refunds actually paid; do you
now :

Mr. ErnsT. My recollecton, Senator, is that the actual payment
was made along the middle of April, 1921. .

Senator Couzens. In one lump.sum or in different amounts?

Mr. ErnsT. No, as to each subsidiary compan{.

Senator CouzeNns. The last one was paid mn the month following

Mr. Mellon’s taking office; is that correct? .

Mr. ErnsT. 1 believe it was the middle of April, 1921.

The -CiairMAN. What was happening from the time the allowance
was made until the same was actually paid? A period elapsed thére
of zﬁear and a half—no, not quite that much. .

A . ErnsT. No, you see the official letter, Mr. Chairman, came
February 28, that is when the Government had completed all of its
review,

The CuairMAN. That is February 28.

Mr. Ernst. 1921. :

The CaarMaN. 1921. I was mistaken, then, as to the date.
Have you been the accountant having the taxes of this Gulf Oil Co.
in charge since that time?

Mr. ErnsT. In an advisory way only.,
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.- The. CHAIRMAN. 19237 ' ‘

- Mr.Ernst. Yes. The plan of procedure; that is, the system end
the basis of these reports has been followed by the company in their
later returns. We have not officially made later returns. .~ -

-+ The CuairMAN. Yon have not? -

- Mr. Ernst. No; the basis established in the final communication
from the Government, February 28, 1921, has been adopted by the

The CaatrMAN. That fixed the basis so that the figuring of the
{)ax. was simply & matter of computation after that on the agreed
asis. ‘
Mr. Ernst. That is correct.

- The CHAIRMAN. Duriig your consideration of this question did

you at any time have any conference with Mr. Mellon, either before
or after he became Secretary of the Treasury?

Mr. Ennst. Yes; I had just one conference, in September, 1919,
and that was when this merger basis had been under discussion.

The CnairMaN. Was that conference about taxes?

_Mr. Erner. It mentioned one feature of taxes which I took up
with Mr. A. W. Mellon, and that was the absolute necessity of our
establishing the March 1, 1913, value. This was in September, 1919.
I have never talked with Mr. Mellon during the entire program of
this work, during the time it was going on, or after it was completed;
never saw him. '

- The CuarrMaN. Have Myou been the accountant for any other
coxizalg in which Mr. Mellon was interested?
: . RNST. YOS, I haveo
The CratrMaN. What other companies, Mr. Ernst?
-+ Mr. ErnsT. Well, the Standard Steel Car Co. is another one.

The CHAIRMAN. Yes. .

Mr. ErnsT. We have as accountants for many years examined
some of Mr. Mellon’s banking institutions.

The CHairMAN. Yes.

- Mr. Ernst. In Pittsburgh.

The CuAIRMAN. Have you at any time been directly employed by
him or had conferences with him in regard to those institutions?

Mr: Ernst. Never. .

The CuairMAN. Never have at any time?

Mr. Ernsr. No, sir. . ) )
. The CHAIrMAN. Who represented him in making dealings with
you, or contracts with you for your servicest =~ .

Mr. Ernst. Well, as I related here really the initial interview I had
I was there alone and that was with Mr. W. L. Mellon, who was the
President of the Gulf Oil Corporation, Mr. Davison, the Vice Presi-
dent of that company, and later in the day after the progyam had been
tentatively agreed to by them on the merger basis, I discussed with
A. W. Mellon, this March 1, 1913 matter. That is Mr. A. W. Mellon
raised the question of the necessity of our going into matters so
thoroughly, and he asked the usual questions as to why we were doing
it, and why it was necessary. .

Senator CouzeNs. Can you tell us, Mr. Ernst, just what elements
entered into the change in these computations, just what factors made
the returns show overpayments? | ,
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Mr. Ernst. I think unless you wanted to get into a highly technical
discussion, Senator, I could probably outline the broad considera-
tions. : ‘ ' , '
This return involves about 37 volumes of typewritten matter.
It is & very large and detailed return, as you could appreciate with
all of these com{mmes going back many years. '

Under the 1917 act, that is the law for that .yesr and the 1918 law
s to fixing invested capital was exceedingly maportqnt. I take it
you men know that the question of the invested: capital, was to an
extent, the hub of the whee! of taxation for those years with the high
tax rate. The review of that feature was naturally important, but
probably more important in this case. We had many concerns
citing one concern in New England wheve it was the pride of that old
company that they had entirely written off their entire plant account
and equipment. :

“ ,”’ they said, ‘“We haven’t it on our books for anything,
just wrote it off.”’ o

Well, I should say, reviewing my own experience, which has been
from the days I left school-—I went into an accountant’s office—so
that I have seen many cases of auditing financial matters for 25 years.
In the old days there was no policy, no rule for depreciation. The
ori method was that if a company had a good prosgerous year with
substantial profits the board of directors would probably write off a
considerable round amount. If the next year the earnings were not
s0 good they would write off less; and in many cases make no charge
off at all. Of course there was no uniformity going back for a pe-
riod of years so that the element—-

y Ser;ator Kine. You are speaking of general industrial corpora-

ions

Mr. Ernsr. General industrial corporations. Now, Senator, I
will come to the Gulf Co., just fnvmg you that thought. In _the
first place shares of the Gulf Oil Co. were not listed on the New
York Stock Exchangema few shares were sold in Pittsburgh. These
men had kept their books for years on a basis which was conservative
to them and no doubt satisfactory. That was no different than a
hundred corporations that I could tell you about. They had one
account where at the end of the year they would write off a certain
amount which meant depreciation, depletion, obsolescence, and these
other features. .

Of course, when I came into the situation I immediately said:

Well, that must all be changed. For instance, here is the March 1, 1913,
value. The law permits you to establish that value, and as you are using up that
value it is tax free because you are using up and disposing of asset values you
had on March 1, 1913, which the law gives you without a penny of taxation.

In determiningb the position of the company that feature alone
made a considerable change in all of the ﬁ%ures. )

Senator Couzens. Right there, if you will pardon the interruption,
when the company made these refurns to the Government in 1917
and 1918 before you got into the case did they use the figures that
they had set up in an arbitrary wat.i?

i . ErNsT, They had noj set them up in any way as to March
1, 1913; they had used these arbitrary write-offs simply as a deduc-

.

tion,
Senator King. You mean for depletion and obsolescence, Senator® .

| -
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i Mr. ErngT. Yes, sir; all combined.

. Semator Couvzens. After you got into the case then you found that
these set-ups had been too large; is that it? ' :
Mr. Ernst. No, we found this: We found as to the year 1917
that the company actually owed $87,000 more taxes than they had
p&ld. : : co . .
Senator Couzens. But the reverse was the situation in 1918%
- Mr.. Ernst. In 1018 ‘the reverse was true, Senator, because we
bad a new law which dealt on an entirely different basis with oil
companies, - : : :
Senator Couzens. Just explain that. . =~ )
- _Mr. Ernst. In 1918 there was a provision in the law which created -
m we call discovery values. Are you men generally familiar with
Senator Couzens. Yes. . :
. Senator King. I do not see how it could apply to discoveries which
had been made years before and on which you had got your credit.
. Mr. Ernst. But, Senator, it did. You understand the larger oil
companies generally have four classes of prr:(ferty. There will be
an acreage that th:‘{ are drilling actively, producing property; when
they have that pr uciniarea they have immediately another class
of property which they buy up surrounding it for protective pur-
poses. That is the second class. They have a third class, which is
wildeat propertx; that is, exploration work, new fields. They have
a fourth class where they have determined that there are dry holes.
-Supposing, under the 1918 law, that any oil company owned a large
amount of property and had for many years, but had not developed 1t;
some one comes along and wildcats in the area and finds' a new well;
that is immediately met with these so-called offsetting wells. That
is, unless the other companies go in and put their own wells in that
territory the wildcatter is likely to dg:t the oil. When we come
to the offsetting well there is clearly a discovery value in the new field
which the 1918 law dealt with on a different basis than it had ever
been dealt with in 1917 or prior years.
Senator Couzens. Just tell us how it is dealt with in the 1918 law.
Mr. Ernst. In 1918 let us assume a premise where we had some
property acquired years before; no wells in the vicinity, in the area
prescribed in the regulations, and a new man came in and drilled a
well. We immediately went in and offset it and had large produe-
tion. We are entitled under the 1918 reﬁulations to put a discovery
value on that well; and the prices of oil were pretty high in 1918.
Now, we put that discovery value on all of the data and we are entitled
to a credit in our tax return on the basis of that discovery value.
Senator Couzens. How much? ‘
Mr. Ernst. For the market value. )
Senator Couzens. You mean for the market value of all oil
extracted? S S 5 -
. Mr. Ernsr. Of the oil extractegd. :
Senator King. Or for the alleged market value of the property.
Mr. Ernst. No; supposing that we had in the income of the year
1918 a certain amount of oil. - We woulg first follow the regulauqns
which are very clearly set down in 1919 pertaining to those of val
that well. Now, that means the location and the area of it and the

. map, and the drifling, and all that. We have to determine, therefore,
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the basis of credit that we are allowed to take on thdt wéll agdinst
the oil that we t=ké out and sell. - It is the amotint of éredit that we
are allowed ugainst our income. =~ ' R

Senator Couzens. Can you explain to'me how it is possible to give
a larger credit for depletion than the earnings of the company show?
That has come up in & number of our hearings: S

Mr. Ernsr. I think thic would be more clear, if it would be of any
advantage to you lgentlémen, to refer to the Government regulations
on this subject. They are quite exhaustive and quite cléar and were
made in 1919. '

Senator Couzens. If you can answer that question by referring to
them, all right; try to answer it the best way you can. ‘

Mr. Ernsr. I will refer here to Treasury Decision 2956, made in
December, 1919. - L

Senator Couzens. Did that decision apply to the returns of the
year 1918¢% » ) . ‘

Mr. Ernst. That laid down the basis under which these factors
for prior years in 1917 had to be determined as to maps, geologists’
reports, and other data for the naturel résources division, Probably
I can explain your (Luestmn; I think I can clerify it. You wanted
to know the basis whereby an oil company can get a greater credit
than its income; was that it?

Senator Couzens. That is it. -

Mr. Ernst. Supposing that in the year 1918 with the market
price of oil high that we had found the new discovery of a well, that
is, it was a new well in a new tefritory. We had the output in barrels;
naturally we sold it, and will assume at the market price. As against
that income which we received we were entitled to take credit, and
there were several-—— . o :

Senator King. For the discovery value you mean?

Mr. Ernst. For the discovery value. "We were entitled to take
from that regular depreciation on the equipment, on the ‘drilling
rigs, ete. That was one credit. We were entitled to take credit for
depietion, taking that oil out of the property. Now, if that dis-
covery was made and valued within 30 days of the discovery on the
basis ‘of a certain market value there, it might follow that in a year
later, 1919, if the market value of oil went down, that the credit we
were receiving might be larger; that is, the credit thiat had been
established under this ruling, because you make the basis of the
credit on the facts as they then were. S

The CuARMAN. I think you are all right on your law, but I do not

ee with the law. A man comes in and pokes down & well; he
discovers oil; you drill an offset well right by it and then you become
the discoverer too, you discover it over again, and you are entitled
to credit on that offset there for the amount of- oil ‘taken out—dis-
covery value, but you did not discover itat all. - Lo

Mr. Ernst. But may I say—~ -~ - °~ ° o

The CHAIRMAN. You did not diseover it.. I am not quarreling
yitlllf your interpretation of the law; I'am quarreling with the law
ltse. . . . o N . T
- Mr. ErnsT. Of course' I can stg thia'in' the absence of probably
reading a rather-long Tressury Departmént ruling on the subjeet,
that the element of the discovery value is very ¢learly defined as to
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what you could do. Now, in fairness to any oil proposition—sup-
posing that an acreage we owned had not been drilled and a man went
in and developed a new well, what basis of credit would you allow him ¢

. Senator Kine. You ought to allow him—- :

. The Cuairman. That is not the point; you have this well drilled
and you drill an offset well; then you get a discovery value to the full
amount of the oil taken out although you do not discover any.

Mr. Ernst. That is limited by a certain area, an acreage of a
hundred and sixty acres. o

The CrarrMAN. A hundred and sixty acres; that is my recollection.
Nevertheless that is big enough to take up your offset territory.

Mr. ErnsT. As a rule— S

- Senator Kina. Assume that you had property there which might
have cost you about a thousand dollars an acre and was carried on
ggur books at a thousand dollars an acre; somebody comes along, as

nator Watson just indicated, drills a well in contiguous territory,
gets oil, and you drill an offset well and bring in oil of such volume
as to give it a value in the market say of $2,000,000, and you are
getting enormous production from that which you are selling for
cash; instead of paying any dividends upon that you begin to figure
- and to say, “ While it is true we only paid $160,000 for the 160 acres,
now that we have got a well there on it it is worth $2,000,000; we are
depleting it because it is runninf 10,000 or 20,000 barrels a day.”
You figure first the value of your land; you say that land now isworth
$2,000,000 althot:fh it only cost you $160,000, and you deduct that;
then you deduct depletion and the first t,hin§l you know you have the
Government indebted to you. Is not that the way you operate it?
The CaaeMAN. You left out obsolescence and depreciation on the

Senat?rg Kina. Yes; obsolescence, depreciation, overhead; is not
that the way you operate it?

Mr. ErNsT. Answering your question——

Senator Kine. Waiving technicalities that is the net result, is it not?

Mr. ErnsT. There would be a large credit. :

h’l;he CuHAIRMAN. Yes; I think the law gives them the right to do
that. :

Senator King. I deny that it does, Senator.

Mr. ErnsT. And the 1918 law——

The CuAIRMAN. I do not think there is any doubt about that.

Mr. Ernst. And the 1918 law provided this feature that was new,
the discovery value. ' .

Now, we could take the maps here of any well that might interest
you and show you exactly the geography of it and the drilling record,
and the whole t and the area, and date of discovery, so that the
record is veg com'Fhete on each well. ' :

Senator Kina. The fact is that property which you m;arded two,
three, or four months before you struck oil, was of small value, two
or three hundred thousand dollars, becomes in the market excessively
valuable and produces income of twenty, thirty, or forty thousand
dollars & day, instead of there being & tax upon that of any consider-
able amount, or tax at all, by the method adopted of allowing deple-
tion and ascertaining value, and deductions, and so on, you avoid,
or rather you do not pay any tax of any considerable amount not-

*
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.withstending you made a profit of two or three million dollars upon
.the enterprise. R 3 : : - -

Mr. Ernst. There is no doubt, Senator, that you are entitled under
the regulations to a credit. All of these oil companies own acreage
which they had not proven, they had not drilled. Some of that
acreage may had been purchased very cheap and carried for years.
-Here 1s another well goes up, opens up & new oil field. There is no
doubt that that element coming in there vastly enhanced that
: prgerty. : . . '

nator King. Yet if & man had a piece of real estate worth $10,000
in 1913, and, because of a boom coming along, he sells it in 1920 for
$100,000, he would have to pay a tax on $90,000, the difference be-
tween the two amounts, would he not?

Mr. Ernst. He would be entitled to the March 1, 1913, value.

Senator King:. I am assuming it cost $10,000. Your well was
intrinsically worth no more on the 1st of March than his house with
relation to values in 1918, but because of some adventitious circum-
stinces you are forced to drill an offset well; then you secure all that
enormous value and claim these credits? .

Mr. Ernst. Well, 1 think that we should consider that discovering
oil wells in new territory involves many losses as well as profitable
vantures. . . . '

The CrarMAN. Did you take into consideration the loss and gains
of the whole enterprise in determining what tiou did with that whole
well? That is to say, the Gulf Oil Co., with all of its subsidiaries,
may have great investment, may have great losses, may have a great
deanl of dry territory, but they bring in this one well, and you take
all the property into consideration, of course, when you go to deter-
mine the tax of that corporation, do you not?

Mr. ErNsT. Yes, Senator.,

Senator Couzens. Not what you take on that one well.

Mr. ErNsT, But you must deal with each well.

The CHAIRMAN. You have to deal with each well.

Mr. Ernst. Each well; under the Treasury regulations you must
submit the same detail for each well. - '
Doctor ApaMs. What is the custom, Mr. Ersnt, or what was the
habit with respect to the losses sustained in dry wells? Would
~ those losses be charged off against income from other properties, or

would they be charged against the capital value derived from dis-
covery value?

Mr, ErNsT. In the Gulf case—I ¢an not answer your question
broadly as to any other large oil company-—but in- the Gulf case the
cost of the dry wells was charged off.

Doctor Apams. Charged off against current income?

Mr. ErNsT, Yes; as a loss. -

Doctor Apams. I think that is the general practice under th

law and I call the committee’s attention to it because I think it is
improper and an unjust feature. Discovery values are set up pri-
marily to recoup the producer for each discovery, and he would not
get the losses; they are not charged against the capital values ob-
tained from discovery but are charged against current income. I
think you heve done just exactly what every other oil producer has
done, but I regard it as & very unfair feature of the law. :
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- Mr. ErNSsT. I have never checked up against many oil companies.
Of course I have offices in Houston, Fort Worth, Dallas, San Antonio,-
and New Orleans, and I have seen much wild catting ih oil. Texas
had quite a period when oil was the headliner and many people
went into it. They found many shallow pools. But here was &
situation, for instance, under the 1917 law with the war on and
the demand for oil very great. Supposing that an individual under
the 1917 law went in and wild catted and was fortunate enough to
ot a large well and he was offered a million dollars on the ground
or it. The tax on that proposition was so great that the mard
the venture plus the tax Practlcally nullified any profit to be gained
from exploiting the oil field. '

T.he? HAILMAN. Have you been the accountant for other oil com-
panies ' :

Mr. ErnsT. Only in a minor way, Mr. Chairman; not any of these
so-called large oil companies. We have had many of these investi-
gations in Texas of these minor companies where, unfortunately,
stockholders lost a great deal of their money.

The CHAIRMAN. You ap]i}ied this same law then at other times?

Mr. ErNsT. These are the standard regulations Y should like to
say here, if it would add anythinito the ﬁmught ‘which seems to be
in your mind, that the matter of this discovery value and the drilling
records, and area, and sands, and location of the territory is very
largely a matter of geologist work and dealt with in the natural
resources division of the department as a separate thing, and my
experience has been that thay have gone into it very minutely acting
under the Treasury regulations. ' " ' :

Senator KiNa. Is it not your experience that those oil-producin
companies, by the construction placed upon the law, have escap
paying any amount of tax for the oil production, no matter how great
the production was? : o - =

r. ErnsT. I think, Senator, the word “escaped ’——

Senator Kina. Well, they did not pay, then?

Mr. Ernst. They simply had a certain basis of credit which was
apglied against their income. ‘ : o

enator King. Yes, I assumed that, that under the interpretation
placed upon the law the result was that these producing oil companies
notwithstanding the large %roduction during the past five or six .
years, with the credits which they have been allowed for discovery
value and for depletion, and for wear and tear, and for exhaustion,
and for obsolescence, and expenses has resulted in their not paying
any taxes on the product from those wells. - ‘ o

‘Mr. Ernst. I would not say they have not paid any because they
have; Gulf oil has paid taxes. - - o o :

The CHAIRMAN. at proportion of the net income of the Gulf
Oil Company was paid in taxes for the Ivem's 1917, 1918, and 1919%

Mr. ErnsT. I really could not say; I have not the figures here. -

'Sendtor Couzens. Could you take those figures out of the records
we have here? n SRR T e e

. Mnr. Ernst. If all the records are here—they are voluminous—I
could get those figures. -~ . e oo e

- Senator Couzens. Could you say offhand whether after these .
amended returns were made and the refunds granted it left ahy taxes
paid by the Gulf Oil Co. in those years?



INVESTIGATION OF BUREAU OF INTERNAL REVENUE 819

Mr. Ernst. Oh, yes; it left taxes that the company paid..

Senator Couzens. I hold in my hand here the amended return
for the period from January 1, 1918, to December 31, 1918. :

Senator King. 19199 L o .

Senator Couzens. No; to December 31, 1918. An agreement
under section 1312 was entered into. I understood the other da
from the solicitor, Mr. Hartson, or some other member of the sta
of the bureau, that there had been no requests on the part of the
bureau to settle under section 1312, Is that right, Mr. Hartson?

Mr. Harrson. That is correct. -

Senator CouzeENns. Have you a copy of the agreement that was
entered into under this section in this case?

Mr. HartsoN. Senator, I do not know that we have a_copy here.
They are in printed form, and follow the lanﬁua e of the statute.
I can easily Cget you one, if there is not one in the files here.

Senator CouzeEns: Will you see if there is one in the file here,
because it says here that: »

This return has been closed by agreement under section 1312 of the revenue
act of 1921. Under no circumstances other thar those outlined in that section
must any additional assessment or reduction of tax liability be made. :

The agreement was dated August 11, 1923. 1 would like to see if
we have that agreement. :

Mr. HarTsoN. Yes; I think we have a copy of that.

Senator, you asked Mr. Ernst, but he was not able to furnish
you the answer, what the amount of the tax was left due for the
year 1918, for instance, after this refund had been granted, and I
am reading now from the A-2 letter, one of the schedules of that
letter, which has been testified to here by Mr. Ernst as having been
dated February 28, 1921, and which formed the basis for the final
adjustment for those years.. -

e corrected tax for the year 1918 for the Gulf Qil Corporation
and its subsidiaries was $1,902,532.33. That is the amount that waa
left due and remained unrefunded. It was the true tax liability of
the company for that year, as finally determined.

Senator CouzeNns. And was it act,ual(liy- paid ¢

Mr. HarTsON. And was actually paid. :

" Sena?t,or Couzens. Mr. Hartson, will you give us those other
igures :

Mr. Hartson. Those figures that Senator Couzens asks for cov-
ering the tax paid for the three years, 1917, 1918, and 1919, of the
igilllf Oil Corpoartion, after the refunds had been granted, are as
ollows: .

The tax paid for 1917 was $3,649,016.48. The net income for that
year was $18,395,219.92,

For the year 1918 the tax paid was $1,902,532.33. ‘The net income
for that year was $11,698,267.28. .

For the year 1919 the tax paid was $368,413.84. The net income
for that year was $4,613,015.38.

Senator Couzens. Mr. Ernst, can you tell us why, in 1917, the tax
paid was betyween 18 and 20 per cent of the net revenue, in 19173 it
was about 15 per cent, and in 1919 it was about 8 per cent? Can
you explain the drop from about 20 per cent to about 8 per cent
which took place in the proportion of the net earnings paid to the
Government { : )
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Mr. Ernst. Well, as I see the computations, Senator Couzens, the
year 1917 was slightly less than 20 per cent. '

Senator COUzZENs. Yes. '

Mr. Ernst. Do we check theret

Senator Couzens. Yes, -

. Mr. Ernst. The year 1918 was about 18 per cent, and the year
1919 was about—— ‘ K
- Senator CouzeNns. About 8 per cent.

Mr. ErnsT. Yes; a little over 8 Ler cent.

Senator Couzens. Yes.

Mr. Ernst. Well, I take it that 1917 and 1918 are fairly elose
together; that is, about 20 per cent and 18 per cent. In 1919, the
- profits, you see, had dropped from $11,700,000 in 1918 to only
$4.600,000, so that there was a heavy fall in the net profit.

Senator Couzens. The percentage would change in proportion to
the fall, would it? '

Mr. Ernst. Yes. sir.

Doctor Apams. These figures cover both income and profit, do
they not?

Mr. Ernst. Oh, yes; that is the total tax.

Senator Couzens. I asked the solicitor for a copy of the agreement
that was made with the Guif Oil Corporation under section 1312 of
the revenue act of 1921. The said agreements were dated August 11,
1923. I show you the agreements, and ask you if you drew those
agreements, or knew anything about them?

Mr. Ernst. I had nothing to do with them, Senator.

Senator CouzeNns. You had nothing to do with that?

Mr. ErnsT. My work terminated when the official communication
known as the A-2 letter, came in on February 28, 1921.

Senator CouzeNns. Mr. Hartson, could you tell us why, if the final
adjustment was made on Februari_r 28, 1921, about four days prior to
Mr. Mellon taking office, it took from that date to August 11, 1923,
to obtain a final settlement under section 131219 ~

Mr. Hartsos. I think it did not take that long to obtain the agree-
ment, Senator Couzens. Having no personal knowledge of it, I can
only tell you my view of it, but I think it was probably asked for
during that interim. They only asked for the agreement a short time
before it was finally entered into. )

Senator Couzens. What was the purpose of asking for an agree-
ment as late as Aulgust,, 19237

Mr. HartsoN. 1 can not answer that, Senator. The purpose of
entering into a 1312 agreement is well stated by the section itself.
It permits a taxpayer to, except for certain contingencies—roughl
speaking, those of fraud—have his tex finally determined thro
some later readjustment by some official of the Government. It
introduces into a tax liability an element of certainty, which is highly
desirable and which can only be obtained, ordinarily speaking, by the
running of the statute of limitations.

Senator CouzeNns. Then, the Government, under section 1312, does
not ask for any settlement? . ;

Mr. HarTsON. As a matter of policy, I think the Government has
not invited agreements under section 1312. The reason for that, I .
think, is that the Government does not go back over these cases and
attempt to introduce any new elements into them. . In other words,

i IR
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the Government officials have before them these cases which are yet
unsettled, rather than those that have been once determined, and
those cases that have been determined and are closed are not again
referred to by the Government officials unless the taxpayer comes in
with some sort of request or claim.

Senator Couzens. Have you any files brought down here showing
requests for settlement under section 13121 ,

Mr. HartsoN. I have not been personslly through the file.

Mr. GREENIDGE. Yes; there is such here.

Mr. HarTsoN. Is there a request filed there?

Mr. GREENIDGE. Yes.

Senator Couzens. Please let me see it.

Mi. Harrson. I might say it is not at all unusual for taxpayers
to put in requests for settlement of their tax liability, under section
1312, sometimes a year or more after their case has heen finally closed
in the bureau. Some taxpayers are not advised of section 1312.
They do not know of it until some time has gone hy.

Senator Couzens. While looking up this request for a settlement
under section 1312, can you give me the amended returns for the
vear 1919?

Mr. HarTsoN. Oh, yes; they are all here, Senator. [ think in the
files that the Senator has there is the copy of the meeting of the
board of directors of the Gulf Oil Corporation, authorizing the
entering into the agreement under section 1312.

Senator Couzens. Yes; I saw that here.

Mr. HarTsoN. I do not know whether the letter would be in
there or not.

The Senator has asked for the letter in which request was made
that returns for the year 1917 and 1918, inclusive, be seitled on the
1312 agreement. It appears from our records that no letter of
transmittal was ever received by the company, but this resolution
the Senator has saked about, authorizing it, was brought here by
some official of the company and left with the bureau officials.
There was no letter transmitting it. The Senator has asked for the
1919 returns, and this is the tentative return that Mr. Ernst has
spoken of, and is the return itself which was later filed. ,

Senator Couzens. In dealing with these questions, Mr. Ernst, did
vou have an attomez? :

Mr. ErnsT. We had no attorney, outside of the company's
attorney.

Senator Couzens. Who was the company’s attorney?

Mr. ErnsT. Judge Batts was tlie legal counsel-of the Gulf Oil Co.

Senator Couzens. During none of this time, did you have any
other attorney than this one whom you have just named? i

Mr. Ernst. I had no conference with any other attorney; no, sir.

Senator Couzens. Did you have any discussion with regard to
depletion allowances being made to the lessee versus the lessor, or
both, or do you know anything about that?

Mr. Ernst. Well, I knew that problem came up, because there
were properties owned in fee, as well as under leasehold, and the
legal matters in connection with that were handled by the company's
legal department.

Senator CouzeNs. As I understand it, the first ruling was that
there was no depletion credit allowed to the lessee.
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Mr. Ernst. Yes; I think that js correct. . L ,

Senator Couzens. Was not that ruling sfterwards changed, so
that a depletion allowance was sllowed to the lessee?

- Mr. Erngr. I believe it was; yos, sir. :

Senator Couzens. Do you know when that took place?

Mr. Ernst. I do not. It was. entirely a legal matter, and the
basis of dealing with the company’s propert'y was established b
their legal department. Our feature was purely the accounting end.

Senator Couzens. Doctor Adams, do you know anything about
how that was done within the bureau? You were connected with
the bureau for some time, as I understand. =

Doctor Apams. My impression is that the lessees were first granted
the»deé)letion allowance in the 1918 law; that up to 1918, that was
refused; namely, up until the 1918 law, the lessee could not claim
depletion. That was the regulation until modified a couple of years
ago, I think in 1922, .

Mr., Ernst. I think there was a distinct reversal, Doctor Adams,
was there not, on that previous ruling?

Mr. Linzer. That was Treasury decision 3386.

Sex(xis;tor Couzens. Can you read that Treasury decision into the
recor

Doctor Apams. The substance of that, Senator, was that tho lessee
might be given depletion in the oil industry. Up until that time,
tho lessee had been denied depletion, both for solid minerals and oil.

Mr. GREENIDGE. Here it is.

Senator CouzeNs. When this ruling was made, did both the lessor
and the lessee raceive depletion credits?

Mr. HarrsoN. I can not tell you about that.

Mr. Ernst, de you know whether the Gulf Oil Corporation owned
a considerable amount of land under lease?

Mr. ErNst. Yes; they had quite a few leases.

Doetor Apans. Did they obtain depletion on that prior to 1918?

Mr. ErNsT. I believe they did; yes. I believe it was under this
later ruling. :

Doctor Apams. What time was your case settled?

Mr. ErnsT. In February, 1921,

Doctor Apams. Did the regulations open to the public at that
time permit the deduction for depletion of oil and ges wells to lessees?

Mr. Ernst. I know that the subject was under discussion with
the legal department of the Gulf Co., and that they had taken the
position, as I remember it, that they were entitled to it. In other
words, many of these early oil regulations were not as clear as they
later became, and our instructions from the Gulf Co.’s legal division
were to treat fee property and lease property on the same basis,

Doctor Apams. That position has recently been confirmed by a
decision of the circuit court of ap[ieals has it not; or do you know?

Mr. ErnsT. I do not know. believe that various legal phases
of this case were before the solicitor’s department at that time.

Doctor Apams. Did you discuss lessee depletion in the course of
the settlement? :

Mr. ErNsT. No; not in the course of settlement. I had nothing
to do with it.

Doctor ApaMs. You do not know whether that fact was brought
to the attention of the department or not? '
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. Mr. ErnsT, Yes; I know it was, o

Doctor Apams. The department allowed the lessee depletion?

Mr. ErnsT. Yes; because our schedules clearly showed the date
of the lease, if we had leaged property, and if it was fee property.

Doctor Apams. The printed regulations which were given to the
Hublic, however, were to the effect that the lessees could not claim

epletion; is not that correct? . ‘

. ErNsT. There was something going on in the solicitor’s
department on those Treasury decisions at the time. I am well
aware of that. There was considerable controversy. We had a
case which went to the Supreme Court, quite a famous mining case,
the Biwahick mining decision. We were interested in it, where that
issue was involved, and I know there was a good deal of question as
to just the basis; but ih this case the return and the basis of it were
brought to the attention of the Government. .

Senator Couzens. I would like to ask the engineer who handed
me the Treasury decision to come around here.

Mr. Greenidge, when did you enter the department?

Mr. GREENIDGE. October 4, 1920,

Senator Couzens. Do you remember this decision, which was
approved by Secretary Mellon on August 22, 1922, deaiing with the
depletion on oil and f&s properties?

. GREENIDGE, Yes, sir; if it is Treasury decision 3386, which I
presume it is. . .

Senator CouzeNs. According to this book, that was approved by
the Secretary of the Treasury.

Mr. GREENIDGE. On August 22, 1922,

Senator CouzeNs. Was that the first time that you were familiar
with the allowance for depletion to lessees? .

Mr. GREENIDGE. No, sir; I could not say that it was. .

Senator COUZENS. When did you first become familiar with the fact
that the Treasury Department, or the Internal Revenue Bureau,
allowed depletion to lessees as well as to essors? :

Mr. GReeNmGE. Not until this date was it allowed, generally
speaking, unless & man—it was not allowed.

Senator Couzens. You say generally speaking.

Mr. GREENIDGE. Yes.

Senator Couzens, Well, just what do you mean?

Mr. GREENIDGE. I should not have interjected ‘‘generally speak-
in%.” Not prior to that date was it allowed.

enator CouzrNns. Do you know of any case where it was allowed
prior to that date? .

Mr. GREENIDGE. No, sir; there might have been cases that I did
not know of, but I personally have no knowledge of any cases.
might am lify that a little, if I may. The discussion of that allow-
ance had been going on before I entered the department, and because
of the language of section 214 (a) of the revenue act of 1918 the last
sentence of which reads as follows: :

In the case of lessees, deductions allowed by this paragraph shall be equitably
apportioned between the lessor and the lessee— .

It became quite evident that this point would sooner or later be
raised, and it could not be acted upon by the department,_ the con-
sensus of opinion being that there would be no means of denying
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such deduction to the lessee in view of the clearness of the statute on
that subject. , . o

Senator Couzens. The statute provides that an equitable allow-
ance be made between the lessor and lessee. How is that equitable
allowance arrived at! }

Mr. GReeNIDGE. Well, ordinarily the lessor owns one-twelfth of
the production of the property. e one-twelfth is not fixed, how-
ever. In some instances it is one-sixth, in some instances one-eighth,
and in some instances it runs up as high as 40 per cent, the lessee own-
ing the remaining amount, and if an equitable apportionment is to
be made within the limits of the statute, of course, the lessee would
be entitled thereby to an allowance.

Senator CouzenNs. Mr. Ernst testified, as I recall—and if I am
not correct, Mr. Ernst will correct me-—that depletion was allowed
the lessee in the Gulf Oil Co. case for the years 1917, 1918 and 1919.

Mr. HarTsoN. Now, Senator, I think 1 should interrupt there to
call the Senator’s attention to the A-2 letter, bearing date of Febru-
ary 28, 1921, which is the letter Mr. Ernst testified to, and call the
Senator’s attention to the last paragraph in it, which reads as follows:

The amount of the over-agsessment above mentioned is subject to an amend-
ment upon the final determination as to the deductibility of loss, exhaustion or
amortization of useful value based on the March 1, 1913 values of the lease-
holds allowed in the above computation for the years 1916 and 1917,

In other words, the question apparently at that time was still in
the air, although the letter had settled it on the basis of the allow-
ance, subject to later alteration, if the question was raised.

Senator Couzens. What have you to say in connection with the

years 1918 and 1919, Mr. Hartson? This letter that you have just
referred to does not refer to the years 1918 and 1919.
- Mr. HarTsoN, And the law itself, which Mr. Greenidge has already
made reference to, specifically allows it for those years. In those
earlier years, there was no reférence in the law to depletion on
leaseholds. *

Senator Couzens. Will you tell me why this decision of the
Treasury De%artment of August 22, 1922, was made, if it was clearly
understood that the settlement was made with the Gulf Oil Cor-
poration?

Mr. HarTsoN. The decision merely publishes to the public
generally that that is the decision.

Senator Couzens. In other words, the Gulf Qil Co. knew what the
decision was in 1921, when they made their settlements, and it was
allowed in 1916, 1917, 1918, and 1919, althcugh the public did not
know it until August, 1922%

Mr. Harrson. I tfxink, Senator, the Treasury decision which hgs
been referred to should be read. It covers the years 1916 and 1917,
which the law did not cover.

Senator Couzens. Yes; but it was not ag)]proved until August 22,
1922, and I would like to inquire how the public is going to know about
these decisions if they are published years after the allowance has
been made to certain corporations. )

Mr. HartsoN. I do not know any way, Senator, for the public to
know until there is some form of publication. After the publication
is made, however, those who have become informed by reason of the
publication may reopen cases and take advantage uf the ruling and
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the Treasury decision. Why that was delayed, I do not know. I
was not here then, and I can not exglaip that; but the mere fact that,
it was finally published, everybody having notice of it then and bei
able Elq :;:lke advantage of it, I can not see that anybody has been
prejudiced. L .
octor ApaMs. Can a Treasury regulation, Mr. Solicitor, be re-
voked by letters signed by & deputy commissioner? S
. Mr. Harrson. 1t can not. o L -

Doctor Apams. What was the existing Treasury regulation at the
time this letter was written? : .

Mr. HarTsON. At the time the letter was writter?

Doctor Apams. Yes. =

Mr. Hartson. The existing Treasury decision?

Doctor ADaMs. Yes.

Mr. HartsoN. At the time the letter was written, the Govern-
ment made no allowance for depletion of leasehold.

. Doctor Apams. Formally speaking, that was the law; until this
other Treasury decision was issued, that was the formal interpreta-
tion of the law, was it not? . L

Mr. HartsoN. This was a formal interpretation of the law up
until this Treasury decision was issued.

Senator Couzens. In making up your schedules, Mr. Ernst, in
these amended returns, can you tell us what additional allowance
{vas r%ceived by the Gulf Oil Corporation for depletion allowed to the:
essee

Mr. Ernst. I could not.say offhand, Senator, no. That would be
a matter of computation, and I should have to go through the entire
depletion and segregato it. :

enator CouzeNns. Is there any member of your staff here, Mr.
Hartson, who can tell us from these records that you have brought
down the amount of allowance received because of depletion al-
lowed to the lessee?

Mr. Harrson. I think it can be shown, yes, Senator.

Senator Couzens. I wish you would have some of your staff look
it ‘i%‘ please. . .

. HarTsoN. I would like to have the Senator restate his ques-
tion, so that we can understand thoroughly what is wanted.

Senator CouzeEns. My question was that, after it was determined
to allow the Gulf Oil Corporation, as lessee, a depletion credit for the
years 1816, 1917, 1918, and 1919, how much, in dollars and cents,
did that mean to the Gulf Oil Corporation. ~

Mr. GREENIDGE. Senator, I will have to answer that question by
saying that while we have a number of %i‘gures before us on the gen-
eral subject, we have them as totals. We would have to segregate
them tl?i show what was allowable to fee ownership and to lessor
ownership. ‘

Senatog Couzens. Well, Mr. Ernst testified that he made up all
of these scheudles, and you checked the schedules. Certainly, the
schedules must sh_ . what was allowed by the lessee depletion.

Mr. GREENIDGE. Yes, sir; the schedules do show it. :

Senator CouzeNs. Where are they?

Mr. GREENIDGE. They are here, but we have not computed it to
show that particular item which you have requested.
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Senator Couzens. Well, in makix:g up the schedules, how could
you arrive at & schedule without having in the schedule such an im-
portant item as an allowance for depletion to the lessee? - :

‘Mr. GrEENDGE. We have that, sir. o

Senator Couzens. Well, where 1s it ? ~ .
. Mr. GreeNIDGE. I have it before me; but it is in grand totals, and
it does not show what proportion of actual production ceme from lessee
pr?lerty. They were owners in fee, lessors, joint operating owners,
and lessees ‘ o o ‘

Senator CouzENns. Yes; but when you came to arrive at these
claims made by the corporation, you had to have a set of figures.

Mr. GREENIDGE. Yes, sir. :

Senator Couzens. To prove these totals. '

Mr. GreeNiDGE. Yes, sir.

f tS;ig?tor Couzens. Where are the set of figures that proved these
o M

Mr. GreENeE. They are in the files here.

Senator Couzens. Well, that is what I want. ‘

Mr. GreeNDGE. Well, we would have to take the entire files——

Senator Couzens. Well, that is what I want. I want the files.
I want to show just what the allowance is on lessee depletion. .

Mr. HartsoN. Senator, if you have no objection to our having
the necessary time to segregate those figures, we can segregate them
by to-morrow. ‘

Senator Couzens. Well, they ere all here, are they not?

Mr. HartsoN. The engineers tell me that it could not be done by
to-morrow. : L

I would like to ask Mr. Ernst whether, in the schedules that e
ilias brought with him and has in his own files, he has such a segrega-

on, S ' ' » -

_Mr. Ennst. I think, Mr. Hartson, that we may get a little better
picture of this in consid.erin%‘that there are about 37 very large type-
written volumes covering these schedules, and that each company
has its own schedules, and there is a mixed ownership in eacii company.
Now, all of the data that Senator Couzens is mquirinﬁ about is there.
I would not care to give any figures until I reviewed that and checked
it off, L .cause the plan of operation might be clarified, when I say
that, first of all, these depletion schedules for various companies and
in different territories were built up; they were constantly sent into
your natural resources department, because of the location, the
torritory, and the conditions. As they checked them off and reviewed
them, parcel by parcel, we depleted them, and naturally altogether
for one company; that is, to bring the returns of one company to-
gether, so that in this return that the Senator has referred to is simply
the total which is given; it is what the return calls for.

Now, all of these individual returns, by each of these companies,
of course, are segre?lgated.V This is the consolidated return of all of
the figures grou together. The Government has received the
entire detailed information on each company, and has reviewed it.

Senator Couzens. I understand that, and that is all I am asking
for—the figures that they checked when they O. K’d your claim
for depletion. That is perfectly simple. ,

Mr, ERnsT, Yes.
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Senator Couzens. I should not think there would be much dif-
ficulty in getting that. : ~ -

Mr. Erxsrt. I say, Senator, the figures are here, but there is an
amount of labor involved in resagregating them, as you have put
the question. We have segregated them, as the Government return
wes printed, as required.

Senator Couzens. But to substantiate these figures, the schedules
have been submitted. '

Mr. Ernst. Exactly so.

Senator Couzens. Now, these schedules are here.

Mr. Ernst. They are. . :

Senator Couzens. So as not to unnecessarily delay these pro-
ceedings, I will ask the auditors and engineers if they can pick out
just one case of one corporation. from the many subsidiaries that
are a part of the Gulf Oil Corporation, and show how much was
allowed for depletion to the lessee.
~ Mr. Linzer. From this volume that you are working on, I think
we can get it for 1917, :

Senator Couzrens. While the engineers are looking that up, I
will ask Mr. Greenidge if he knows of any other case, not connected
with the Gulf Qil Corporation, where the depletion was allowed the
lessee prior to the rulings promulgated in August, 19221

Mr. GreeniDGE. I could not say that I personally do, Senator,
although there is a possibility that there were. Te my krowledge,-
I can say that a great many taxpayers delayed making an effort to
settle their returns until after a decision was rerdered on this im-
portant point, because of the time and expense they would have been

ut to in revamping, so to speak, their systems, and &t that time,
- in the department, we were fearful that we would be called upon to
do a vast amount of work because of the settlements which taxpayers
had requested, wherein their depletion had not been claimed as
lessees; but we found that a com%amtively small number had so
settled their cases, the larger number having apparently preferred
to let the matter remain open until a final decision had been rendered.

Do I make myself clear, Senator? -

Senator CouzgNs. I think so. Prior to this allowance to the lessee
{or de’pletion, did the burcau allow full credit for depletion to the
essor?. ‘ :

Mr. GREENIDGE. Oh, yes, sir.

Senator Couzens. But in this case the depletion allowance was
divided between the lessor and lessee?

Mr. GREENIDGE. Yes, sir, -

Senator CouzeNns. Have you figures here to indicate what division
was for depletion allowance between the lessor and lessee? >

Mr. GREENIDGE. In this particular case? :

Senator Couzens. Yes. 4 L

Mr.. GREENIDGE. Yes, sir; we have the figures here, but not in
such concrete form as we could hand them to you at this moment
and give you the information you request. ' : :

Senator Couzens. Mr. Ernst, in arriving at the valuations for de-
pletion purposes, was.a percentage of return allowed so as: to get at
tho valuation? S :

Mr. Ernst. Yes; I believeit was, . . - - o

Senator Couzens. What percentage of return was figured-in basing
the valuation of these companiest . . . - o
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Mr. Ernst. I would have to look that up. That was something
, over three years ago. The basis had been worked out with the
Government department, where they were handling 2l of these cases.

Doctor Apams. You are referring there to the rate of interest used

to get the present worth? ' ‘
r. ErNsT. I presume the Senator does: yes.

Senator Covzens, Yes; that is it. . :

Doctor Avays. That is the percentage you have in mind? -

Mr. ZRrNsT. Yes.

Senator Couzens. Well, from all of your work on these accounts,
which you did for the purpose of ascertaining Federal taxes, for the
purpose of amalgamation, and for the purpose of combination, you
must have used some figure, and you must he able to recall some
hasis of percentage return that you used.

Mr. ERrnsrt. I do, Senator. Of course, I simply said what 1 did,

because I am in personal touch with a vast number of cases,.and I
have not particularly referred to any of those points in this case, and
that is, to refresh my memory. I have a rather va?ue impression
that it was 5 percent. The department can verify the facts. I would
like to put that in with the qualification. ' .
. Senator Couzens. That is all right. Now, I would like to ask
if you think 5 per cent on a hazardous business like this is, and I
understand it is called hazardous; at least the Government so
-treats i’. by these munificent allowances, is a rather low figure?

Mr. Ernst. I think, Senator, on the face, it might look low. On
the other hand, I am dealing with many of these problems purely
from the banking side; that is, the security of income from an invest-
ment standpoint. Now, on the basis of the value of the Yro erty of
the Gulf O1l Corporation, which I believe was exceedingly low and
conservative, if that is true, and it is my opinion that it is true, then 5
per cent on & low and conservative valuation would really be
equitable. However, if the valuation had been very large, I should
say 5 per cent might not be so low. ]

Senator Couzens. Yes; but if you will figure back, for instance,
when you say that you will use 5 per cent return as a basis, a corpo-
ration earning $50,000 would be valued at $1,000,000?

Mr. Ernst. Yes.

Senator CouzeNns. And a corporation earning $50,000 on a 10
per cent basis would be valued at $500,000%

Mr. Ernst. That is very true.

Senator Couzens. Then, I will ask you if, in figuring the valua-
tions of these properties, in using a 5 per cent return basis, you were
giving them double the valuation that you would have if you had
allowed them a 10 per cent return?

Mr. ErnsTt. Only this, Senator——

Mr. Ernsr. The initial premise of the value itself. The Gulf Qil
Corporation had been an extremely conservative corporation. Its
property values had been very low. I have in mir< the records of
many of these wells, where they had been valued ¢.. & certain basis
of value, and the oil actually taken out and sold and extinguished the
entire capital value on the books, indicating that it was extremely
conservative——

Senator Couzens. I know, but—- - .

Mr. Ernsr. Therefore, 5 per cent on such a conservative capital
value must be considered in relation to the capitsal value. ‘
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Senator CouzeNns. I do not get you at all. It seems to me—-1 do
not charge that you do it intentionally, but you evade the question..

When 1 start out to buy a newspaper, for instance, and I ask the
value of the newspaper, the owner will say, * I will sell you this news-
paper on an earning capacity of 5 per cent;” and if, as I said before,
that newspaper is earning $50,000 a year, he will charge me $1,000,000
for his newspaper. If he says, “I will sell it to you on a 10 per cent
basis,” I look up the earnings, and if it is earning $50,000 per year,
he will only charge me $500,000 for the newspaper. Therefore, no
matter how conservative he may have been in his own bookkeeping,
it made no difference in fixing the value of that Ero erty; and, there-
fore, your statement that the conservatism of the il Corpora-
tion was a factor in determining the value of the property has no
weight whatever.

. ErnsT, Well, except, Senator—and your statement as to my
trying to evade the question is one that I would like to differ from you
on, because I am not trying to evade anything here.

-Senator Couzens. I did not say you did it intentionally, but I
asked you a specific question.
 Mr. ErnsT. Yes. - .

Senator Couzens. If, in fixing the value of the Gulf Qil Co.
Properties on a 5 per cent return basis, you were not fixing it on a very
ow return? . }

Mr. Ernst. Yes; but, Senator——

Senator Couzens. Why Kut in a “but”? Just say yes.

Mr. Ernst. Well, I might simplify the proceeding if I could say
yes, but.I assume you want the benefit of my frank judgment.

Senator Couzens. Yes; but I thought “yes” was the benefit of
yeour frank judgment.

Mr. Ernsr. It is not, because when you come to compare & news-
paper with an oil company, we can well determine the pool and the
quantity of oil in a given area, where it is & proven field. It is a
matter of the company’s geologists and the Government geologists,
together with e::fert opinions of other people. Now, if we value that
oil'in the ground as a million barrels, but it is only based on 600,000
barrels or 750,000 barrels, or 500,000 barrels for conservatism, then
5 per cent on that conservative value is not out of order. A

Senator Couzens. I still evidently do not make myself clear,
because what the Gulf Oil Corporation estimated as the content of a
well had no bearing whatever. If the well contained 1,000,000 bar-
rels of oil, and the Gulf Oil Corporation said 750,000 barrels, it had
no weight with the Government in fixing valuation, did it?

Mr. Ernst. Well, I think it was an element for consideration.

Senator Couzens. Well, I do not see why, because, under that
theory, any corporation, then, can value or estimate its contents of
wells at a low estimate, so as to receive a lower or a higher valuation,
as the case may best be for the corporation. Now, I understand you
to say that, as your recollection serves you, the 5 per cent basis
was used ¢ . . ,

Mr. Ernst. Yes; I have qualified that. - .

Senator Couzens. Yes. ell, I understand from the information
I have that that basis was used, but, as I say, I may not have any-
thing that is any more accurate than what you have.
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" .N;.r. f}msr. I assume that you meant the department would know
é facts. '

Senator Couzens. Does the engineer know? :

Mr. GREENIDGE. We will look that up for you, Senator. Offhand,
I would not like to attempt to state it exactly. ‘

Senator Couzens. Well, these records here show, do they not?

Mr. GREENIDGE. Yes. We will look that up.

Doctor Apams. Mr. Ernst, for Senator Kings’ benefit, won't you
tell him how this rate of return enters in?

Senator Kina. Yes; I have been compelled to be in attendance
on two committees to-day. . :

Doctor Apams. In general, it first becomes a measurement of the
oil in the ground, or an estimate, and then you estimate what that
will, in future years, yield; then, to get the value, you have to dis-
count that back to the present, and it was in discounting back to the
?resgnt in that manner that you used the 5 per cent; is that the

act

Mr. ErnsT. Yes.

Senator KiNa. That is what I thought.

. Doct,orl Apams. And larger values come with lower interest rates,
in general.
enator Couzens. Now, I want to point out this, that the man
who received a valuation based on a 5 per cent return was twice
as well off, so far as valuation was concerned, as the man who re-
ceived 10 per cent as a basis; is not that so?
" Mr. ErNsT. Oh, surely. Yes, I agree with that.

Sgr?lator Couzens. Do you know of a case where 10 per cent was
use '

Mr. Ernst. I do not. There were not many decisions published.
Offhand, I know of none bearing on that subject. The department
files would show, of course. It was a matter that was both carefull
checked by the department itself, and their conclusion was final.
It was done in 1920 and 1921. ‘

Senator CouzENs. Mr. Greenidge, can you tell us the basis of
returx;1 fh?t was used in computing the vales of these oil properties
generally . 4

Mr. GreeniDGE. The ultimate reserves as estimated and approved
bIY the department; that is to say, the estimate of the ultimate amount
of oil that would be producéd from the various fields in question.
That is the basis. ‘

Doctor Apams. Mr. Greenidge, what is the usual rate of return, or,
as I think of it, the interest rate, that is employed in making these
valuations in this field? o

Mr. GrieNIDGE. Well, it is a different rate for practically ever,
field and different rates for different operators in the same field,
depending, of course, upon the peculiar circumstances in each case.

enator Couzens. Now, in that connection, please flve us a
typical case where you allowed a 5 per cent return and a typicai
case where you allowed a 10 per cent return. ,

_ Mr. GreENibuE. Suppose a taxpayer claimed a 500,000-barrel
. ultimate reserve in his field and claimed 5 per cent as his discount
rate, and andther man in the same field claimied 1,000,000 barrels
ultimate production. The department, if it accepted the first esti-
mate of reserves and discount value, would not accept the same
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discount factor for the 1,000,000-barrel regerve, the conditions being
approxnmateg' equal, because the basis of value being the vltimate
reserve would be twice in the lesser case what it was in the former
case, and naturally the hazard or improbability of the 1,000,000
barrels ultimate production would be much greater than the im- -
probability of the 500,000-barrel ultimate production, and, for that
reason, a higher discount factor would have to be applied.

Senator Couzens. In other words, you say that because & man has
1,000,000 barrels of oil——

Mr. GReENIDGE. Because he estimates that. ,
Senator Couzens. Well, because he estimates the 1,000,000
barrels of oil, he might be charged a 10 %er cent discount rate, and
because & man estimates 500,000 barrels he might be allowed a dis-
count rate of 5 per cent. On just what theory do you arrive at such a
conclusion ?

Mr. GREENIDGE. Well, the probability of the larger estimate
spgroaclung more nearly inaccuracy than the smaller estimate.

- Senator Couzens. at is the use of all of this work on the part
of the geologists to determine the contents of wells, if you are going
to use the basis that you have described of inaccuracy, of overestimate
or underestimate? What is the use of all ot this work of the geolo-
Eists, if you are going to use a theoretical conclusion, such as you

ave just indicated? . .

Mr. GREENIDGE.- Of course, we all know that honest differences
of opinion exist among geologists, as they exist among other classes
of people. Some have very conservative ideas; some have very
inflated ideas of value. The fact is that value is a t.hin%l which is
not easily determinable on commonplace articles, much less oil
fields, which are, as you know, under the ground and invisible.

Senator CouzEns. Then, it would pay an oil company to under-
estimate the contents of the wells, thereby getting alower discount
rate and raise the value and be credited with a further depletion
charge, rather than to estimate the fair and equitable contents of
the wells, and thereby be compelled to accept a higher discount
rate, and therefore a lower valuation .of his property and a lesser
depletion charge?

. GREENIDGE. I would not say yes or no to-that, Senator. I
would want to resolve that into figures, to be sure. I am inclined
to think that the ultimate reserves are the governing factor, and not
the discount rate. .

Mr. ErnsT. May I interject a thought there, Senator?

Senator Couzens. Yes. ) :

Mr. Ernst. I would like to hear Mr. Greenidge on it. = -

Is-it not true, Mr. Greenidge, if we estimate a relatively low
reserve of oil that, as Senator Couzens has put it, there is 1mme-
diately a higher value; that is, the reserve being low and conserva-
tive, that area of oil is measured by its market value after the cost
and everything is deducted? :

Mr. GREENIDGE. Yes. ) . _ ) ,
Mr. Ernst. Now, that establishes immediately a depletion rat
on every barrel of oil; if the gl:oductlon of that well is much higher
than the original estimate of oil in reserve, then the company exhausts

92019—24-—pr 2——8
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entirely its charge for depletion, and it suffers in lateryears, because -

it has no depletion of that well? .

" - Mr. GREENIDGE. Yes; because the regulations do not dpermit us
to raise the value. A value once fixed may not be changed. We are
not allowed to do that.

Mr. Ernst. The point I would like to make clear to Senator
Couzens, and-I am not sure whether I have, because his questions
about the first value, and so forth, indicated that possibly it had not
been made clear; but assume that I had 1,000,000 barrels of oil,
reasonably well known, but a conservative owner put it in at 500,000
barrels. Your geologists knew all of the facts; they had the drillin
records, the location, the area, and other wells in that territory.
was on a 500,000-barrel basis. That established my depletion rate
for 500,000 barrels, but the minute I exhaust the 500,000 barrels my
depletion for Government tax deduction would be entirely used up?

“Mr. GREENIDGE. That is correct. -

Mr. Ernst. And every barrel of oil beyond the 500,000 barrels
which were initially established were then taxable at the entire rate,
without deduction '

Mr. GREENIDGE. Yes; that is correct.

. Mr. Ernst. Now, I am just wondering myself, because I would
like to answer Senator Couzens’s question, whether you can tell
whether & man would profit by having & low estimate or a high esti-
mate. I think it would be a very difficult question to answer, but I
would like to have an answer to Senator Couzens’ question.

" Mr. GREENIDGE. That is what I said to Senator Couzens. I
would want to submit that to a mathematical calculation before I
would answer it, because a generalization on it might be dangerous.

Senator Covzens. Just how far did the question of wvaluation,
arrived at through the percentage discount, enter in as a factor of
fixing valuations, do you know, Mr. Greenidge?

. GREENIDGE. Yes, sir; it enters into every one. ‘

Senator CouzENns. What other factors enter into arriving at the
valuations, than the percentage and discount?

" Mr. GREeNIDGE. The lifting cost and the drilling campaign; that
is to say, subsequent wells drilled after the first well, and, of course,
ang discoveries, for the market price of the oil at date of discovery.

octor ApaMs. ‘'What is the effect in that connection on the life
of the property, Mr. Greenidge? '

Mr. GREENIDGE. A very great one. .

Doctor Apams. The shorter the life, the larger value given the
production record ? ) )

Mr. GREENIDGE. Yes; because your discount factors increase as

‘time goes on. e :
" - Doctor Apams. With a low reserve established, then, assuming a
“production record, it is a matter of experience, and not so much of
estimate, and the low reserve would tend to increase the valuation,
would it not, in that aspect, leaving aside for the moment the ques-
tion of rate of return? -

Mr. GREENIDGE. Yes; it would increase the value of that partic-

“ular vract. ‘
~ Doctor Apams. One other question there: Is not the measurement
of the oil in the ground susceptible of reasonably.exact estimate?

Mr. GREENIDGE. No, sir.
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- - Doctor AbaMs. No, sir? I want to get you straight on' that, be-
cause, while I do not think it will have much importance in this
case, it will have very much importance with respect to discover
valueé You say it is not susceptible of a reasonably accurate esti-
mate S "

Mr. GREENIDGE. No, sir.

Doctor Apams. Do you usually check the taxpayers’ estimates of
the oil in the well or in the ground$

Mr. GREENIDGE. It is not unusual. We always do.

Doctor Apams. Independently? T

Mr. GREENIDGE. Yes, sir, _

Doctor Apams. So that whether he estimates that he has much or
little, it is not a question of his estimate, but of your check on your
estimate? - . )

Mr. GReENIDGE. Noj; because the bases he uses for arriving at his
estimate are very important, and if he has used what one would call
in ordinary business, reasonable judgment and conservatism, and
hds taken into proper consideration the surrounding elements, his
estimates of reserves would be very much more valuable as a check
‘on the Government’s figures than the man who had not taken those
peins to really arrive at his ultimate recovereble oil.

Doctor Apams. Let me see if I understand you exactly. In the
beginning, I understood you to say that you varied your interest

_rate a little, in accordance with the conservatism of the estimate of
the oil in the ground.

Mr. GREENIBGE. And the peculiar conditions surrounding it.

) lgoctor Apams. And the peculiar conditions surrounding it. All
right. .
Mr. GrReeNiDGE. Yes, sir.
Doctor Apams. Now, if the taxpayer then sends in what you
" regard as a very excessive estimate of the oil in the ground you would,
first of all, reduce that estimate, would you not?

Mr. GreenIDGE. Oh, yes.

Doctor Apams. If you are going to impose your estimate of the oil
in the ground, why greatly vary the interest rate in accordance with
that estimate; why not make your estimate of oil in the ground that
which seems to be fair, right and equitable, and then use a stable
interest rate?

" Mr. GREENIDGE. The taxpayer wants to be heard on that subject.
Before we could set up a fixed discount factor for any one field we

-would have to examine all of the estimate of the taxpayers in that
field, and that would resuit in our being further behind 1 our work
than we are now.

I hope I have made myself clear there, because the peculiar con-
ditions under which each taxpayer operates are so peculiar that I do
not think the word * peculiar’’ is strong enough.

Doctor Apams. Well, I can well understand how you might vary
til'le rate of return in accordance with your judgment of all the con-

- ditions, ’ :

Mr. GREENIDGE. Yes. - ,

Doctor Apams. That to me is very clear, but apparently when yo
check and use your own estimates of reserves, I am not certain that
I do see why you should adjust your interest rate merely to vary with

" the reserves, because you can make that estimate as you want to; you
can be very liberal or very conservative or intermediate. BRI
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Mr. GReeENIDGE. I do not want to take up the committee's time :
with a discussion of this, but let me illustrate, and if the committee
thinks I am carrying it too far, they can just say so. - :

Let us say we have two operators on one side of the line in a dan- -

erous field; that is, a field on which the drop off is very rapid or .
trregular. A man on one side drills in a well and it is producing
nicely. His rate of decline is normal. The man who owns the ad-
joining property, we, first of all, use a 10 per cent discount factor on

im. After a month or two of production in this first tract.the owner
of the adjoining tract can come in, and he drills another well in what -
is known as an offset well. Certainly, the same rate of discount
should not be applied to this second man as has been applied to the
first man, because of the differences in his risk. This first man has -

otten the benefit of the gas pressure, which is pushing his oil out.

o first man has ﬁotten the benefit of the rapid travel of the oil
toward his well. o second man comes in, and he has to take his .
chances, first of all, of finding oil, with a reduced gas pressure.

Senator Couzens. Therefore, you fix a lower discount rate?

Mr. GREENIDGE. No; higher. He is taking the risk in there.

Senator CouzeNns. I know; but the lower the discount rate, the
higher the valuation; is not that it?

r. GREENIDGE. No; not necessarily. The valuation is based on .
the ultimate recoverable oil. .

Senator Couzens. Yes; but in fixing the value of the property, the
higher you get the value of the property, the bigger percentage of
depletion allowed. . ' )

, . GREENIDGE. All things being equal, yes; because you are dis-
counting at a less rate. \

Senator Couzens. That is. what I say. So it is more desirable for
an oil-well owner to have a low discount rate than a high discount rate.

. Mr. GREENIDGE, Personally, if I were called upon to make a valua-
tion of that kind for an oil operator, I would be very much inclined
to use as small a discount factor as possible, if not disregard it.

Doctor Apams. What do you mean by “as small a discount factor
a8 possible’’? ,

. GREENIDGE. Well, drop it down to the 4 or 5 or 6 per cent class.
Doctor Apams. Do you refer to the first owner or the second owner?
Mr. GREeNIDGE. The first owner. y
Doctor Apams. And in both cases you would estimate the quantity

of oil there?

Mr. GREENIDGE. Yes; there is where I would do most of my work.

Doctor ApamMs. And consequently, in the case of the first well, the
more rapid production would tend to shorten the life?

Mr. GREENIDGE. Oh, yes. ~

Doctor Avams. And the effect of shortening the life usually is to
increase the value? : -

Mr. GREENIDGE. Yes; it is. .

‘Senator Kine. Have you not adopted this policy where. sales of
oil have taken place: Suppose a man acquired land, say, for a hun-
dred thousand dollars. He drilled a well and sold it immediately
after it came in for a million dollars or a million five hundred thousand
dollars or two million dollars—and many wells, by the way, have
been 2old to the Standard Qil Co., as well as some independent com-'
ponies, ‘which have been brought in by private persons. .That is
true, is it not? o S -
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~Mr. GREENIDGE. Yes, sir. - Lo H
- Senator Kine. Is it not a fact that you would allow the ° ,
who drilled the well and who sold it for 10 or 20 times what it cost
%gm@a value wholly disproportionate to the cost of the property to

im S

Mr. GreeNiDOR. Yes. - :

Senator Kine. As & result of which he paid practically no tax?

- Mr, GREENIDGE. Of course, he is entitled to 20 per cent limitation
:lxlxdgr the statute if he made a discovery. I think I am correct in
at. - '

Mr. Ernstr. ‘Would you amplify that a little, Mr. Greenidge?

Mr. GREENIDGE. Well—— )

, M{ ErNst. That means 20 per cent of the profit in that transac-
tion . _
Mr. GREENIDGE. Yes, sir. '

Mr, ErNst. So that the law fixes the amount of the tax that would

be paid in that transaction? \
. GREENIDGE. Yes, :

Senator Kina. What would be the maximum tax?

Mll'] GREENIDGE. Twenty per cent of what he got, less what it
cost him, ' .

Senator KiNne. Assuming a cese where he paid $100,000 and drilled
a well, his expense being $100,000, or a total of $200,000, and he sold
it for $1,000,000, you would only tax him, then, 20 per cent of
$800,0007 .

Mr. GREENIDGE. Yes.

- Mr. Ernst. That is in the law.

Mr. GREENIDGE. That is in the law, 1 think that is section 10
or 12 of the law.

Senator CouzeENns. Do you know what the theory is of any such
law as that, Professor Adams?

Doctor Apams. The theory of that limitation on that?

Senator Couzens. Yes.

Doctor Apams. I know that very well, sir. It is meant merely
to encourage prospecting and reduce the taxes on propertﬁ’ derived
by fortunate wild-catters who discover oil and sell it. I have that
before me if you want it read.

Senator Couzexs. I do not think that is necessary.

Mr. IErnsT. What is that section?

Doctor Apams. Paragraph B of section 211.

Mr. Ernst. That is the 1918 act?

Doctor Apams. Just a minute. I want to check that. That is
correct.

Mr. ‘Ernst. Of the 1918 act? ,

Doctor Apams. In the 1921 act it is found in the same place as in
the 1918 act, and for the years following 1921 it is limited to 16 per
. cent, '

Mr. Ernst. Doctor, may I clear up this point? That was a new
provision in the 1918 act, [imiting the tax on oil discoveries.

Doctor Apams. Yes; that was quite new in 1918, and was done
with the deliberate purpose of encouraging prospecting. =~

Mr.. GreeNIDGE. It does not limit it to oil only. It limits it to
mines also.

Senator KiNa. Who has charge of these records here?
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Mr. GreeNiDGE. I have. e Y
rSenstor King.: The committee: is. discussing the. propriety and -
wisdom of impounding those records by the Sexigeant at-Arms. -
« Mr. Har7soN. May. it please the chairman; 1 would like to object
to that. The committee’'s authority is to inspect the returns, made .
so by reason of the amendment to the regulations promulgated
under an Executive order. - Now, the companies have waived: the
right of privacy of these returns, and the bureau—I am.spesking
for the bureau now—feels that it must insist on retaining possession
of its own records, permitting free inspection of them at any time
when the committee is in session or at any other time; but certainly
the bureau feels that we can not relieve ourselves of the responsi-
bility of retaining possession of these records, and under the law
which makes these returns public records, subject to inspection
onlsy under certain regulations, o

Senator KiNne. The committee will go into executive session.
We will send for Senator Watson and the other members and try .to
get a full committee here. -

Senator Couzexs. Before we do that, I would like to ask Mr.
Ernst another question. .

He illustrated & case where an oil operator estimated the contents
of d well at 500,000 baxrels, for example, and the estimate was under
the real contents of the well; so that wher the 500,000 barrels had
been exhausted, he would get no further depletion charge; is that
correct? : :

Mr. Ernst. That is correct.

Senator Couzens. That would act in this way, if I got it correctly:
He would then get the benefit of his depletion charges during the
high taxes, and take a chance of having a lower tax after the depletion
had been all absorbed. :

Mr. Ernst. That might reasonably follow with the changed tax
rates.

Senator Couzens. Yes; so that it would be good speculative
judgment to make as low an estimate of the contents of the well as

e could reasonably get away with.

Mr. Ernst. Well, Senator, 1 should not like to enter into a specula-
tion. I wish to add here that the value schedules of each of those
wells in the country are probably kept in finer detail bﬁ' the Gulf Co.
than by any other company it has been my privilege to know anything
about, and we have had wonderful records in connection with their
properties.

- Senator Couzens. 1 would like to ask Mr. Greenidge a 3uestion.
When the Gulf Oil Corporation, as lessees, was allowed a depletion
chsﬁe, were they allowed a hundred per cent of the depletion credit?

. GREENIDGE. I do not get your 3uestion, Senator.

- Senator CouzeNs, When the Gulf Oil Corporation was allowed a
depletion charge, as lessee, was it allowed the full depletion charge,
or was it divided between the lessor and the lessee? . :

Mr. GReENIDGE. Oh, only such portion of it as aﬂplied; to . their.
ownership; that is, if tl"ley owned seven-eighths, or & half, only such -
portion as e(m}%plied to them.. C T

-Senator Couzens, ; Then, the other was allowed to the lessort-:

Mr. GREENIDGE. Yes; the other part of it. T
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. Senator. Couzens. In other words, there was no opportunity’ for
- for allowing a full degleti‘on charﬁf to the lessor and to the lessee, too?.

Mr. GReeNipGE. Oh no, no; the statute stating that the depl’etitm,
must be divided equitably. . " D

Senator Couzens. Mr. Hartson, haw far have you got the returns
of the Gulf Oil Corporation here; I mean up to what yeart ‘

"Mr. HArT2ON. I can not answer that. .

Mr. LanzeL. Up to and including 1919. _—

Senat;)r Couzens. You have not the returns then, fox 1920, 1921,
or 1922¢ .. v S -

Mr. Hartson. I doubt if the audit has been completed on those.

Mr. LinzeL. 1920 was not completed. .

Mr. HarTsoN. The portion that has been brought up is the portion
that lias been completed and the settlement closed.

Senator Couzens. And which has reference to the refund which
was discussed? - . e

Mr. HartsoN. Yes; that is correct. There has been no refund
since that time, as far as I know. :

Doctor Apams. Mr. Ernst, this particular audit of these cases
was rather hurried and rushed to get it out of the way before Secretary
Mellon entered the Cabinet, was it not? -

Mr. ErNsT. I think there might be something of that considered
here, but I wish to call your attention to the fact that I had arranged
with Mr. Roper and Mr. Callan to hurry these cases through on
pure‘liy the financial matters that were involved, and our work was
speeded up with that thought in mind solely; that is to say, I had

absolutely no intimation that Secretary Mellon would become a
member of the Cabinet, or anything else. It did not come into my
work. I was employed to hurry those cases through special arrange-
ment with Mr. Roper to have 1t done. .

Doctor ApamMs. Who was the Commissioner of Internal Revegue
when the A-2 letter was sent?
Mr, Ernst. I believe it was Mr. Williams. I may be wrong
about that. : o .

Mr. HartsoN. I think it was Mr. Williams. :

Mr. ERNsT. Yes; it seems to me that Mr, Roper had left, and Mr.
Williams was in ther. for a short time. ) B

Senator CouzeNns. Answering Doctor Adams, I do not think there
is any question about that, because Colonel Drake either testified
before the committee or told me personally that every effort was
made to dispose of the matter before Secretary Mellon came in.

Doctor Apams. My interest in it was due to the fact that it
seemed to be a rather short interval, a three-year tax adjustment
after the auditors finished the work, but Colonel Drake had so stated.

Mr. ErNst. In answer to that point, Doctor Adams, an oil com-
any, taking oil out of the ground and selling it, is quite different
rom a manufacturing business. I mean, if you get your basis

established for depletion, depreciation, and all the other factors, it is
not very difficult to.carry that work through. So far as my work
was concerned I had been employed to hurry this matter and get it
settled. Personally, I may say that I never was approached .about
hurrying it because of Secretary Mellon taking his position in the
Cabinet. I hurried it from early in 1920.

Senator King. You will not be here to-morrow, Mr. Ernst?
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Mr, Egns?. I was very hopeful that I could go to New York
to-night. ‘There are some geople from Richmond, Va., who are
going there to see me, and I told them I would rmeet them there
to-morrow. :

Senator Kina. You can come back$

Mr. Ernst. Oh, yes; I can come back.

Stla{nator Couzens. But it will not be necessary to come back this
Wee . . :

Senator King. No. :

. Mr. Ernst. I am perfectly willing to phone them and say that it
is hecessary for me to stay here. ' :

Senator King. I would prefer not to do that, because the Finance
Committee meets, the full committee, and I have two other com-
mittees. As I have had to be in attendance on those committees
to-day, I have not had time to hear %our testimony and I must have
a tt‘;;ltilnscri t of the reporter’s notes before I can cross-examine you
intelligently. . ;

Mrg ERN{T. I regret, Senator, that you were not here, because
I am afraid that in reading these minutes you will find that Senator
Couzens, possibiy, has created the impression that I was evasive
‘sometimes, and 1 wish to say to you that my instructions have been
to be absolutely frank and to give you everything, and that is my
earnest desire. ,

Senator Kinag. Well, if the record creates a wrong impression, you

can easily dissigste it.
hﬁr Ernst, Well, with that word, I know you will keep it in
mind.

Senator Kinag. We will excuse you, gentleomen. Mr. Hartson can
remain in the room for a moment.

Mr. ErnsT. May ‘I ask whether it is entirely agreeable, Senator
Couzens, that I go away te-night? .

Senator CouzeNs. Oh, yes; we will let you know some day next
week. I am not quite ready to go ahead with your examination
myself, We will give you plenty of notice. ,

Mr. Ernst. I thank you very much.

(Whereupon, at 5 o’clock g: m., the committee went into executive
session, after which an adjournment was taken until Monday,

March 81, 1924, at 2 o’clock p. m.)
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UNITED STATES SENATE,
. SPECIAL COMMITTEE TO INVESTIGATE
THE BUREAU OF INTERNAL REVENUE,
: Washington, D. C.

The committee met pursuant to adjournment at 2.30 o’clock p. m.,
Senator James E. Watson presiding.

Present: Senators Watson (chairman), Ernst, and Couzens.

Present also: Mr. C. R. Nash, assistant to the Commissioner of
Internal Revenue; Mr. N. T. Hartson, Solicitor Internal Revenue
Bureau; and Mr. S. M. Greemdgg, head engineering division,
Internal Revenue Bureau, and Dr. T. S. Adams, tax expert, Yale
University. '

The Cu arMaAN. The committee will be in order.
.. Senator Couzens. I would like to have Mr. Greenidge tuke the

stand and be sworn. :

TESTIMONY OF MR. S.  GREENIDGE, HEAD ENGINEERING
DIVISION, INTERNAL REVENUE BUREAU '

{The witness was sworn by the chairman.)

Doctor Apams. Mr. Greenidge, had you not better state again, for
Senator Watson’s information, your position at the Bureau of Incernal
Revenue?

Mr. GREENIDGE. I am head of the engineering division of the
Income Tax Unit.

The CaairmMan. How long have you held such position?

Mr. GREENIDGE. 1 have been head of the engineering division
about 10 months, and I have been in the bureau about three years
and a half.

The CHAIRMAN, In the same division?

Mr. GREENIDGE. Yes, sir.

Senator CouzENs. Are you a civil-service employee?

Mr. GrReENIDGE. Yes, sir. .

Senator CouzeNns. You went into the bureau under the previous
administration, then?

Mr. GREENIDGE. Yes, sir; I came in on October 4, 1920, I think,
to be exact. .

Serator Couzens. When we adjourned on last Thuisday, you were
to look up some figures in particular showing the gains by the Gulf
Oil Congoration -as a result of allowing the lessee depletion.

Mr. GREENIDGE. Yes, sir; I think I have those figures for lyou. :

The amount allowed in the year 1918 on account of the leasehold
was $1,750,000, and on fee properties, $268,000. The round numbers
are sufficient, I take it

339
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Senator Couzens. Yes.

Mr. GREENIDGE. And in 1917, $1,690,000 for leaseholds and
$234,000 for fee prg‘pert.ies. :

Senator ErNs?. For what kind of property? .

Mr. GREENIDGE. For fee properties—properties that are held in fee.

Senator ErNsT. Oh, yes. = }

Senator Couzens. Will you proceed and give us the figures for the

rest of the years? S o L ’
' Mr. GReENIDGE. Did you wish them for other years?

Senator Couzens. We wanted them for the whole period.

! Mr. GreeNiDGE. For 1918, it would become allowable under the
aw,

Senator ERNsST. As I understand you, that is the method that was
.pltlnrqt&ed f;n 1916 and 1917, which was enacted into law in 1918; is that
the 1dea o o 4

Mr. GReENIDGE. It was authorized liy a Treasury decision in 1922.

Senator ERNsT. How about 19187 1 thought your statement was
in reference to that. :

Mr. GREENIDGB. Yes; it was enacted into law in 1918,  The
revenue act of 1918 carried that provision. -~ - ¢
. Senator Couzens. How de you account for the lapse of time be-
tween the 1918 law and the promulgating of the rule by the depart-
ment i 192217 . : S . o

_ Mr. GREENIDGE. The matter had been under discussion for somie
time prior to my becoming connected with the department, and I
think was submitted to the Solicitor's Office sometime during the
year 1921. Perhaps Mr. Hartson could give you the detailed history
of that better than I could, Senator. )

Senator CouzeEns. We will delay that answer then until Mr.
Hartson comes on, because we want to ask him some more questions.
. Will you proceed now and tell us what the depletion charges on
leaseholds were during the years 1918, 1919, and 1920, etc.? =

Mr. GrEENiDGE. In 1018, on discovery, $10,400,000; 1919,
$10,590,000.

The CHAIRMAN. Let me ask' you this e3uestion, please: Between
1918, when the previous polic(ziy had ripened into law and 1922, when
that policy was promulgated by the Treasury Department, what
policy did you pursue?

Mr. GREENIDGE. Some of the cases were closed allowing depletion
to the lessee. Some were closed disallowing it, and the very large
mgilorité were held pending decision. o

he CHAIRMAN. Are they still pending?

. Mr. GRERNIDGE. No; they were pending, sir.

Doctor ApamMs. May I interrupt right there?

The CHAIRMAN. Yes. C

Doctor Apams. The law in 1918 and thereafter plainly allowed the
lessee depletion. The only years really involved are prior to 1918.
That is, the Treasury decision of August, 1922, was a retroactive
decision in its effect, applying to years earlier than 1918, but as to the
year 1018 and thereafter, there was no legal question. -

: Senator CouzeNs. As I get it from these figures, during the years
- 1916 and 1917, and prior to the law fixing a depletion charge for
leaseholds, you allowed the Gulf Oil Corporation some $3,500,000 for
depletion on leaseholds; is that correct? :
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- M @REENIDGE.  Niesy#ir; the figure is:wery..close to correct. = .
"'Senator ERNsT. Are you ma ahy objection. to that, if the.
same rule were followed with regard to other companies?. ==

Senator Couzens. I am coming to that, if you do not mind,
Senator. . . . : . L

. Senator EgNst. All right. -~ = e

Senator Couzens. Can you tell us how many cases in which you -

3) lied that same rule for the years 1916 and 1917, other than the
rulf ‘Oil Corporation? : . A

Mr. GReENIDGE. I can not tell you all of them, Senator, because -

our search has not yet been com‘s)leted. It has been a rather big
iece of work, but we have found a number; up to now, we have
ound’ twenty-odd, some of which were allowed and audited, passed

through the audit process as well as the valuation. :

The CHAIRMAN. What was the nature of thosc cases?

Mr. GReEENIDGE. They were vil cases.

The Cuaxrman. All onl cases? ‘ :

"Mr. GREENIDGE. Yes, sir; Ohio, Oklahoma, California, Pennsyl-
vania, West Virginia, and New York.. .
e CHAIRMAN. Can you give us the names for the record?

Mr. GreeNmGE. With your permission, I will consult with the
solicitor.

The CHAIRMAN. Yes.

. Mr. GREENIDGE. As to whether the names should be given?

Mr. HartsoN. I think there is no objection to giving the names if
the amounts of the taxes are not referred to.

Mr. GrReenNiDGE. Well, I have not the amounts of the taxes, any-
wa’F. I purposely avoided recording that until it was asked for.

he CHAIRMAN, Yes.
) %\Ir GReENIDGE. Shall I give you the names that we found so far,
sir

Senator CouzeNns. Yes, sir; that is, that have been settled on this
same basis and according to this same policy. : -

Mr. GrReenIDGE. B. F. Whitehill, Columbus, Ohio.

.Doctor Apams. That is an individual taxpayer?

Mr. GREENIDGE. An individual; yes, sir. Dorris Qil & Gas:
Co., Tulsa, Okla. Those were complete in their entirety. Lasoya
Oil Co., Altoona, Pa.; Jacob Stelzer, Spencerville, Ohio; Hyde
Carbon Black Co., Ridgway, Pa.; Paul Lovell, Marietta, Ohio; W. T.
Hastin%, Marietta, Ohio; Nevada Petrolenm Co., San Francisco,
Calif.; Dental Oil Co., Sistersville, W. Va.; Premium Qil Co., Franklin,
Ps.; Big Fifty Oil Co., Tulsa, Okla.; D. T. Andrus, Rixford, Pa.;
Boston Petroleum Co., Boston, Mass.; Warner Oil Co., Titusville,
Pa.; Paraffin Qil Co., Bakersﬁelé, Calif.; and Southwestern Petroleum
Co., Buffalo, N. Y. ‘ ‘ o .o

That is the statement of those which were completed, even through
the process of auditing and sending out the final assessment letter or
over-psséssment letter, as the case may have been.

Senator Ernst. They were completed when? oL

Mr. GREENIDGE. Prior to the promulgation of Treasury Decision

Senator ERNsT. Were not most of those cases, if not all of them, -
settled while Mr. Williams was Commissioner of Internal Revenue ami
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while Mr. Houston was Secretary of the Treasury? I am referring
to those that you have named. =~ T

Mr. Greenmaz. All but two, sir. '

‘Senator Ernst. That is all. - ' .

Senator Couzens. The case of the Gulf Qil Corporation was also
settled by the administration prior to Mr. Mellon’s assuming office,
too, was it not? : ‘-

Mr. GREENIDGE. Yes, sir. C

Senator Couzens. Now, can you tell us how many cases there
were in which depletion for leasehold was denied ¢ :

Mr. GreeNipgE. No; I could not tell you that, Senator, without
& considerable search of the files. :

Senatngonznxs. Well, it is a fact that there were quite a number,
is it not

Mr. GReENIDGE, Oh, yes.

Senator CouzeNs. That were denied.

Mr. GREENIDGE. Yes.

Senator Couzens. Can you explain why the Treasury Department
shﬁuldadeny a depletion to leaseholds in some cases and allow it in
others ' ' :

Mr., GREENIDGE. At that time, prior to the middle of 1921, the
department was in its formative stage, and some difference of opinion
existed among the employees as to the correct determination of the
depletion allowance and its apﬁlicatiop to the ultimate tax settlement.
The revenue act mentioned the decline in flow method as being the
one to use in determining depletion, that had caused a great deal of
comment, and had not yet been decided. The allowability of it was
partially decided. The amount of the depletion was also determined,
gut its application had not been entirely decided upon by those in
authority or those in a position to do so, and that I think will explain
better than any other thing tha tI can say, according to my knowledge.

Senator Couzens. In ceses where there was no depletion allowed
to thn lessee, was the entire depletion allowed to the lessor?

Mr. GrzENiDGE. No.

Senator Couzens. Was there any controversy that developed in
the department when a division of the depletion charge was arranged
between the lessor and the lessee? : ' :

Mr. GREENIDGE. Yes; a very considerable controversg, even among
the employess themselves—men who had nothing whatever to do
with the amounts involved. .

Senator CouzENns. As a matter of fact, then, outside of this some
twenty odd cases.in which the lessee was allowed a depletion credit
the lessor got all of the depletion credits? : ' :

Mr. GreeNmaE. No; be enly got his proportionate part. Su
pose the lessér got a royalty of one-eighth of the production, he only
got one-eighth of the depletion allowable. :

Senator Couzens. Then, the Government retained for the Treas-
ury the Seven-eiihths of the depletion credit that belonged either to -
- the lessor or to the lessee?

Mr. GreENIDGE, Yes; until the taxpayer made protest.

Senator Couzens. And if the taxpayer had made no protest, then
he was out? | ‘ o

Mr. GreENIDGE. Yes, sir.
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. Senator Couzens. The depletion credit for the proportion that
 would ordinarily have been allowed the lessee; he was out that

amount? : '

Mr. GREENIDGE. Yes, sir.

Senator CouzENs. And no notice was served on these oil companies
of the change of method or of the division of opinion that existed
in the Treasury Department?

Mr. GREENIDGE. No notice was served on them, but it was so
generally known that notice was unnecessary. All who were inter-
ested, I might say, knew that it was a matter under disoussion, and
they did not, for that purpose and other purposes, present their
final request for that settlement.

Senator Couzens. Now, in'all of these cases where the depletion
credit to the lessee was denied, have these companies since made
claim for depletion?

Mr. GREENIDGE. Oh, yes; I should say practically all.

Senator Couzrns. And are those cases settled?

" Mr. GREENWDGE. Most of them.. Yes; nearly all. All except a

few of the larger ones. ) .

Senator Couzens. What is holding up the larger ones?

Mr. GReeNIDGE. The settlement of other points in controversy.
This point is no longer in controversy, of course.

The CHAIRMAN. What do {0\1 mean by thet?! What is your
policy now in reference to that? You do not hold up the taxes now?

Mr. GREENIDGE. Oh, no. | ,

The CHaIRMAN. Do you notify the person interested ¢ g

Mr. GREENIDGE. Yes. Whether he has claimed it or not, he is
allowed it. .

Doctor Apams. You would not notify the taxpayer?

Mr. GREENIDGE. No; we simply allow it, and, it goes on to audit
as if the taxpayer had claimed it.

Doctor Apams. If the taxpayer who was denied lessee de:g)letion,
does not raise the question, you will not raise it on his hehalf

Mr. GREENIDGE. Not at that time.

The CuatrmMaN. No; at this time.

Mr. GREENIDGE. At the time his taxes are being readjusted for
another year, and it is evident that he has not gotten credit for it,
of course, he wouid be granted it.

The CHAIRMAN. Whether he makes claim or not?

Mr. GREENIDGE. Whether he makes claim or not.

The CaARMAN. But it did not use to be that way?

Mr. GREENIDGE. No. . ,

, Th(% CrAIRMAN. In other words, he was out, if he did not make a

claim :

Mr. GREENIDGE, Yes. . e

Doctor Apams. Unless the taxpayer himself makes claim, it is not
practicable to give him his rights, is it? ) -

Mr. GREENIDGE. Oh, yes; it is; and we ere trying to do it in
nearly every case we can. Of course, some deductions are so vaguely
specific in. a taxpayer’s return, that we can not know what they are
for; but where we know what they are for, we see that the taxpayer is
granted what is coming to him; and in the later days, we are even
mvi;i:nlg.a claim where they do not know of their rights in regard to -
such claims . S

!
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- Deotor Apams. You said a momerit ago that a number of tax-

. payers who were denied lessee depletion have later received it. - Can
ou name some of those companies who were denied it in the first

instance, and later received it? : :

Mr. GreeNIDGE. Offhand I could not; no. ' -

Doctor Apams. I was wondering whether you had a list of those
claims, of those who had been denied lessee depletion. "

Mr. GREeNIDGE. No; I have not.

Doctor Apams. Then your statement is one of general policy?

Mr. GREENIDGE. Yes. To get such a list, Doctor Adams, would
‘entail a great deal of work which, of course, we are quite willing to do
and anxious to do, if necessary. :

Doctor Apams. Well, I would like to bring out this point: My
experience is that the department is ready and willing to grant a -
cleim, if the taxpayer does not make one, when the department is able
to discover it; but, in general, you can not discover all such things for
the taxpayer. :

Mr. GREENIDGE. No; we can not discover them all.

Doctor Apams. Well, you can not discover any large proportion
of them, can you? -

. 'Mr. GReENIDGE. I think we do. I think we discover the major-
ity—the large majority. -

Doctor Apams. I mern he has to get expert aid. If he does not
himself raise the question, it is not raised for him—not because the
department is not willing to raise it for him but because it does not
discover it. ‘ ‘ — ‘

Mr. GREENIDGE. Yes; that is true,

Doctor Abams. That is the point I want to make.

Senator Couzens. Do you know who drafted the oil regulations
for the department?

Mr. GREENIDGE. A large group of experts were brought here, I
think, in the latter part of 1918 or the early part of 1919, from all
over the country. If my memory serves me correctly, there were
some ninety of them, Senator, and, as a result of extended confer-
ences, they got up what was known as the first oil and gas manual,
and some of those men assisted in the drafting of the first and second
»reglations. , , S

nator Couzens. You refer to the first and second regulations.
How many sets of regulations were drafted ?

Mr. GREENIDGE. We have 33 here; 45, 45 amended, and 62; 33
under the 1917 act or regulations for the 1917 act; 45 and 45 amended
for the 1918 act and 62 for the 1921 act. :

Senator Couzens. Do you know who the guiding spirit was in the
formulating of those oil regulations? :

Mr, GREENIDGE. I could not say with definiteness, but I think a
man by the name of Ralph Arnold, of California, was the chairman
of the committee. I am not sure about that, but I think he was;
at least, he was among the leading spirits. ;

Senator Couzens. Did he work with the employees of the depart-
ment in formulating these rules and regulations?. :

Mr. GrepNiDGE. 1 think so, sir. at was before my time, but
- from what I have heard of it, I am pretty sure that he did. Then,
in conjunction with that, a number of these men had been brought
on or were asked to come on here to do it as a patriotic matter. ‘I
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do not think they were paid; I am not sure about that, but I do

:not think they were paid for their services.

Senator Couzens. Was Mr. Wayne Johnson in the department

when you came here? - L - . .
" ‘Mr. GREENIDGE. I think not, sir. I could not state with certainty.
Senator Couzens. Do you know Mr. Wayne Johnson? . .

o

Mr. GREENIDGE. Yes, sir. :

Senator Couzens. What does he do now? .

Mr. GREENIDGE. He is an attorney in New York. :

Senator Couzens. Is he anything else besides an attorney?

Mr. GREENIDGE. Not as I know of, Senator—representing a variety
of clients, I suppose. _ : o

Senator Couzens. Did vou work with the staff of the Gulf Oil
Corporation in getting this settlement which was closed up prior tq

-Mr. Mellon’s taking the secretaryship?

Mr. GREENIDGE. No, sir; I did not know them, even. I had not
become acquainted with them.
. Senator Couzens. Do you know who, in the department, worked
with the,officials or the experts of the Gulf Qil Corporation?

Mr. GREENIDGE. Who are now in the department, Senator?

Senator Couzens. Yes.

Mr. GREENIDGE. I do. not think there are any, Senator. I am
pretty sure there are not.

Senator Couzens. In other words, you are pretty sure that all of

‘the employees of the department who aided in the settlement of the

" Gulf 01l Corporation case have since left the bureau?

The CrHairMAN, He is his brother-in-law, is he not ¢

Mr. GReENIDGE. I think that is it. It is some such relationship,
from what I have heard. I do not know of my own knowledﬁe..

Senator Couzens. Does Mr. Mapes practice before the depart-
ment now? :

Mr. GrReENiDGE. He does. ' ,

Senator Couzens. Does Mr. Johnson practice before the depart-

‘ment? ~

Mr. GReeNIDGE. He does. :
Senator Couzens. Do both of these gentlemen practice before the
department mostly in oil cases?

. GREENIDGE. 1 do not think either of them has appeared in oil
cuses; at least, not as far as I know. Neither of them has appeared
before the Engineering Division in an oil case. ’

Senator CouUzENS. o succeeded Mr. Mapes as solicitor?
Mr. GReeNiDGE. Mr. Hartson. : : :
Senator Couzens. The present solicitor? :

Mr. GREENIDGE. The present solicitor. :
Senator Couzens. Have you any record showing when and how

‘the Gulf Oil Corporation asked to have_their claims closed under

section 1312?
- Mr. GreenipGE. Yes; I have knowledge of their having asked it
at some time, I should say, last summer.
Senator Couzens. What do you mean by “last summmer?” About
what time? Co '
Mr. GREENIDGE., I could not be exact, Senator. 4
Mr. GREENIDGE. As regards the engineerin% end of it, Senator.
Senator Couzens. You think that is correct
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- Mr. GREENIDGE. I am pretty sure that is correct. k
Senator ErRNsT. Do you know their names? Can you state them
for the recordt L \ ‘

Mr. GReEnmDGE, Of those who had —

Senator Ernst. Those who you think had something to do with
it and who have since left. -

Mr. GReeNIDGE., Yes; Mr. C. F. Powell was acting chief of the
section, and Mr. Burr McWhirt, I think, was the engineer who
checked the figures. I do not think any other engineers had any-
thing to do with it. .

Senator Ernsr. But you had nothing to do with it?

Mr. GREENIDGE. No, sir. :

Doctor Apams. Was this refund submitted to the then Solicitor?

Mr. GREENIDGE, I presume so. .

goctor Apams. You do not know from the record whether it was or
no

Mr. GREENIDGE. I am gretty sure it would have been, though,
because every other refund was submitted to him, above a certain -
amount.

Senator Couzens. Who was the then Solicitor?

Mr. GrREENIDGE. The first Solicitor, Senator Couzens, that I
remember anything about was Mr. Mapes.
anenatf;(;r Couzens. Is he any relation to Wayne Johnson, that.you

ow o

Mr. Greenipge. Not that I know of, but I have heard it said
that he is related to him. . . o

Senator Couzens. Was it not the fact that this application for
closing the Gulf Oil Corporation case under section 1312 was after -
Mr. Harding’s death? «

Mr. GREENIDGE. It was thereabouts. It was either after or
shortly before. I could not tell you with certainty, the exact date.

Senator Couzens. In other words, nearly a year had expired
before the closing of the case? ) .

Mr. GREENIDGE. Oh, yes; s considerable time had expired after
the closing of the cases.

Senator Couzens. Does Mr. Hartson remember offhand what the
other things are that the bureau was to submit? . ‘

Mr. HarTsoN. Yes; Senator Couzens. I would like to have Mr.
Greenidge, if agreeable to the committee, explain with reference to
those sums of money he testified to as having been the amount allowed
in depletion, how they affected the tax, if he has those figures.

Mr. GREENIDGE. Yes; we have those figures. I will have to call
on the auditor to furnish that information. L

Mr. HartsoN. I do not want the committee to get the impression
that the sums of money referred to by Mr. Greenidge are the amounts
of money refunded because of the allowance for depletion to the
company. . . . '

Senator ErnsT. I think that is the impression that wes created.
What is the fact about that? . )

Mr. HartsoN. I will ask Mr. Greenidge to explain that.

Mr. GREENIDGE. That thesa sums that I have mentioned were
refundable sums? '

Mr. HarTsoN. Yes.
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Mr. GreeniDGE. No; they were not. They were the ‘amounts
sllowed as deductions from gross income. - :

Senator Couzens. That is the way I vnderstood it. Perhaps the

other Senators did not understand it that way,
. Mr. HARTSON. Now, Senator Couzens, there was some discussion
here last. Thursday afternoon as to that 5 per cent basis that was
used in connection with the Gulf Oil Corporation in this settlement,
and there was some criticism of that. think Mr. Greenidge has
something on that that may be of interest to the committee. .

Mr. GBEENIDGE. You agked for some information to be supplied
the committee on that point, Senator Couzens, and I thought we
would make an effort to present it in such a way that it would be
easily understandable. CoL ;

Senator CouzeNs. Before you go into that, could you say how many
cases were settlcd on a & per cent basis? o -

" Mr. GREENIDGE. No, sir; I could not. '

Senator CouziiNs. Were there many of them?

Mr. GREeN1DGE. Very few that I know anything of.

b pr;ator Couzens. Were not most of them settled on a 10 per cent

asis .

Mr. GREENIDGE. Where the analytical appraisal method is used;
es, sir. . . '

Y Senator CouzeENs. Does the information that you propose to give
to the committee, as suggested by Solicitor Hartson, show the relative
benefits to the taxpayer from applying the 5 per cent basis as con-
trasted with the 10 per cent basis?

.. Mr. GREENIDGE. 1 think so, Senator. I prepared it with that in

. view. :

Senator Couzens. Then you may proceed. . =
Mr. GREENIDGE. More as a matter of general information, which
may tend to clear up the ideas of the committee, as I understand

" them. I think in the last session I tried to stress the fact that the

estimate of ultimate recoverable oil was the important thing in oil
reserves and not the discount, factor. ‘ o , ~
- Now, Senator King, in his discussion, mentioned that a well coming
in at 5,000 barrels per day should be multif)liod by the 365 days in &
year to show its ultimate production, and 1 have prepared this curve
to show the committee that that is not the case. N
A well comes in at 5,000 barrels per day, we will say, sterting here
and its drop off is very rapid, so, we will say, it is 5,000 here, and at
the end of the year it is probably less than 2,000. ' ¥
Senator CouzEng. Because of the lack of igas pressure?
Mr, GREENIDGE. Because of the lack of gas pressure. This is
Hurely a general curve. It has been prepared for the purpose of
emonstrating what actually does happen, and it has been specially
g‘repared to show a well whose ultimate production is 500,000 barrels.
hat is all the oil that you can commercially get out of this well on
this curve will be 500,000 barrels, and it will last 10 years. In the
first Lear it will produce 240,000 barrels; the second year 120,000
barrels; the third year 60,000 barrels, and so on down as the curve
drops down. o -
Senator Couzens. Do you consider a well that produces a thousand
barrels of oil per year a commercial well?

02019—24—p1 2——9
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*" Mr. GREENIDGE. In some fields it'is what we know as the economic -
limit, Senator, but in a great many fields they go below that.” For
'instance, some of ‘the wells in the Bradford field, Pennsylvania, pro-
duce as little as one-tenth of a barrel per day, or less than 40 barrels
per year and still they pump them. ‘course, with deep wells, and
‘a low quality of oil, you can not carry them to that extent.

Senator Couzexs. Is this all of the information that you have in
that connection? ‘ ' ‘

Mr. GREeNIDGE. I have two sets of figures which I have prepered
for the 500,000 barrel well and for the million barrel well to which
1 referred the other day. C '

A compound discount of 5 per cent on that well shows a composite
discount factor of 9.66 per cent. I would like to explain there——

The CrAIRMAN. What does that mean? -

Mr. GREENIDGE. That is what I was coming to now, Senator.

The CairMAN. All right.

Mr. GREENIDGE. If you were to loan me money, and if at the
end of a year I were to return you a dollar, you could not afford to
loan me a dollar. You could only afford to loan me 95 cents, and if
I would likewise return vou a dollar at the end of two years, you
could only now loan me 90 cents, and so on. If I am going to return
ym(li $1 at the end of 10 years, you can only afford to loan me 61 cents
to-day. : ’

Thg CrAaIrMAN. That is calculated on the 5 per cent basis.

Mr. GREENIDGE. Five per cent compound.

The CHatrMAN. Yes.

Mr. GREENIDGE. The first yvear’s Eroduction of these weils, as
I have shown you, is likewise larger than any other year, except in
" one instance only, in Mexico. The production of the first year is
multiplied by 95 per cent, or the 95 cents on the dollar to which -
I have just referred.

The CHAIRMAN. Yes. . _

Mr. GREENIDGE. In the second year your production is very much
less, and the present worth of that dollar is very much less. It is
90 cents. That is carried on down until the last year's production of
a thousand barrels is only worth to-day 61.4 cents per dollar. The
summation of the results of value, multiplying production by the
present worth factor, gives you a total present worth of the value of
the oil at the date on which Ivou are doing your valuing.

The CHAIRMAN. For taxable purposes? '

Mr. GREeNIDGE. Or for loan purposes.

The CuairmMaN. I understand, but we are talking about taxable
purposes now. .

Mr. GREeENIDGE. Yes. That is income. Now, if you had 500,000
barrels of oil in the ground at the date of estimate, or at the date on
which you started into the business, either as a loan, or to extract it,
or otherwise, if your yield was 500,000 barrels at that date, you may
have sold it for $500,000 and that would have been your present
worth; but you are getting a lessening proportion from that well per
year, which is also worth a less amount of money every year, and the
present worth of that 500,000 barrels, extracted at that rate, as I have
shown by the curve. is only $451,682, and your reduction there, your -
composite discount there is 9.66 per cent.
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. The CuairMAN. Do you use that arbitrary formula in determining

~ the taxable value of every oil well?

Mr. GREENIDGE. Oh, no. = That is only for the analytical appraisal.

The CrairMaN. Do you take into consideration the quantity of
oil actually produced? . . : . ,

Mr. GREENIDGE. Yes, sir.
. The Cuairman. And the value of it?

. Mr. GREENIDGE., Yes, sir. . 4

The CHAIRMAN. You have to do that? .

Mr. GREENIDGE. Yes. That is the important thing.

The CHAIRMAN. Yes. 4

Mr. GREENIDGE. That is why we raised that question at the last
estate of the recoverable oil.

The CHatrMAZ. When you use this formula, and when you get -
the actual value, of what use is this formula to you in arrnving at
the basis of taxation in regard to an oil well? ,

Mr. GREENIDGE. It sets up a value of the ﬁ;éresent worth of oil,

estimated in the ground, for the purpose of figuring the depletion
unit. {t is nothing more or less than the application of a banking
principle. ‘ ) )

Senator ERNsST. On this curve which you have been talking about
of 240,000 barrels the first year, you have filed a statement, which
I will read: The first year, 240,000 barrels; the second year, 120,000
barrels; the third year, 60,000 barrels; the fourth year, 36,000
barrels; the fifth year, 20,000 barrels: the sixth year, 12,000 barrels;
the seventh year, 6,000 barrels; the eighth year, 3,000 barrels; the
ninth year, 2,000 barrels, and the tenth year, 1,000 barrels. Is that
correct? :

Mr. GREENIDGE. Yes, sir.

Senator Couzens. Is that your experience in actual practice, or is
that a hypothetical case? :

Mr. GREENIDGE. It is & hypothetical case.

Senator CouzeNs. And it does not follow the practice?

Mr. GREENIDGE. It does not follow exactly the sractiee, because
each well has a different curve, or each area has a different curve, I
should better say- ) : ‘

Senator Couzens. That is not a standard, then, of what might be
experienced ? :

Mr. GREENIDGE. You . could not call it a standard exactly, but
it is a good indicator. o .

Senator Ernst. Then, Eou change your figures in accordance
with the character of the oil well, do you not? .

Mr.. GREENIDGE. Oh, yes. For instance, in the Ranger field in
Texas the production the first year would be more nearly 90 per
cent, while with this well the production is approximately 48 per
cent in the first year. -

Senator Erxst. That is what I wanted to get.

ﬁ\ir. GREENIDGE. Some wells drop off much more rapidly than
others. . .

Senator Couzens. Now, in this particular hypothetical case which
you have presented, what is the credit for each of those years on a 5
per cent basis? -

Mr. GREENIDGE. The depletion unijt for this well will be approxi-
mately 90 cents. I do not suppose you are interested in the exact
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8. It was 90 cents per barrel. Now, in the first year, the :
depletion_that would be allowed to the taxpayer would be its pro-
duction that year, 240,000 barrels, multiplied by 90 cents.

Doctor ADAMS. What year are you referring to there?

Mr. GREENIDGE. The first year’s production. He would be allowed
$216,000 depletion. ' L
. Senator Couzens. Right at this point, in order thit we may get
it clearly in our minds, assume that you were using a 10 per cent
basis. at would be the depletion and credit for that year?

Mr. GreeNiGe. The depletion unit first wculd be 82 cents—I
am only carrying it to cents—and that would be 240,000 times 82,
or $196,800. = - R R
~ Senator CouzeENs. Against how much on the 5 pér cent basis?

Mr. GREENIDGE. $216,000. ,,

Senator Couzens. So that when the departnient fixes a percentage
basis of 5 per cent, the oil operator, the taxpayer, in the 5 per cent
case, would receive a depletion allowance of $216,000, and if you
insisted on 10 per cent he would receive a depletion credit of only
$196,000° ' )

Mr. GREENIDGE. Yes, sir.

- Senator Couzens. So that there is quite a large advantage to
have the department allow a 5 per cent basis, instead of a 10 per
cent basis; is not that correct? :

Mr. GREENIDGE. Other things being equal.

Doctor ApaMs. Your illustration applied to the first vear?

- Mr. GREeNIDGE. Yes. We were just talkirig about the first year.

The CrammAN. Well, would the same proportion of advantage
apg}z all the way through for the various years?

. GREENIDGE. Practically; yes, sir." - o '

The CuameMan. How 'do you determine whether to use the 5 per
cent basis or a 10 per cent basis? ' o

Mr. GREENIDGE. Depending on the circumstances surrounding the
valuation of the property, the amount of risk, and the various factors
that enter into the valuation. There are instances in which we do
not use any discount factor whatever. ' Where the tax;;ayer presents
a reasonable valuation, there is no discount factor applied. -~ A great
many taxpayers do not apply'a-discount factor at all. - -~

The CHairMAN. In the Gulf Oil Corporation case that you have
been talking about, you applied that factor? =~ -

Mr. GREENIDGE. Yes. ~

The CuairMaN., What was there peculiar in that case that caused
you to g)ply that basis and not to apply it in other cases?

- Mr, GREENIDGE. Their decline curves—I am speaking now from
what I have heard from engineers who worked on the case before
they left the department—were so conservatively constructed that
the 5 per cent or 10 per cent, or any other discount factor, was not
a material point in the case. ‘

Senator ErNsT. So that, after all, each case has to a greater or
less extent to stand on its own bottom?

Mr. GREENIDGE. It has to. The law so os‘})eciﬁes, Senator.

" Senator Ernst. That is what I understood.

Mr. GReeNIDGE. That is why I have prepared two sets of figures
showing the 1,000,000-barrel estimate and the 500,000-barrel esti-
mate, because the 1,000,000-barrel estimate shows a returnable cap-
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i ital sum of $903,000 and the 500,000-barrel estimate only shows a

cagietal return of $451,000, or just one-half. o ‘
nator Couzens. Is the {psy Oil Co. a subsidiary of the Gulf

Oil Corporation, do you know .

Mr. GREENIDGE. Yes, sir. 1 file this chart simply as illustrative.

The CHAIRMAN. Yes; surely. .

Mr. GreeNDGE, We purposely took no special case. ’

Doctor Avaus. Did you apply the & and 10 per cent factors to
these particular reserves in any year, particularly in 1916 and 19171?
. Mr. GrerNIDGE. In all years they were applied; yes, sir. :

Doctor Apams. Did you apply both, so that you could measure
the extent of the differencet L )

Mr. GREENIDGE. No; I have nct. You are referring now to the
Gulf Oil Corporation case? o

Doctor Apams. What difference would it make for 1916 and 1917
if a 10 per cent basis or the 5 per cent basis were used?

Mr. GREENIDGE. In 1916 it would have made an immaterial differ-
ence because of the 2 per cent tax. ' I _

The CuairMaN. Did the Gulf Oil Corporation have an amortiza-
tion claim? . . o ‘

Mr. GREENIDGE. Yes, sir. | L

The CHalRMAN. What became of that? e

Mr. GREENIDGE. That was disallowed. They made it as a claim,

but it was not substantiated by the data that the department calls

-

~ for to be submitted in connection with the allowance of such a claim.

That claim amounted to 81,198,590.89. } ‘ :
The CuairmMaN. Was there any portion of it that was allowed?
Mr. GREENIDGE. None of it. L
Mr. Nasn. May I ask Mr. Greenidge a question theret
The Cra1RMAN. Yes. o o ) :

m have been substantiated, in your

judgment, if the case had not been expedited ? .

Mr. GREENIDGE. Yes. I do not think my judgment needs to be
taken on that, either. It is a fact. "It could have been. .

Mr. Nasu. Well, if it could have been substantiated, why did they
not submit it? Was there anything said about it when they filed it?

.Mr. GREENIDGE. To my knowledge, I could not answer that, but

Ifurl\lderst,and it was in order to get the matter settled up and out

of the way.

Senm;ory Couzens. Before Mr. Mellon became the Secretary of the
Treasury ? o

Mr. GREENIDGE. Yes. :

The CuairMAN. Yes; that is what I understood.

Mr. Nasu. What relation did the amount of amortization bear to
tlllle dif‘x;erence that was made in that tax as a result of this depletion
charge? :

Mr. GREENIDGE. I would have to refer to that.

: Se;mtor Couzens. Have you the record of that amortization charge

ere , : :

Mr. GREENIDGE. Yes, sir. I have the total figure. I have not

the claim before me, but the total figure is $1,198,590.89.

Senator CouzeNns. You mean that is the amount of the allowance
claimed? :

Mr. GREENIDGE. Claimed.

-



Vi e

LI
i

852 INVESTIOATION bF BUREAT OF INTERNAL REVENUE

- Seriator Couziens. What effect wdiild that dllowsnce have had upori §

the tax had the amortization not been allowed? *

" Mr. GREENIDGE. It would have meant a matérial reduction. I

do not know according to what surtax brackets the Gulf Oil taxes

were finally figured, but I presumé they were high. ' I could not say -

ofthand what per cent. LT T

- Mr. Nasu. What I want to bring out i§ thié, and I will put my

.til:estlon in this' way: Would the amount recoverable, the amount

that could have been recovered,'had this ‘smortization’ been pressed,
been greater or less tlian the amount of credit that the company
received as a result of the deduction on the depletion of leaseholds?

Mr. GREENIDGE. To be conservative about it, I had better say it
would have been approximately the same, because the leasehold
degletlon was $1,690,000, and this is $1,198,000. S
- Senator CouzeNs. That only covers one year of the depletion.

Mr. GREENIDGE. Yes, sir. ' '

" Senator Couzens. There were two years allowed on depletion.
Mr. GREENIDGE. O, yes, sir; and there are subsequent years also.
Senator Couzens. So that it could not be said that the failure to

press the amortization charge offset the depletion credit?

- Mr. GREENIDGE. I could not say entirely or more or less.
Senator Couzens. I mean for over the two-year period, the two-

year period of allowance, your depletion credit on leaseholds was

milch more than the amortization claim for 1916.

' Mr. GREENIDGE. Yes. = = 0 '

Doctor Apaus. For what years would the amortization credit be
ap%llired?' o LT e A '

. GREENIDGE. In 1918,

Doctor ApAys. In 1918? : o

Mr. GREENIDGE. And subsequent years, ‘

- Senator Couzens. Is there anything else, Mr. Hartson, that we

asked you to get? ' o '

" Mr. HArTsoN. I do not recollect, Senator, that you asked for any- -

thing further about the Gulf matter. I have here a list of those things

about which you did inquire. o '

Senator Couzexs. Is there anything else that this witness can
testify tot ' o ' '

Mr. HartsoN. I think not.

Mr. GrReeNIDGE. Senator King asked that a problem be worked
out for him, and it is ready if the committee wishes it, or shall we
wait until the Senator is present?

The Crarrvan. What was the problem?

Mr. GREENIDGE. On a well that came in with 5,000 barrels per
day, he wanted to know what the taxes would be on it.

e CrairMaN. I think you might put that in the record, because
the Senator might not be here to-day.

Mr. GReeNIDGE. All right, sir. S

Here is another curve, Senators. You see how much more rapidl
the fall off of that well is. That is the average curve of the Santa Fe
Springs, Calif. You see how very rapid the fall off is.

Senator King asked that the initial production of the well be taken
at 5,000 barrels, and its first year's production would be 465,000 bar-
rels, approximately—not in excess of a million barrels, as the Senator
thougf:t. It has been worked out allowing 340,000 for drilling ex-
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pense and a thousand dollars.as the cgst of the property. It shows
the tax on that well, if the taxpayer had no other income, would have
been $25,744, or he would have paid approximately 30.8 per cent of
his net income in tax. - o Co : P S
He also asked that it be computed without depletion, which we
have done, and it shows that his tax would have been 45 per cent of the
net income, instead of 30.8 per cent.. : o _ ,
These papers will go into the record, as I understand it. -
(The statement showing the computation above referred to is as
follows:) L o . .
Computation of tax without benefit of depletion and assuming there is no
other income: S e -

Gross inCome.. . -« oo ool memmcieemeaneenn-- $308, 437. 50
Drilling and expense..... ..o ccariascacccaccuccemonncaan 40, 000. 60
" Taxable net income. .. ... e e e e " 163, 437. 50
Less exemption_ ... ... . ... _. Sleemcecnans S, 2,
Amount subject to normal tax: R
At B percent . ..o ccccieccancecm—a——a- .161, 437. 50
At 12 percent. . e lacmaacaas 4, 000. 00
- 187, 437. 50
. , . N . . . . , . ’ f——————————1
Tax for 1918_ . _ . cmcncanna. meceeccemamemdieanenan 240,00
. , S e 18, 892, 50
Surtax on $161,437.50. .. ... fmeesmacmcmsarescaeccvesmuamannan 55, 915. 00

Total 8K - oot L e 75, 047. 50
Percentage of net income paid in tax, 45.9. - I o

. Senator CouzeNns. I hardly think that that quite answers the tﬁes-
tion. that Senator King had in mind, because you point out that
under a certain statement of fact, the percentage of income he would
have paid would have been some 30 per cent and a fraction.

Mr. GREENIDGE. Yes, sir. ,
 Senator Couzens. And then, under another statement of fact,
it would have been 45 per cent ? .

Mr. GREENIDGE. Yes, sir.

Senator CovzenS. But that statement does not show the relation
of the income to the investment. In other words, he complained.

. as I recall it, that these depletion charges and credits are so large that

they leave an enormous profit as related to the investment.
. Mr. Greeninge. Well, we included the depletion charge, Senator,
in the first computation. Perhaps I do not understand your ques-
tion, Senator. , _
Senator Couzens. I mean, in the case that Senator King referred to,
the hypothetical case—— .
' Mr., GREENIDGE. Yes. '
Senator Couzens. Where there was $41,000 invested-——
Mr. GREENIDGE. Yes, sir. -
Senator CouzeNs. And this discovery was made, as you have stated,
of 5,000 barrels per day—-— : . . S
Mr. GREENIDGE. Yes, sir; 5,000 barrels per day. A
Se;mtor Couzexs. How much would his income have been that
years . SR . -‘
Mr. GREENIDGE. $203,437.50.
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~ Senator CouzeNns. So that in the first year he would have had a
500M|l)_er cent return_ on his investment of some $41,000. -
- Mr. GREENIDGE. Approximately; yes. : o )

Senator Couvzens. And in spite of that 500 per cent return on his
investment, he received a depletion credit of how much? K

Mr. GREENIDGE. $79,910. :

Senator Ccuzens. In other words, his depletion credit was twice
the amount of his investment ? : : o
~ Mr. GREENIDGE. A’g roximately; yes, sir. - . ‘

Senator Couzens. That is a judtifiable criticism, I think, of the
whole system of de;letion. There is an exact and definite case.

Doctor ApaMs. You mean the discovery depletion ? :

' The CrairmMAN. The discovery depletion. .

Senator Couzens. Yes; the discovery depletion. Coo

Mr. GREENIDGE. I am glad you covered them all. Both of these
figures are in here, both with and without depletion. ‘

Sen?ator Ernst. How would that work out in the course of 10
years S :

Mr. GreENinGe. His production in the second year would be only
150,000 barrels. o
- Senator ErNsT. What about the third year?

Mr. GreeNIDGE. It would be 68,000 barrels, and in the fourth year
37,000 barrels, and so on. This was pertty close to a typical well in
the Santa Fe Springs field, California. . We took their general curve
average. Senator King happened to mention that name in his dis-
cussion, and of course I thought of it, and I am sure this covers the
figures that his line of questioning seemed to bring out. .

Senator ErNsT. And there are a good many cases of that kind?

_Senator Couzenas. Oh, yes; and this is a: typical case that Senator
_ King is justifiably com’pimn'in of. ' This whole'system of depletion
credits on discoveries is ridiculous and absurd. © = -~ - -

Mr. Gaeenige. This also becomes a part of the record.

Doctor Apams. Mr. Greenidfe would it be practicable to illustrate
the rapid decline of this Gulf Oil Co.’s properties b%' cuives, and
comparing them with the general curves for the district o

. GREENIDGE. Yes, sir. : o

Doctor Apams. Do you want that in? a

Senater Couzens. What was that, Doctor Adams? )

Doctor Apams. I suggested that curves showing the decline of
the Gulf Oil Co.’s properties be compared with the average for the
same district, to show the more rapid decline of the Gulf Oil Co.’s
properties, ‘ C ' o '

Mr. GREENIDGE. Curves are shown in the new oil and gas manual.
Curves for all districts are there, published in book form.

Senator Couzens. I hardly think that is necessary, if it is already
available. ' L

Mr. GREENIDGE. Yes; it is obtainable there, .

Senator Ernst. Does that also show what the Government gets
from each of those each yeart S

Mr. GREENIDGE. Yes, sir; in taxes. S S,
.. Doctor Apams. I think Mr. Greenidge might be in a position to
give you, in reference to the oil industry, the ratios of the tax to the
gross income, etc. He might give you general figures, answering
the same question to which this particular illustration applied. -
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The CraiRMAN. What do you mean by that, Doctor? -

Doctor Apams. He might be able to show you for particular years
what percentage of gross income the oil industry pays in income and
excess profits taxes. . . CoL ;-

The CAIRMAN. Yes. o : . :

. Doctor Apaus. And what the depletion amounts to in reference
toit.. .. . . :

Mr. GREENIDGE. | am not sure that I have those figures with me,
but we may have. :

I think, Senator Couzens, I should mention to you the number of
dry holes that are drilled, in comparison to the producing wells.
That has no particular bearing on this case, I realize, but I have some
figures on that, . If you think it would be of any interest to you, I
will submit those figures in the various fields. ’ :

- Senator Couzens, I did not hear the beginning of your statement.

Mr. GReEENIDGE. I have some figures on the number of dry wells,
the percentage of dry wells that are drilled in the various fields in the
United States. If you think it would be of any interest to you, I
will be glad to submit them. - - : S :

Senator Couzens. What do you intend to demonstrate by them#

. Mr. GreeNiDGE. Nothing, other than the fact that although this
was a producing well, it would be.only one of so many dry wells. .
- Senator Couzens. It would .only demonstrate the two parallel
businesses, where one might succeed and the other might not.. . ..

Mr. GREENIDGE, Yes. Senator King asked some questions, and I,
of course, prepared these figures. ...~ ... - e
- Senator Couzens. -So far as I am concerned, I am not particularly
interested in them. I do not know about the other Senators of the
committee. - o A SRR .

The CuamrmaN. I do not thinkso. . - = - | o

Mr. GreeniDGE. All right, sir. -If Senator King wishes it at any
time, it is ready for him.. = - ... S S )
- The CuairMAN. Yes. If you should Jmt it in the record for him,
he would probably not reaci7 the record, and in addition he might
want to héarit. ~ : A :

Mr. GREENIDGE. Yes, S . o

Doctor-ApaMs. May I ask Mr. Greenidge this? It is relevant to
one point in his testimony, as to whether the 30-day period within
which valuation for discovery wells must be made is such that it is
zgally pl:aflt?icable to get the data to make a sound valuation within

at period ¢ . : o : , :

Mr. GREENIDGE. No; it is not. It is absolutely impossible.

Doctor Apams. In other words, that feature of the present law is
thoroughly impracticable? s

Mr. GREENIDGE. Absolutely. i : . .

Senator Couzens. When these valuations are fixed within the time
period just referred to by Doctor Adams, is the price of oil for that
particular year figured as the basis? o

Mr. GREENIDGE. At that date, it is used as the basis.

Senator Couzens. The date of .the discovery? _

Mr. GreENiDGE. The date of the discovery; yes, sir.

Senator Couzens. Then the price of oil may rise or fall, and yet
the depletion charge would not be affected? . = ,
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Mr. Greenmae. Yes, 'sir. Tt has a sort of balancing -effect. i If
the man who discovers oil at-$1 gets a-depletion charge of 50 cehts,
and the oil goes to $3.50, he still gets & depletion charge of 50 cents.
If the price of oil is at $3.50 when he discovers it, he gets!a-depletion
unit of $2, and if it goes to $1 he gets that. - .- . ... . -

Senator Couzens. In other words, he gets'twice as much depletion
charge as the oil is worth on the market? Can you not conceive of
:llltya'etter methiod of arriving at it than in such a ridiculous way as

a ! R . .

Mr. GreeNiDGE. To- attempt to use the average price of oil,
Senator Couzens, over a period of years, drifts us into a mass of
argument' with everyone who comes up with a tax case, as to the
price that you may use; and after a great deal of thought and dis-
cussion it was decided that the price at date of discovery should be
used, although it did injurg to 'some and granted others, perhaps, a
little more than they should have. In the long run it balances itself,
which is' what you would attémpt to do by an average price of oil,

enator CouzeNns. You spoke awhile ago of 90 men called in to

arrange the oil regulations. Is that correct? -

Mr. GreeNmGE. Yes; but I should have said they were called in
for all natural resources, timber; coal, metals—I ‘think for the entire
nutural resources industries, there were 90, and I am only speaking
from hearsay on that, but I do know that there were a large number,
because I have met 15 or 20 myself who were there.

Senator Couzens. Were there any ' recommendations made by
that board' as to a better method of simplifying the question of
depletion? A ! : 2 T
. . GREENIDGE. No, sir; their recommendations were made to
initiate, rather than to simplify or to modify. - They were here in
1918 or 1919. It was before my time, anyway.

.Doc?tor ApaMs. May I ask Mr. Greenidge another question about
prices - ‘ -

The CHAIRMAN. Yes, Doctor. - ) : L

Doctor Apams. In making valuation for discovery de?lepmn, you
use the &rice of oil prevailing in that district at the date of discovery?

Mr. GREENIDGE. Yes, sir. ' - ) :

Doctor ApaMs. Or within 30 days thereafter, which, or both?

h Mrl GREENIDGE. ‘'We generally take it at the date of discovery of

e oil. - :

Doctor Apams. Has that same thing been done with respect to
the March 1, 1913, valuations? o ‘

Mr. GREENIDGE. Yes, sir. = : '

Senator Couzens. You have not been able to determine whether
or not any other companies were required to fix it at the 5 per cent
basis, have you? - : :

Mr. GREeENIDGE. No, sir. I did state, however, that some com-
panies did not use an%.v '

Senator Couzens. Why was that? . .

Mr. GREENIDGE. Because their valuations, as set up, disregarding
any discount - factor, were so reasonable, or so nearly within the
limits of reasonableness that a discount factor became an unim-
portant phase. In fact, as I testified at'a previous hearing, I per-
sonally would not introduce the discount factor. I think, as a matter
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of act.'the present worth applies more closely to banking and tangible
convertible collateral, than it does to an intangible thing like oil.
However, that is personal opinion. - -~ s

Senator CouzeNs. Have you had any case paralleling the case of
the Gulf Oil Corporation depletion, in regard to the depletion of coal
or other minerals? ' » % '

Mr. GREENIDGE. No, sir.  You see, coal is more easily measurable,
and values of coal lands are muech more easily determinable, because
they are bought and sold by the acre, and records are easily accessible
in the courthouses, or from the taxpayer’s records. - - ' '

Senator 'CouzeEns. When a coal company leases the property and
takes a royalty of 10 cents a ton or 50 cents a ton, or whatever the
case might be, do you divide the depletion credits between the lessor
and the lessee in that case? »

Mr. GREENIDGE. Oh, yes. The operator gets a certain proportion
for depletion, and the lessor also. '

Senator Couzens. Do you have the basis of the cost per ton?

Mr. GREENIDGE. Yes.

Senator Couzens. At the time it was sold?

Mr. GReENIDGE. Yes, sir. : -

Senator Couzens. And you fix the cost of the coal at the time of
tl?o _(lli?scovery, just the same as you do at the date of the discovery
of oi : :

Mr. GrReENIDGE. Pardon me, but discovery is not allowable, and
has never heen allowable in coal, because the coal fields have been
treated as being known by our geological bulletins or by other pub-
lications, such as the Bureau of Mines, so that the discovery factor
does not a}g&y to coal. :

Senator Couzexs. Does it apply to any other minerals?

Mr. GREENIDGE. Yes, sir; it does to copper, zinc, lead, mercury,
ete. It does not, however, apply to timber, which is another natural
resource on which depletion is allowed.

Senator Couvzens. Would it apply to iron ore?

Mr. GREENIDGE. Yes, sir.

Senator Couzexs. Do you have the same depletion in arriving at
depletion charges in those cases as you have in the case of oil?

Mr. GREENIDGE. No, sir; I can not say that we have.

Senator CouzEns. No such controversies ever existed or do now
with respect to these minerals as they do with respect to oil?

Mr. GREENIDGE. Not as great controversies, I should say; no.

Senator Couzens. Have you formulated in your mind any plan of
arriving at discovery depletions which might be better enacted into
law than the plan which now exists? :

Mr. GREENIDGE. I have (Fiven a great deal of thought to the sub-
{')ect‘, and have my mind made up definitely on some of the phases of it,

ut not on all. .

Senator CouzeEns. Your office does not agree, does it, with the
recommendations that are now before the Finance Committee of the
%Ienateé or perhaps, rather, in the revenue bill sent over from che

ouse ' L

Mr. GREENIDGE. I could not answer that question yes or no,
Senator, because it would be criticizing what a superior officer had
done, and I would rather ask to be excused from answering that, if
you would permit me. .
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Senator Couvzens.. Well, the inference, of course, that we get from
that is that you are not in accord with it..

Mr. GREENIDGE. As I stated before, on the 30-day principle, the
valuation at date of discovery or 30 days thereafter—
 Senator CouzeNns. And you are not all agreed on the blanket
allowance of a maximum of 50 l|))ee;r cent return

- Mr. GREENIDGE. I have not been called upon to express an opinion
on that by the department.

Senator Couzens. And you would rather not do it here?

- Mr. GReENIDGE. I would prefer that your question be withdrawn,
Senator, if l;gou will please do so. :

Senator KrNsT. Expunge that from the record. You do not think
that you men are not allowed to have an opinion on those proposi-
tions, do you?

. Mr. GREENIDGE. O, yes; we are allowed to have them all right.

The CHATRMAN. And to express them, I mean.

Mr. HarTsoN. 1 am very sure that the Secretary would have no
objection to Mr. Greenidge expressing his own opinion.

he CHAIRMAN. Certainly not. Because the Secretary or the
bureau formulates the policy that should be followed, that does not
mean:that you are to have no opinion of your own about the proposi-
tion, as to whether it is a right or a wrong policy. Otherwise, we
never would be able to get any expert opinion from anybody inside
the Treasury, and that is what we are trying to get now.

: Mr. GREENIDGE. I have not been instructed along those lines.
Remember, I am not objecting to it. I am quite willing to do it,
but, as a matter of ethics, I have refrained from answering the
uestion, because this policy has been laid down by a superior officer.
owever, on the advice of counsel of the department, that I should
progress. I will do so without hesitancy.

Senator Couzens. The point is that the Finance Committee and
other members of the Senate are not all going to agree upon the
section in the revenue act as it came from the House, in dealing with
this matter, and I thought you might have some expert advice to
ive us as to what others thought than these who were successful in
aving it put in the act. : : '

Mr. GREENIDGE. Yes, sir. I am at your service, gentlemen, as
far as I ain permitted to be. I am very anxious to do everything
I can, because I believe in simplification and [n‘acticability, if possible.

Senator Couzens. Tell us how vou would proceed to deal with
this thing, if you were the chief?
~ Mr. GREENIDGE. First of all, I would eliminate the 30-day clause,
the date of discovery, or within 30 days thereafter. The minimum
thet I should possibly take would be 72 days, and preferably a year.
I mention 72 days because if a man brought in a well at the end of
a year he would have January, February, and half of March to figure

is possible output of the well before the filing of his tax return for
that year. That is why I place that limit, but that is the minimum,
that should be considered.

Doctor ApaMs. May I ask Mr. Greenidge this question, because
I am interested in this: With respect to the division of the discovery
depletion between the lessor and the lessee, Mr. Greenidge, do you
think that a lessor, under ordinary circumstances, has any real
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claim for a part of this discovery depreciation, or, from the standpoint
of equity, does it actually belong to the lessee, the real discoverer?
r. GREENIDGE, Yes. My ideas on that, Doctor Adams, are
very decided. '
octor ApaMs. In other words, that the lessee is really entitled to
it, and the lessor, being the passive agent, is not entitled to it; is
that correct? .

Mr. GREENIDGE. Yes; ‘I fully agree with you. The lessee is
entitled to practically all of it, in my opinion. -

Dogctor Apams. Will you call the attention of the committee to
the very difficult problem that exists in the present statute? For
instance, the statute now gives this discovery de({)let,ion only in case
the taxpayer is the discoverer, has made the iscovers', and yet,
for reasons, the ‘department divides the discovery depreciation
between the lessor and lessee. : S

Senator Couzens. The statute requires it.

. Mr. GREENIDGE, Yes. :

Doctor Apams. Well, the statute does both things. The statute
says that discovery depletion shall be granted only in case the dis-
covel&y has been made by the taxpayer. Apparently, therefore, the
benefit of discovery depletion should go only to the discoverer, and
vet there is another provision of the statute, as you say, which says
that this allowance s]‘l)all be equitably divided between the lessor and
the lessee. My question is, is it possible to amend the statute in a
way that would simplify thet situation? '

Mr. GREENIDGE. }; am quite sure that that should be done, in my
opinion. Let us take an instance like this: QOil is discovered, and the
market price of it is $1. The lessee gets by with a depletion unit of
25 cents,’and it is quite possible for the lessor to get by with a deple-
tion unit of 75 cents. The lessor has not expended one penny in
money or one hour in energy to discover it. Nevertheless, he is
allowed it in a greater amount. Of course, he does not got as great
an a_nimmt of income, but he takes no risk: that is, the lessor takes
no risk. - S «

Doctor Apaws. Mr. Greenidge, with respect to that 30-day pro-
vivion and with respect to the division between lessor and lessee, does
the revenue bill as it passed the House make any change in the ex-
isting law ¢ ‘ o

Mr. GREENIDGE. I think not. From what I have seen of it, I
should say no. '

Doctor Apams. One further question. Is it not highly desirable,
from a practical standpoint, to avoid valuation, if poessible, or to the
extent possible? '

Mr. GrReeNIDGE. No; not to the extent possible, but to the extent
pﬁ'acticuble. ‘“Possible” is a little too great a limit to intreduce
there. '

Doctor Apays. Other things being equal, then, any depletion pro-

' vision which satisfied the requirements of equity and sound ic
(“l quity Y

and avoided veluation would be far superior to one that included
the necessity for valuation, would it not '

Mr. GReeNIDGE. I should say so, sir. Wherever you can avoid
taking another step in a procedure necessary for tax collection, I
should say it would be a good thing. ' '
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~ ‘Doctor Apams. From your investigations of the subject are you
convinced that a depletion discovery based on gross income, thus
avoiding the necessity for a valuation, could be devised which would
do everything that the Im'esent» statutory provisions do? -

Mr. GreeNipgE. 1t has been along those lines that I huve been
thinking for a long time and have not had time to get enough figures
together on that subject to answer it directly yes or no, but it is my
opinion that that is & proper line to pursue.

Doctor Apams, The present statutory provision for discovery de-
pletion permits a discovery to be made and the benefit of this discov-
ery valuation to be taken 3' the man who drills a well, even 100 yards
from another well, provided the field was not proven when he bought,
does it not?

Mr. GREENIDGE. It does.

Doctor Apaums. In short, - {setting wells are treated, in many in-
stances as discovery wells, are they not?

Mr. GREENIDGE. They have to be under the statute.

Doctor Apams. Is that regarded by the experts on this subject as
a fair and reasonable carrying out of the intent of the statute—and,
bﬁr the way, let me say that, so far as 1 know, you are interpreting
the statute correctly.

Mr. GREENIDGE. Yes.

Doctor ApaMs. But it is a (}uetion of whether the main purpose
of the statute at that point is logically carried out.

Mr. GREeNIDGE. That is the place where the discovery clause of
the revenue act is abused; that is, in my opinion.

Senator Couzens. Mr. Hartson, who 1s here, knows most about the
Gulf Oil Corporation case?

Mr. HartsoN. Do you mean the auditors who have actually been
working on the figures, or the history of the case?

Senator Couzens. Yes; the auditor who has been over the figures.

Mr. HarrsonN. Mr. Mattson. )

Senator Couzens. If you are through with Mr. Greenidge, I would
like to have Mr. Mattson called to the stand.

Mr. Nasu. I would like to submit an exhibit here, before Mr.
Greenidge leaves the stand, which shows the amount of tax paid by
the Gulf Oil Corporation, with the depletion deduction, and com-
Futed without the depletion deduction. For 1916 it makes a dif-

erence in the tax of about $32,000, and for 1917 it makes a differ-
ence in the tax of $817,000, or a total of $849,000.

I want to ask Mr. Greenidge again if, in his opinion, had that
amortization claim been pressed it would have resulted in a refund
of more than $849,000?

Senator Couzens. I do not think that matter is relevant. You
are bringing in something entirely outside the question. The ques-
tion is not what might have happened. The question is not what
was waived to get under the gateway before Mr. Mellon came in, but
what was allowed and what actually happened. '

Senator Ernst. Senator Couzens, I would like to know, because
a good deal has been said about the Gulf Oil Co. here, and I think it
shows that the Gulf Oil Co. has acted in a rather fine way, rather than
in a way which would make it open to any sort of attack. There was
a claim they could have pressed, and I would like to know: just the

answer to this question.
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. Senator Couzens. I want to say right here, Mr. Senator, that no
one on this committee has made any charges against the Gulf Oil
Corporation. o, A

S(;anator ErnsT. They were being made on the floor of the Senate
to-day. : o = ‘ S

Senator Couzins. That has nothing to do with the proceedings of
this committee.

Senator ErnsT. Yes; because every time the Gulf Oil Corporation
has been mentioned you have asked questions about it.

Senator Couzens. I want to say right here that I shall object to
this, because it is not a part of the record. : ,

Senator ErnsT. You can object to it, but I have a right to have it
in, and I am going to ask the question.

Senator CouzENs. You may have it in, but I am going to object to
it, because it is not relevant to this case. S

Senator ERNsT. You are undoubtedly right in making your objec-
tion, but I wunt the question answered.

Senator CouzeNns. But it can not be answered because they have
got the figures, and I object to the answer, because he has not the

ures. .

gSenator Ernst. Have you not the figures here?

Mr. GREENIDGE. Not exact figures to show what the offset would
be, but if it does not equal that, it very nearly does.

Senator ErNsT. Then, give it as nearly approximate as you can.

Mr. GREENIDGE. That additionaldeduction would have thrown it
in the 80 per cent bracket, which would be approximately $960,000.
I am giving those figures in round numbers, Senator.

Senator Couzens. Less tax, you mean?

Mr. GREENIDGE. Yes, sir.

Senator Couzens. That would have been paid?

Mr. GREENIDGE. Yes; less tax, that would have been paid.

Mr. Nasi. The point to bring out is that the amountr ecoverable,
or that could have heen recovered by pressing that amortization claim,
would have heen greater than the amount by which the tax was de-
creased for 1916 and 1917 as a result of the use as a deduction the
depletion of leaseholds.

r. GREENIDGE. Yes: approximately.

Senator Couzkns. [ want to point out, of course, that we have
no evidence that the amortization claim was justified, and no report
has been made that it would have been allowed had it been pushed.
I want to say further that this information is not relevant to the

" question of depletion of oil wells. There is a great difference between
the depletion of il wells, and they are not comparable at all.

Senator Ernst. But still that shows the s&im of the Gulf Oil Co.
to have everything cleaned up before Mr. Mellon came in. There
has been so much talk about Y\im, and I am very glad to have that
in this record. . )

Senator Couzens. The Gulf Qil Corporation is not under investi-
gation. The Bureau of Internal Revenue is under investigation.

Senator Erxst. The Gulf Oil Corporation is net under investi-
gation, but, at the same time, it is made to look as though the com-
pany were trying to get the best of the Government. .

Senator Couzens. This happened during the previous adminis-
tration, and no charge has beon made against the Gulf Oil Corpo-
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ration. The whole question is as to why the bureau might allow -

depletion credit in certain cases and not in other cases. - -
nator ErNsT. Yes; byt every time Secretary Mellon’s name is

mentioned there is a very keen desire to find cut all about it.

Senator Couzens. I do not know whether you were here or not
tvyhen Mr. Mellon volunterred this information. Nobody asked

or it. ' .
- Senator ErnsT. But when we can find out any fact which shows
that the company in which he was interested has acted in any way
in an effort to defraud the Government, I want that also shown.

. Senator Couzens. You are assuming, then, that they attempted
to defraud the Government? - :

Senator ERNST. No; I think I have heard enough said about that
company to know that it has not many friends where it ought to
have them.

Senator Couzens. Well, I am glad te see that you are among the
friends of the interests. : ’

‘Senator Ernst. I certainly am.
Mr. GReENIDGE. Before leaving the stand, if I may be permitted
~ to state it, there were two other large allowances made for depletion
on lessee value prior to the promulgation of Treasury Decision 3386.
In one instance it was close to $2,000,000 to one concern.

The CuairmMaN. Which concern is that? :

Mr. GreENIDGE. I do not think, Senator, that I properly——

The CuarrMaN. All right. -~ '

Senator Couzens. I do not think that kind of evidence, Mr.
Chairman, has anything to do with the case. We can not try this
case on that kind of evidence, because we have no way to prove it.
They are reading from the record figures that have nothing to do
with the case at all. They are being put into the case, and we can
not find anything about them, and they do not offer any testimony
about them. - ' “ ' '

The CaairmMaN. I think the mere statement that some other
company was treited in the same way would not be applicable here.

Senator Erxst. I do not think that that does the slightest bit of
harm, Mr. Chairman. : - o

The CuairmMaN. We are talking about oil companies, and unless
it ‘was to make a comparison of this oil company with other oil
companics, it would not be particularly advantageous, but if it be
with regard to any oil company, I would have no objection to his
making the statement: '

Mr. GREeENIDGE. And the other one thing that I think I should
call to the attention of the committee before I am excused from the
stand is the fact that during the past year the average production
of all the oil wells in the United States was 5.7 barrels per well per
dag. Senator King asked a question that led up to that request.

enator ErNsT. I know some wells that have brought down that
average. b B « :

Doctor Apams. The witness has given the names of about twenty
companics that have received this lessee depletion. He now says
that e has the names of two other companies. Does the committee
want the names of those two other companies? ‘

Mr. GREENIDGE. That was omitted.

The CuairMan. Yes. What are they? -

Nis
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 Mr. GreeNiDGE. The other companies are the Southern Pacific
Qil Co. of California , ‘ .
~The CHatrMAN. Is that an oil company? .

Mr. GReeNIDGE. Yes; and the Associated Oil Co. Neither of
those cases was closed, although the allowance was made prior to the
promulgation of the Treasury decision. ~

Senator Couzens. What year did that accrue?

i Mlll' l(}nnmgmcn. In 1916 or 1917. I have those figures, 19 per cent
oles. '
b lhg Cuairman. Of all of the wells drilled 19 per cent were dry
oles A

Mr. GREENIDGE. Yes, sir.

The CrAIRMAN. Covering what period of time$

Mr. GREENIDGE. Ten years, I am told.

_ The CuairMaN. Do you know how many wells have been drilled
in the United States in 10 years?

Mr. GREENIDGE. . Yes.

The CrarrMAN. How many?

Mr. GREENIDGE. I can not tell you offhand.

The CrarrMaN. Have you a record of all of them?

. Mr. GREENIDGE. Oh, yes—240,589.

Senator ErNsT. For how long a period does that cover?

Mr. GReENIDGE. From 1910 to 1920.

The CuarrMaN. Nineteen per cent dry?

Mr. GREENIDGE. Yes, sir. - )

- The CuAIRMAN. And those wells are producing an average of 5.7
barrels a day?

Mr. GREENIDGE. An average of 5.7 barrels per day. That has
been increased very materially through flush production of the Cali-
fornia field and the Powell field of Texas. In the years prior thereto
it probably ran down below 4 per cent. I know it ran below 4 per
cent. I will submit these statements for the record at this point.

(The statements referred to are as follows:)

Estimated ultimate recovery, 500,000 barrels oil,

Market price of oil at date of estimate_ . _____ .. . .. ...... $1. 25
Drilling, pumping, overhéad, and all other cost_ . .. ... ... _.__._._. .20
Net value of 0fl .« . .o i iamceccnanas 1. 00
Pgezent worth computed at 5 per cent compound discount for deferred
receipts.

First year's production, 240, 000 barrels X $1 X$0.9524_. .. _. e--.- $228, 576
Second year’s production, 120, 000 barrels X$1X$0.9070.. ... ..... 108, 840
Third year’s production, 60, 000 barrels X$1 X$0.8638......._.. 51, 828
Fourth year’s production, 36, 000 barrels X $1 X$0.8227_____.___... 29, 617
Fifth yeéar’s production, 20, 000 barrels X$1 X$0.7835._ .. .. .___ 15, 670
Sixth year’s production, 12, 000 harrels X$1 X $0.7462.. .. - 8, 954
Seventh year’s production, 6, 000 barrels XX$1 X$0.7107.__. - 4, 264
Eighth year's production, 3, 000 barrels X 51 X$0.6768...__...... 2, 030

Ninth year’s production, 2, 0C0 barrels X$1X$0.6446___ ... ... 1,289 -
Tenth year’s production, 1. ¢4, barrels X$1X$06139.__ ... . 614
50, 000 1 451, 682

Composite discount factor, 9.66 per cent.

1 Present worth of 500,000 barrels at date of estimate.
92019—24—p1 2——10
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. Present worth of same number of harrels of oil of same net value per barrel
computed at 10 per cent compound discount for deferred receipts: :

First year's production, 240, 000 barrels X 81 X$0.9001 . . ..o ‘ $218, 184

Second year’s production, 120, 000 barrels X$1 X$0.8264._._........ 99, 168
Third year’s production, 60, 000 barrels X$1 X$0.7518__... ... .__. 45,078
Fourth year's production, 36, 000 barrels X$1 X$0.6830.._........_ 24, 588
Fifth year’s production, 20, 000 barrels X$1 X$0.6200. ... .. ____. 12, 418
Sixth year's production, . 12, 000 barrels X$1 X$0.5645..... . mecmena 6, 774
Seventh year's production, 6, 000 barrels X$1X$0.5132...._._..... 3 079
Eighth year’s production, 3, 000 barrels X$1X$0.4665. ... _._.._.. 1, 400
. Ninth year's production, 2, 000 barrels X$1 X$0.4241. . ... __.. 848
Tenth vear's production, 1, 000 barrels X$1 X$0.3855. . ... ... ... 386
500, 000 1411, 919

Composite factor, 17.6 per cent.
Estimated ultimate recovery, 1,000,000 barrels oil, - _ Per barrel.
Market price of oil at date of estimate..._... crmnmcacecaae vecaneen-a $1.25
Drilling, pumping, overhead, and all other costs.___.__._.. meacmmanan- .25
Netvalue of ol . aiaaaoa eesmmmemanaa 1. 00
Present worth computed at 5 per cent compound discount for deferred receipts:
First vear's production 480, 000 barrels X$1X$0.9524. .. ___._... $457, 152
Second year’s production 240, 000 barrels X$1X$0.9070._..._.__. 217, 680
Third year’s production 120, 000 barrels X$1 X$0.8638.._....__. 103, 656
Fourth year’s production 72, 000 barrels X$1X8$0.8227. . .._.._. 59, 234
Fifth year’s production 40, 000 barrels X $1 X$0.7835. ......... 31, 340
Sixth year’s production 24, 000 barrels X$1X80.7462____...... 17, 909
Seventh year’s production - 12, 000 barrels X$1 X$0.7107__ .. __..__ 8, 528
Eighth year's production 6, 000 barrels X81 X$0.6768_._.___ ... 4, 061
Ninth year's production . - 4, 000 barrels X$1X$0.6446_ . __._..._ 2, 578
Tenth year's production 2, 000 barrels X$1 X$0.6139. ... ... _. 1,228

1, 000, 000 - . 2903, 366

‘Composite factor (discount), 9.66 per cent. :
Present worth of same number of barrels of oil of same net value per barrels
computed at 10 per cent compound discount for deferred receipts.

First year’s production 480,000 barrels X$1 X$0.9091 . __....... $436, 368
Second year's production 240,000 barrels X$1 X$0.8264_ . ... ___._. 198, 336
'Third year’s production 120,000 barrels X$1 X$0.75613__ ... ___... 90, 156
Fourth year’s production 72,000 barrels X$1 X$0.6830__._._._._.__ 49, 176
Fifth year’s production 40,000 barrels X $1 X$0.6209_ . . ____._____ 24, 836
Sixth year's production 24,000 barrels X$1 X$0.5645. . ... ... .__ 13, 548
Seventh year’s production 12,000 barrels X$1X$0.5132____._..___.__ 6, 168
Eighth year’s production 6,000 barrets X$1 X$0,4665. . ... ____.. 2, 799
Ninth year’s production 4,000 barrels X$1X$0.4241__ .. ______. 1, 696
Tenth year's produetion 2,000 barrels X$1 X80.3855. . . ... __..__ 771

1, 000, 000 2 893, 844
Composite discount factor, 17.6 per cent.
Senator Couzens. I would like to have the auditor that you
referred to come on the stand now.

The CuAIRMAN. Just as you want, Senator.
Senator Couzens. Will you swear the witness?

1 Present worth of 500,000 barrels at date of estimate.
3 Prosent worth of 1,000,000 barrels at date of estimate,
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TESTIMONY OF MR, CHARLES J. MATTSON; AUDITOR BUREAU

" OF INTERNAL REVENUE.

~ (The witness was sworn by the chairman.) c
- The Caamrman. State your full name for the record.
. Mr. MaTtTsoN. Charles J. Mattson. 4 a

The CHAIRMAN. You are employed in the Internal Revenue
Bureau? - . . , ‘ .

Mr. MarTsoN. Yes, sir, o

The CaairMAN. What branch of the service?

Mr. Marrson. Auditor. L
. The CuairvMaN. How long have you been so employed?

Mr. MaTTsoN. Since 1919. :

The Cuammman. Have you been in the bureau since 19197 Were
vou in before that time? :

Mr. MaTTtsoN. No.

The CuairMAaN. You have been auditor, then, since you entered
the service? ' :

Mr. Marrson. Yes, sir. :

The CHARMAN. Very well, Senator Couzers.

Senator Couzexs., Have you audited the accounts of the Gulf Qil
Corporation? ‘

Mr. MarTsoN. No, sir; I was just called in to prepare this one
phase of it.

Mr. HarrsoN. Senator, as to auditing the accounts of the Gulf
Oil Corporation, I am inclined to believe that there is nobody in the
service now who, at that time, in the year 1921, audited those books.
I think those auditors have all gone. That is subject to verification,
but that is my present understanding, that all of the auditors who
checked over the schedules submitted by the taxpayer, have since
left the service.

Senator Couzens. What have you reference to that Mr. Mattson
could testify about?

Mr. HarTson. Mr. Mattson is the auditor who has assisted Mr.
Greenidge, in computing these schedules and these depletion allow-
ances which the Senator asked for on Thursdey afternoon.

Senator Couzens. You do not know anything personally about
these records that have been presented here as the complete records
of the Gulf Oil Corporation, do you? .

Mr. MarTson. I have not ‘verified the records. I merely made
the computations as to what would be the result' by the allowance
and by the disallowance of certain depletion an the percentages.

Senator Couzens. Have you gone over these ¢i«ords that we have
now lere in our possession?

Mr. MarTson. Not all of them. That would he impossible in
such a short time. It was just taken from the assessment letter and
the income and the taxes shown; applying the depletion to the various
operating companies; reducing that back; recomputing the tax;
and determining what difference there was in percentaﬁe. .

Senator Couzens. In doing so, did you go over the original re-
turns made by the Gulf Oil Corporation and also the amended
returns?{ . ‘

Mr. Marrson. I did not verif{ any differences between those,
because the case was closed on the basis of the amended returns.
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‘Senator Couzens, I'would like to ask 'Mr. Hartson if there is any-
bedy in the bureau that knows, from an examination of these records,
what the differenco was in taxes as between the original returns and
the amended returns¢ ' ' '

Mr. Hartson, That can very easily be obtained, Senator, ‘and I
think it m;%lllt o:gpedite the production of the information which the
Senator wishes, if he would state just exactly what is required, so
that, without having a man go through the whole records, with no
definite point in mind, we can direct him to some specific line. Now,
Mr. Mattson can do that very easily. '

Senator Couzens. 1 will propound the question and see if you
understand it. I would like to have submitted to this committee
the difference between the original returns of the Gulf Oil Corpora-
tion and the amended returns, with respect to the items of amortiza-
tion, depletion and other credits, and the difference between the total
taxes, b! each year, as shown on the original returns and on the
amended returns. Do you .E:t that, Mr. Mattson?

Mr. MarrsoN. I do. “And other credits” is rather indefinite.
Thai(;li %bout covers the whole question. 1t would mean a complete
reaudit,.

Senator Couzens. Other relevant credits. What other credits
are there that might be taken than those I have enumerated?

Mr. Marrson. There might be any number of adjustments in the
:.udlt of the books that would have no reference whatever to deple-
ion. :

Senator Couzens. Oh, I understand that. We are not only check-
ing the question of depletion. That question of depletion was an
after thought. It was a matter of development. When the case was
brought befere the committee it was on the question of a difference
in returns as originally made and the amended returns, which brought
a refund of $3,600,000. Is not that correct?

Mr. HArTsON. As the Senator will recollect, Mr. Ernst testified
that it was brought about by the allowance in the years 1918 and 1919,
gursuant to the law on this discovery depletion, axyd which had not

een sufficiently taken care of by the taxpayer at the time he made
his original return. o )

Senator Couzens. Well, if you will point that out, that will cover
it, as far as I am concerned. .

Mr. HarrsoN. The Senator will recollect, too, Mr. Ernst’s testi-
mony in regard to the practice of the company, the Gulf Oil Corpora-
tion, apparently was, and the only fault was that in keeping their
books, as well as in making their return, there was a single account,
against which was charged in prosperous years these allowances for
depreciation and depletion, and I think Mr. Ernst put also amortiza-
tion in that. It was a sort of arbitrary charge-off, according to the
conservative manner in which the company was managed at that
time, and we had to go back and reconstruct the books, open new
accounts, and get basic values as of the date of organization on March
1 of the company. - '

Senator Couzens. I recall Mr. Ernst’s testimony to that effect.

Mr. HarTsoN. So it is in the light of that that this evidence will
{:av.e to be produced. The original returns were prepared on that -

asis. ‘ :
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questions. v : . ,.
The CHAIRMAN. Do you want to have this incorporated in the
record, as best it can be? o
Senator Couzens. I think so. _ :
‘The CrairMaN. Do you want to offer any supplemental remarks
concerning it ¢
Mr. MarrsoN. I have nothing to offer. The statement speaks
for itself, unless there are some questions about it.
The CAlRMAN. Do you want to ask him any questions, Doctor?
Doctor Apams. I just want to ask him in regard to one figure.
I think that is the 1916 tax, and you had betier put it in. '
Mr. MaTrsoN. Yes, sir; that is the 1916 tax.
(The statement referred to is as follows:)

Senator Couzens. I do not want to ask Mr. Mattson any further
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Mr. HarTsoN. You asked for the returns of the Gulf Oil Cor-
Koratlon for subsequent years, 1920, 1921, and 1922. Those are
ore if the Senator wishes them now. o
Senator Couzens. Were they accepted in the original form, or
were they amended ? ‘ :
Mr. Hartson. I think they are now in process of auditing. I do
not know that there have been any amended returns for them.
Senator Couzens. You might show us what you have here.
Mr. HarrsoN. Yes; they are the returns for 1920, 1921, and 1922.
The 1923 return, of course, is not available as yet. ’
Senator CouzeEns. I would like to ask Mr. Hartson a question
or two.’ :

STATEMENT OF MRB. N. T. HARTSON, SOLICITOR INTERNAL
REVENUE BUREAU—Resumed

Senator Couzens. In this letter, Mr. Hartson, that_you presented
to the committee, from the Secretary of the Treasury, dated March
25, the Secretary wrote, as I understand the letter, to the effect
that it was from newspaper stories and not from anything that was
requested by this committee. Is that your understanding of it?

r. HARTSON. I was not present at the time that that was pre-
pared, and never heard of the letter, nor knew of its contents, until
it was read here to the committee, Senator Couzens. You will
recollact that the day before that letter was produced, I told the
committee that I thought the Secretary would have no objection at
all to presenting the records in the Gulf Oil case, and upon returning
to the Treasury I so informed the Secretary that I had told the
committee to that effect.

The next day that letter came out. Now, I do not know what
the letter does say in regard to newspaper reports.

Senator Couzens. I will just read it to you.

The CHAIRMAN. Was that letter addressed to you, Senator?

Senator Couzens. No; it was addressed to you. It was turned in
here at the hearing.

The CuAIrMAN. Yes; that is right. - I remember it now. Was it
incorporated in the record?

Senator CouzENs. Yes.

In the hearing before your committee yesterday what purported to be a copy
of a memorandum delivered by an ex-employee to a member of your committee
was introduced and has been made the basis for headlines in the newspapers
which might lead the public to belicve I had sought to influence the Bureau of
Internal Revenue in its consideration of the tax liability of certain companies
in which I am interested as a stockholder. As I have already stated, 1 have
never interfered in any way with the Bureau of Internal Revenue in any tax
matter, Jeast of all would I do so in cases in which it might be charged that I
was personally concerned. I feel, hot'ever, that it is due to me and to the com-
panies involved that your committee make an immediate investigation in order
that you may throughly satisfy yourself and the public whether or not these
companies have received any favors from the Government.

You will see that he refers to the companies in which he is a stock-
holder.

Then the letter goes on and says:

Three companies which have been mentipned are the Gulf Refining Co. and
its subsidiaries, the Standard Steel Car Co., and the Aluminum Co. of America.
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Each of these companies has advised' the Commissioner of Internal Revenue
that it waives its right to privacy under the statute. | Lo

At that ﬁoint, I would like to ask you if you have any copy of the
waiver of that notice? S ‘

Mr. HarrsoN. I have none. I am informed by Mr. Greenidge
that these companies have submitted proper waivers, executed by
their duly empowered ofiicers. I did not know that personally.

Senator Couzens. Do you know of any other companies in which
the Secretary is interested besides those three? : ¥

Mr. HarTsoN. I do not know the Secretary’s companies.

Senator CouzeNs. In view of the suggestion of tl‘l)e Secretary that
the companies that he is interested in be investigated, would you
mind asking the Secretary to submit a list of all the corporations and
companies that he is interested in?

r. HarTsoN. I will be very glad to.

Senator Couzens. I think that will probably be more convenient
tkan to subpcena the Secretary to produce his records.

Mr. HarTsoN. Yes, sir; I shall be glad to do that.

Senator Couzens. I would like to have you bring down here a
list of the companies, including the one that is in trust in the Union
Trust Co. of Pittsburgh, namely, the Overholt Distillery Co.

Sendtor ErnNsT. Mr. Senator, in view of your remarks a little
while ago, what will the summoning of those companies have to do
with getting at any constructive methods to better conduct this
bureau? Why take his companies rather than some other companies?

Senator CouzeENns. The Secretary suggested it.

Senator ERNsT. I know, but you seem eager to have those compa-
nies. Why not suggest some others?

Senator Couzens. I will be delighted to do so, if they will waive
their statutory rights. .

Mr. Nasa. Mr. Chairman, I have some replies from companies
whose names have been mentioned by some of the witnesses, who
have indicated that they will waive their rights also.

Senator Couzens. Will you enumerate those companies to the
committee, please. :

Senator ErRNsT. The point I am trying to get at is this: Can you
find out how these results are arrived at from figures, without naming
the companies, in order that we may find out just what you ave
endeavoring to ascertain? Why is it necessary to go into the par-
ticulars of each of these companies when these gentlemen have all
of the books and figures, and can tell you just the manner in which
they arrived at their results? Why should we hunt up some par-
ticular company, rather than take these facts that these gentlemen
can give us and then form our opinions from them?

Senator Couzens. But we will have no concrete case. '

Senator ErNsT. They have given you all of the concrete cases you
want, without the names of the companies. )

Senator Couzens. Well, we will have no opportunity of checking
the figures to see how it is done, if you do not have concrete cases.
We will only have hypothetical cases then.

Senator KrRNsT. No; they can give you the cases based on the
actual facts and tell you exactly how they arrived at the facts, with-
out giving the name of the company

e
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. Senator Couzens. I have no objection to that. I am investigat-
m% the companies which the Secretary requested us to investigate.

enator ERNsT. I think that would muke it all right. "It would
not look as if we were after Mr. Mellon and his companies. Then
our work would look as if it was really constructive, but now it
looks as if we were after the Secretary of the Treasury.

Mr. HarrsoN. Mr. Nash, have you those letters?

Mr. Nasu (handing letters to Mr. Hartson). Yes. :

Mr. HartsoN. These, Senator, are photostatic copies of letters
that have been received by the commissioner.

Senator Couzens. Will you read them into the record, please?
Mr. HarTsoN. The first one is from the Berwind-White Coal
Mining Co., Philadelphia, Pa., and is addressed to Hon. D. H.
Blair, Commissioner of Internal Revenue, Treasury Department,

Washington, D. C., dated March 26, 1924:

My Dear Sir: Answering your courteous inquiry of March 24, we not only
have no objection to your disclosing to the investigating committee of the Senate
any information which it may require in connection with the matter to which
you have referred, but we shall be pleased io have you submit also to the com-
mittee any other data affecting our relations with your bureau which may seem
to you pertinent to pending issues. N

he adjustment of which criticism has heen offered was accomplished by the
writer after negotiations exteading over a period of practically two years, dur-
ing which he rarely came twice in contact with the same representative of the
department. You may rest assured—if assurance he required—that the results
so accomplished were consistent with the laws of Congress and with the regu-
lations aromulgated by the department in pursuance thercof, and were favorable
to the Government rather than to ourselves, as the concessions which we were
thereby obliged to make were preferable only to the protracted litigation which
would have been required to secure to us the full measure of relief to which we
felt we were entitled.

We have no desire to augment the volume of testimony now being adduced
before the committee; but we are duly mindful of the high principles governing
your administration of the bureau, and if ?'ou should so desire we shall be pleased
to acquaint the committee with the details of the instant case, and to attest to
the unimdpeachable character of the officials by whom our amortization claim was
finally adjusted.

With great respect, we are, very sincerely yours,
Tue Berwinp-Wuite Coar Mining Co.,
H. O. MipbLETON, Treasurer.

The committee will recollect that that company was a company
referred to by a former employee of the bureau in his testimony, to
the effect that the amortization claim in this case was unduly favor-
able to the company. I think this discharged employee had turned
in a report which had not been 100 per cent concurred in by the
bureaun officials, and he testificd that the settlement of this case
ought to be the subject of inq2ury. This is a waiver of that company
of their right of privacy of their returns.

The next letter is from Lee S. Smith & Son Manufacturing Co.,
dental products, Pittsb %x, U. S. A,, dated March 26, 1924, and
addressed to Mr. D. H. Blair, Commissioner of Internal Revenue,
Washington, D. C.: \

DEAR Sir: Referring to your letter of March 24, we grant you our permission
to submit any and all papers and data pertaining to our case, should a request
be made on you by the investigating committee to do so, as we have absolutely
nothing to withhold from the proper authorities.

espectfully yours,

Lee 8. Smita & Son Manuracruring Co.,
CHARLES PETERsoN, Treasurer.
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That is another case similar to the case just referred to, where a
former employee of the bureau testified that an amortization claim
had been allowed in excess of what properly should have been allowed
under the law. . '

Senator Couzens. Did the department write to any other concerns
whose names were mentioned in the testimony, outside of those two?

Mr. HartsoN. I believe the department wrote to all of those com-
panies that were referred to here in the testimony by those who dis-
agreed with the adjustment made by the department.

Senator Couzens. And those are the only replies you received ¢

Mr. HArTsON. So far as I know, these are the only two.

Mr. NasH. Those are the only two that have been received and
sent over to my office, Senator.

Senator Couzens. In other words, there was some bag company,
the Standard Oil Co., and a number of others mentioned in the
testimony, from which you requested the same waiver?

. Mr. HarTsoN. We sent out a form letter to all of the companies
whose names have been mentioned in the course of the inquiry.

Senator Couzens. I think that is a very excellent idea.

The CHAIRMAN. How many of them were there? ,

Mr. HarTsoN. There must have been a dozen or some such number
as that. I have no definite recollection of it.

Senator Couzens. Will you furnish the committee a list of those
to whom you wrote letters?

Mr. HarTsoN. I shall be very glad to. :

Mr. GrReeNIDGE. I think you meant the Standard Steel Car Co.
when you said Standard Oil Co., did you not?

Mr. Hartson. The Standard Oil Co. was referred to by Mr. Ross-
moore.

Ml‘.hGREENIDGE. The Standard Steel Car Co. has already waived
its right.

Se;gmtor Couzens. Pursuant to Mr. Mellon’s letter, I think we
ought to have the records of the two companies that he refers to,
the Aluminum Co. of America and the Standard Steel Car Co. He
specifically referred to those two. '

Mr. HartsoN. They are here. We have heen bringing them up’
here every day.

Mr. GREENIDGE. Those particular ones are not here, but they can
be brought here.

Mr. HartsoN. They are subject to the committee’s wishes.
They can be brought. '

M’;'. Nasn. Senator Couzens, may I say that the files in those cases
are quite voluminous, and it is quite a task to bring them down and
haul them back. If we could get a little advance information as to
when these cases are wanted, we could bring them down at that time.

The CuairMaN. What advantage is there in the bringing of all
of these books here? ,

Senator Couzens. I do not think there is any advantage in it.

The CaairMAN. No; we will never look into those. ,

Senator Couzens. I would like to suggest, in view of the fact that
the officials of the bureau have submitted the original returns and
the amended returns of the Guli Oil Corporation, if they were to
bring the original returns and the amended returns, with a statement
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attached of the credits and allowances, that might answer the pur-
poses of the committee. . - : o .

~ _The Cuamman. I think so, and it would not be necessary to bring
all of these books, because we will never look into them. :

Mr. Hartson. When the Senator speaks of credits and allowances,
I assume he has particular reference to allowances for depletion and
amortization?

Senator Couzens. Yes.

Mr. HarTsoN. Now, there are a great many others, as Mr. Mattson
indicated here. There is the one of depreciation, which the Senator
might also wish, and which, on the face of the returns, might appear
as a separate item, and it might not, and there are also certain other
credits and deductions, for instance, for expenses or for losses or for
contributions. There are many of them, and on the face of a return,
numbers of them are grouped together.

Senator Couzens. 1 think if you bring those down, making a
memorandum and attaching it to these returns, showing the credit
allowed for those major items, it will be satisfactory. '

Mr. HarTson. Yes. .

Senator Couzens. For example, I think the returns themselves in
a good many cases, show the credits for a good many of these things,
do they not?

Mr. HarTtsoN. That is true. Most of these returns of the big
companies have schedules attached to them. They all come in
many sheets that are attached to the original form return, and those
contain itemized statements.

The CHAIRMAN. You can bring the information we want, without
having all of these books.

Mr. Hartson. I think so.

The CuairMaN. Bring the original returns and any amended
returns.

Mr. HarTsON. Yes, sir.

The CuairmMaN. Then you will have no objection to their not
bringing these books?

Senator Couzens. Not a bit. As far as I am concerned, that is
all I have to-day, Mr. Chairman. :

The CuarrMan. Mr. Nash has one or two things he ‘wishes to
present.

Mr. NasH. I have sume exhibits the committee has asked for.

The CoairmMan. All right, tell us what they are, Mr. Nash.

Mr. NasH (reading):
' Marcnu 27, 1924,

Hon. James E. WaTsoN,
Chairman Special Commitlee of the United States Senaie to Investigate the
Bureau of Internal Rerenue.

My Dear SeEnaTor: Under date of Monday. March 24, at the meeting of the
special committee, Senator King made the following request:

“Y would like Mr. Nash to furnish me information as to the numbet of cases
Wayne Johnson, Carl Mapes, and Angevine and others in that office had, and what
disposition has been made of those cases, what refunds have been secured by
officials of that firm, and how many of that firm have heen in the office of the
Internal Revenue Bureau.”

As to the question as ta how many of that firm have been in the office of the
Internal Revenue Bureau, there follows & copy of an announcement card gotten
out by the firm referred to under date of January 1, 1924:

“Johnson & Shores, 100 Broadway, New York. ’
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“The firm of Crocker, Johnson & Shores haviné dissolved, Messrs. Wayne
Johnson, Lyle T. Alverson, Fred R. Angevine, A. G. Maul, and C. A. Buckley
announce that they have formed a partnership for the practice of law at the
above address under the name of Johnson & Shores.

i“A. J. Shores, Esq., will be of counsel,

“Carl A. Mapes, ksq., will be associated with the firm with offices in the
Federal American Bank Building, 1317 F Street NW., Washington, D. C.

“Telephone Rector 5560-5564, inclusive.

“January 1, 1924." .

Of the names mentioned on the announcement card quoted, Messrs. Wayne
Johnson, Lyle T. Alverson, Fred R. Angevine, and Carl A. Mapes were formerly
connected with the Internal Revenue Bureau. The other men mentioned in the
announcement have never been connected with the bureau in any capacity.

The records of the bureau as to the number of cases handled by tax representa-
tives do not go back to a date later than July, 1922, This record shows that
since that time the firm of Crocker, Johnson & Shores filed powers of attorney
in 81 cases; that Mr. Wayne Johnson filed powers of attorney in 18 cases; that
Mr. Carl Mapes filed powers of attorney in 22 cases; that Mr. Fred R. Angevine
presented powers of attorney in 27 cases; and that Mr. Lyle T. Alverson had
powers of attorney in 20 cases.

With reference to the request for information as to what diposition has been
made of the cases handled by the persons mentioned and what refunds have been
secured by officials of that firm, you are informed that section 3167 of the Revised
Statutes prohibits the bureau from giving to the committee information of this
character. It would sdem, however, that the members of the firm could give
such information, with the acquiescence of the taxpayers they have represented.

Sincerely yours,
D. H. Brair, Commissioner,

The CuairMaN. There is one piece of information that you might
have given, but did not; that is, when those men of that partner-
ship became engaged in the Internal Revenue Bureau, and when
they severed their relations with it. It would be of some value to
know that. . _

Mr. Nasu. I can only give that by recollection, Mr. Chairman.
I believe that Mr. Wayne Johnson resigned from the bureau in
1920.

The CuairMaN. How long had he been there?

Mr. Nasu. I do not know. Mr. Hartson, do you know:?

Mr. HarTson. I haven't any idea how long he was solicitor. He
was solicitor for less than a year. :

Senator Couzexs. Let me suggest that they prepare that and
deliver it to us at another hearing.

The CHAIRMAN. You can get that?

Mr. Harrsox.®Oh, ves.

The CuarrMAN. You may do that. ' )

Mr. Nasu. Senator Couzens asked for the testimony which had
been taken by the commissioner during an investigation in the earl
part of 1921. I have that testimony, with letter of transmittal,
dated March 31, which reads:

MartH 31, 1924.

Hon. James E. Warsox,
Chairman Commitiee Investigating the Burean of
Internal Revenue, United States Senate.

My Drar Senator: I am sending, herewith, the testimony of 24 witnesses
taken in 1921 in an investigation which I caused to be made because of certain
\{{ague rumors that were afloat at the time I became Commissioner of Internal

evenue.

There was a condition of unrest existing at that time and there were many
charges of collusion, and I made the hest effort I could to ascertain whether or
not these charges were well founded. After carefully considering the testimony
as taken I came to the conclusion that the rumors in the main were without

‘I
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foundation, As a result of the investigation two cmployees, who had been most
active in circulating reports hoth inside and outside of the bureau, were dis-
misved from the service, :.nd one other was transferred to another unit and
refused to return to his v ork and was dropped from the rolis on that account.
The investigation, I belie' -, had a wholesome effect.

The records were later urned over to the committee on enrollment and dis-
barment and they have been in the possession of that committee until called for
by vour committee,

Sincerely yours,
. D. H. Buar, Commissioner.
_ The Cnamrman. We do not want to include that whole transeript
in this record.

Senator Cotvzens. No.

The Cuammax. You can just look it over and satisfy voursglf
about it and use as much of the contents as you desire to use.

Senator Covzens. That is correct.

The CHAIRMAN. And then return them.

Senator ('orzens. Yes.

Mr. Nasu. In the testimony of Mr. May a few davs ago he re-
ferred to a revenue agent, Kennedy, in the case of the West Virginia
Pulp & Paper Co.

The CHAIRMAN. Yes.

Mr. Nasa. Who had mentioned this case to an outside attorney.

The CHAIRMAN. Yes. )

Mr. Nasn. The buresu investigated that case, and I have a brief
summary of the case, if the committee desires it to go into the record.

The CuamrMan. Yes; read it in, because it was mentioned before.

Mr. Nasiu (reading):

Marenw 27, 1924,
Mr. BrLair:
. A review of the file in the case of Mr. George B. Kennedy, formerly an auditor
in the Income Tax Unit, concerning charges preferred against him by an employee
of the West Virginia Pulp & Paper Co., disceloses the following: i

It was charged that Mr., Kennpedy, upon eompletion of his examination of tae
books of the company in question, stated there would be a considerable amount
of additional tax due and suggested that the company get in touch with Judge
T, P. Ansberry, an attorney in Washington. The investigation disclosed that
Mr. Kennedy, who was a personal friend of Judge Ansberry, requested the com-
pany in question to cash a persunal check made in his favor by Judge Aunsberry
some time after the completion of the investigation,  Kennedy stated that in
muking this request he muav have remarked at the time that Judge Ansherry
was all right and probably would be a guod man 1o know if the compaay ever had
any legai matters in Washington, but that he had never nfude any mention to
the representative of the company of tax matters. A review of all of the cases
handled by Auditor Kennedy disclosed that in no case had Judge Ansberry or
anyone else associated with him appeared as representative of the taxpayers.
In view of this, and the further fact that the request for the cashing of the check
was made after completion of the audit of the hooks and the complaint of the
taxpaver was not made until almost two years after the incident complained of,
and there was simply a question of the word of the representative of the taxpayer
against that of the auditor as to the actual statements made by the latter, it
was decided that the bureau would not be justified in removing the auditor.
He was reprimanded and cautioned that he should not ask taxpayers, whom he
was investigating or had investigated, to cash personal checks for him,

: ~ Eumer L. Irgy,
' Chief, Special Intelligence Unit.

Senator Cotzens. (‘an you tell me when the law first provided
for allowances for amortization? .

Mr. Nasn. I think Mr. Hartson can answer that more specifically.

Mr. HartsoN, For amortization allowances?
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Senator Covzens. Yes. : :

Mr. HarTsox. Only since the 1918 act. That was upon amortiza-
tion of facilities erected or maintained for production of articles which
contributed to the prosecutio.. of the war. It was specifically a war
measure, and was put into the 1918 act.

Senator Couzens. In what year did amortization accumulate to
the Gulf Oil Co.?

Mr. Nasu. IExpenditures on which amortization might be allow-
able would have to be made after the beginning of the war, which was
on April 6, 1917, and had to be termmnated; that is to say, there
could not be any further expenditures after the signing of the armis-
tice, except such expenditures as were necessary to protect any in-
vestment that had been started before the signing of the armistice.
Do I make myself clear? ,

Senator CotzeExs. Yes. When did this amortization claim accrue
as to the Gulf Oil Corporation?

Mr. Hartsox. It was a properly deductible item from gross in-
come for the year 1917, if t?xey made any expenditures during that
year, 1918, and a part of 1919, providing that those expenditures——

Doctor Apams. Is the solicitor correct about 19172

Mr. HarTtson. I think I am not correct, as Doctor Adams calls
my attention to it. As a matter of fact, the 1917 act was also a war
measure act, and it provided for the allowance.

Doctor Apams. No; I think you could not use amortization al-
lowances prior to January 1, 1918. I am not absolutely certain, but
I think you will find it is not a deduction applicable for the year 1917.

Senator Covzexs. Mr. Hartson, ean you bring to the committee
the amortization claim of the Gulf Oil Corporation, showing the type
of constriuction that was done, what the amortization claim was on,
the particular vears, and the items. T do not ask for the original
records, but bring us a synopsis of the record as it applied to the
amortization claim called for as I understand. Ly the Gulf Oil Cor-
poration.

Mr. Harrson. Yes, sir.

Mr. Nasn. Mr. May, in his testimony also menticned an income
tax expert by the name of D. E. Townsend. T have his personal
history and his connéetion with the burenu.

He was appointed in the Internal Revenue Bureau on Mareh 26,
1918, at a salary of $5,000 per vear. He apparently left the bureau
and was 1'0:1])}\0intod for three months at §5,000 on .\ugust 22, 1918,
and resigned from the bureau on March 15, 1919.

You will reeall that this was the gentleman that Mr, May testified
he had fonnd had reeeived a $60,000 fee from one of his clients.

Senator Covzexs. Do yvou know whether that is true, that he did
receive that? Have you any record of it? :

Mr. Nasp. T have not heard of it, except in Mr. May's testimony.

Mr. Harrson. T would like to correct that amortization point
there. The first statement was correct.  The first allowance for
amortization was in the 1918 act, which was not made retroactive.
It was only effective beginning with the 1st of January, 1918,

Senator Covzexs. So that any investment made in 1918, that was
made for war purposes, was the only investment which was allowed
to be amortized ¢

Mr. GreeNmGe. No.
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Mr. HarrsoN. Roughly speaking, that is correct.
"The CaaAmMAN. Let us find out about that.
Doctor Apams. Only for articles contributing to the prosecution
of the war.
The CHairMAN. That had better be straightened out. :
. Mr. HartsoN. Mr Clack can explain that to us, gentlemen. He
is one of our amortization engineers.

STATEMENT OF MR. J. M. CLACK, AMORTIZATION ENGINEER,
INTERNAL REVENUE BUREAU

Thé CrairMAN. State your full name for the record.

Mr. Crack. J. M. Clack.

ClSe}t{n:tor Couzens. How long have you been in the bureau, Mr.
ac

Mr. CLack. Since January 1, 1922.

Senator Couzens. Proceed and give us the method used in arriving
at amortization.

Mr. Crack. Well, I assume the committee is familiar with the
revenue act providing for amortization, and which, briefly stated,
provides that the taxpayer, in computing its net income, take a loss
or a deduction for facilities, buildings, equipment or other machinery
installed or erected or acquired for the production of articles .con-
tributing to the prosecution of the war and the difference between
cost and value in use in their post-war business. Those expenditures
are limited from April 6, 1917, until the cessation of the taxpayer’s
war work, but amortization allowed on 1917 expenditures is a
deductible item from 1918 income only.

The CuairMAN. Only from the 1918 income?

Mr. Crack. Yes, sir; it is not deductible from the 1917 income; but
on expenditures made in 1917, if the taxpayer bought facilities in
1917 on which he afterwards suffered a loss, he is allowed to take a
deduction on his 1918 return for the amount of that loss.

Senator Couzens. Was there any amortization allowed for land?

Mr. CLack. Sometimes, if a loss is proven. If land was clearly
acquired in connection with the building of a factory, for instance,
for war work, and it is clearly proven that it was necessary to pay a
larger price for it than its postwar value, mortization is sometimes
allowe(? on that.

The CuairmMaN. Was amortization allowed after the signing of
the armistice on November 11, 1918?% )

Mr. Crack. Yes, sir; in a number of cases. In the cases of ship-
yards, for instance, if a taxpayer had a contract for building a ship
that was not completed until 1919, or even in 1920, and in order to
complete that contract it might have been necessary for him to make
expenditures in 1919 he could be allowed amortization on those
expenditures. '

octor ApaMs. Is that applicable to other corporations than to
shi%building concerns?

Mr. Crack. That applies to any contract under which the con-
tractor, in effect, had obligated himself, prior to the armistice, for a
contract which he did not complete until after that. '

The CuairMAN. It had reference to war production?

Mr. Crack. Yes; war production.
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Doctor Apams. Even though it was known that it could not be
comlpleted before the close of 19182

Mr. CLack. At the time the contract was given, of course, it was
not known when the war would be completed.

Doctor Apams. The expenditures made in pursuanee of contracts
made in good faith, before the war ended, can he amortized?

Mr. Crack. Yes, sir.

Senator Cotzens. Do you know of any number of cases where
land was allowed to be amortized?

Mr. Crack. I do not recall any definite cases, Senator. There
were comparatively few of those. As a general thing, the depart-
ment takes the position that unless it is very clearly shown that the
post-war value of the land is equal to its cost—-

Senator Couzrns. In the claim that the Department of Justice
had against the Lincoln Motor Co. of Detroit, I understand that
there was a considerable portion of the claim allowed for amortiza-
tion of land. Is it in the law that that might be given, Mr. Hartson?

Mr. Hartson. Oh, ves. The law is %)road enough so that it
does not confine it to any specific character or type of property.

Senator Cotzens. What T mean is, may you give the allowance in
" the case of the Lincoln Motor Co.?

Mr. Hartsox. 1 would not think so, unless we had some waiver
of some kind.

Senator Covzens. It was in the suit that was filed by the Depart-
ment of Justice for claim of some $9,000,000 made against the
Lincoln Motor Co., and that was settled eventually on the basis of
$1.550,000. :

Mr. Harrsox. If it is a matter of a public record in a court of
law, 1 see no objection to it. I was not familiar with that suit.

Senator Couzens. Will you look that up for us?

Myr. HArTsoN. Yes, Senator,

Senator Covzens, That is all.

The CnamrmaN. Then we will adjourn until 2 o’clock to-morrow
afternoon.

(Whereupon, at 4.35 o’clock p. m., the committee adjourned until
to-morrow, Tuesday,.April t, 1924, at 2 o’clock p. m.)
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- TUESDAY, APRIL 1, 1924 .
UNITED STATES SENATE,
.SpeEcIAL COMMITTEER TO INVESTIGATE
THE BUREAU OF INTERNAL REVENUE,
o : ‘ Washington, D. (.

The committee met at 2 .o’clock p. m., Senator James K. Watson
presiding. . S :

Present: Senators Watsen (chairman) and Couzens. :

Present also: Mr. C. R. Nash, assistant to the Commissioner of
Internal Revenue; Mr. N. T. Hartson, Solicitor Internal Revenue
Bureau; and Mr. S.. M. Greenidge, head engineering division, Internal
Revenue Bureau: Dr. T. S. Adams, tax expert, Yale University.

The CuairMaAN. The committee will be 1n order.

Senator Couzens. Mr. Hartson, as 1 recall it, the information
that was asked for in connection with the Gulf Oil Corporation
will not be ready to-day. - Have you the information as to the
other companies?

Mr. HartsoN. Yes; we have, Senator. We have, for instance,
the Berwind-White Coal Mining Co. and the Lee Smith Manufac-
turing Co. Those are the two that were mentioned, and we have
now the Aluminum Co. of America and the Standard Steel Car Co.
Those can be taken ug in the order that the Senator desires.

Senator CouzeENs. Suppose we start in with the Berwind-White
Coul Mining Co., if you have that. .

Mr. HartsoN. I will ask Mr. Clack to present that.

STATEMENT OF MR. J. M. CLACK, INTERNAL REVENUVE
' : BUREAU—Resumed

-, C]Sell(lutor Couzens. What papers have you with you here, Mr.
. ack? -

Mr. Crack. I have all of the files, Senator. I have here a mem-
orandum of the amortization claimed and the allowance.

Senator Couzens. I would like to see, if dyou have the returns that .
were made, how the criticism was directed by the witness,

Mr. Hartsox. If you recall it, Senator, the witness was criticizing .
the amortization allowance and made no reference to any other allow-
ance granted to the company. That is my regollection of it. :

Senator Couzens. That is correct, but what year was that?

Mr. Crack. 1918 or 1919. I have a memorandum here, Senator,
of the amortization deduction that was taken in the original return -
in 1918 or 1919 and the subsequent allowances that were made.

The CiairMaN. Who was that witness, Mr. Hartson?

Mr. HartsoN. That was the witness by the name of Adams,

e ' : 381
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The CHairRMAN, Oh, yes; I recall.

Mr. HarrsoN. He was formerly an employee of the bureau.

The CuairmaN. Yes. '

Mr. Crack. I think, Senator, this memorandum will give you the
information. We have the returns there. '

Senator CouzeNns. You may proceed to make your statement, and

we will see. ,

- Mr. Cuack. The amortization claimed in the original returns of
the Berwind-White Coal Mining Co. was, in 1918, $257,668.16, and
in 1919, $66,966.10. . :

Senator CouzENS. So as to have some continuity to your story,
just tell us what the character of the properties was on which this
amortization was claimed, and when they were constructed.

Mr. CLack. The property on which the amortization was claimed
consisted of a power plant. The Berwind-White Coal Mining Co.
engaged in the operation of a number of coal mines, during the war,
during 1918 and 1919, they built a large power plant for the opera-
tion of those mines, and also for sup[il ying power for various com-
mercial uses to other corporations in that vicinity.

Senator CouzeNs.: What was the cost of the plant!

Mr. CLack. The cost upon which amortization is claimed was
$825,722.44.

Senator Couzens. And from those figures previously given, they
have claimed amortization of approximately $500,000?

Mr. Cracx. Well, in the original returns, the two returns, the
total was $324,634.26. . .

Sen}at-or Couzens. That was the total on their $800,000 invest
ment ¢ :

Mr. Crack. Yes, sir; claimed in their original returns.

Senator Covzens. Yes: I understand.

Mr. Crack. They afterwards submitted a revised elaim in which
they claimedd $575,591.31.  They increased the amount of the claim,

Senator (‘otvzens. What was the purpose of filing that amended
olaim in incivasing the deduction from something like $300,000 {o
=ome $500,000? .

Mr. Crack. For one reason, the 1918 revenue act limited the
amount of amortization that could be deducted to 25 per cent of
the cost. Some taxpayers claimed greater percentages of deduction
than that in their original returns. They did that in a great many
cases. When the returns were audited, the taxpayers were required
to submit supporting data to substantiate their claims, and in a
great many instances when that was done they increased the amount
of the claim. : o

Senator Couzens. Yes; but it was limited by law to 25 per cent.

Mr. Crack. The law limited the amount to that—not the allow-
ance that should be made, but the amount. that they could deduct
from their 1918 return only, a somewhat tentative allowance. It
ways apparently the intention of the law. It did not appear to be
the intention of the law, and I do not think it was the law, that the
total deduction should be limited to that amount. :

Senator Couzens. Mr. Hartson, will you please tell us what your
interpretation of the law is with respect to that?

Mr. HartsoN. Senator, I was not following the testimony of the
witness up to that point. I was reading a statement here, and I
would like to have the stenographer read what the witness said.

¥
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Senator CouzeNs. Perhaps, I can state it more briefly than the
stenogra;l:}ley can read it. 1t was this: The witness said that the law
of 1918 limited the claims for amortization to 25 per cént of the
investment, but he placed a different interpretation on that. He
said he did not think that that was the maximum that was intended
to be put on it. What is your understanding of it?

Mr. Hartson. My understanding is that the regulations were
what limited the amount tha. might be allowed. Am I not correct
in that? . :

Mr. Crack. Yes.

The CHAIRMAN. There was no such limitation in the law.

Mr. Crack. No.

Mr. Hartso~. I am inclined to think that there was not.

The CHamrvMaN. It was purely a matter of regulation.

Mr. Harrson. Of course, the regulations could not limit the
amount claimed or that might be claimed. The best that could be
done under the regulations, as a regulatory measure, was to prohibit
the bureau from allowing anything 1n excess of 25 per cent of the cost.

Mr. Crack. I may state, Senator, our section’s understanding of
the law. The 1918 returns were filed early in 1919, and at that time
it was impossible to determine the amount of amortization to which
a taxpayer might be entitled eventually; so that the regulations
limited the amount that he might take at that time to 25 per cent
of the cost; but there was no provision to prevent him from claiming
a larger amount than that, of course, and larger percentages than that
were allowed in many instances, and were justified.

Doctor Apams. Was that the basis of the increase? Was that the
reason for the increase in this case?

Mr. Crack. I could not answer that question, as to what the
reason for the increase in the claim was.

Doctor Apams. Was not your previous explanation given as an
exg\lanation of the probable increase in the claims?

Mr. Crack. Yes, sir; it might have happened that at the time
the 1918 return was filed, the taxpayer, where large amounts were
involved, was unable to determine the amount of its loss. The
revised claim would be filed a year later, and at that time the tax-
jpayer’s idea of the amount that he was entitled to might be entirely
different from what it was at the time he filed his return. That, I
think, is the real reason for the difference in the claim.

Doctor Apams. You are then offering no explanation of this
specific increase in the claim? You say it may have happened in
several ways, but you do not say in which way; is.that correct?

Mr. Crack. Yes, sir; I do not know. The deduction taken in the
returns as a general thing did not carry full supporting data, and in an
investigation of the claim, the department would call on the different
taxpaycrs for supporting data, and in probably 90 per cent of the
cases the revised claim was larger than the original deduction. In
1921, you will remember, it was a very bad year, and in claims that
were filed at that time the taxpayers had a very low opinion of the
value of their property, in many cases. '

Doctor ApamMs. The 25 per cent limitation that you speak of
applicable to amortization claims for the year 1918 was a temporary
and provisional limitation, was it not? :

r. CLack. Yes, sir.

A
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. Doctar A‘nA-hjs, Thﬁt.‘was;w.bg admsted lateron. .. - . i
- Mr. %Acx_.jSo,tha,_t the revised. claim of the Berwind-White Coal

Mining Co. was filed on October 1, 1921, and was for 3575,99;1_'.%;.'_09
a cost of $825,722.44.' 'That claim was investigated by Engineers ‘§
Woolson and Moor¢, and in a report dated Msy 12,1922, they |

recommended that the claim be disallowod in full. ~ =
. Senator Covzgns.  For whatreason? . ° " "~ . " - o
Mr. Crack. 'The ‘disallowance - apparently was based—I have
read over the report—on the viewpoint of the engineers that the
amortized,,gropertfy, which, as you will. remember, consisted of a
power plant, had furnished power for the operdation of several mines
and also for commercial purposes. The engineers took the position
that when all the mines were in operation at one time and the com-
mercial demand was also at its peak, the plant was no larger than
necessary, that no excess capacity existed. The mines at that time
were only in operation about three days out of a week, or an average
of about half time. . The subsequent allowance that was made-was
based - upon the. average production of the mines throughout the
year; and since the mines were only in operation a part of the time,
that the power plant was only in partial use. -, " . :
Senator Couvzens. Then you took the worst year that there was

before the war and used that as the basis in arriving at the average
use of the plant? - . .. . Lo o S o
- Mr. Crack. It was not based on 1921 Senator. © - |
Selu;tor CouzENs. You just stated the year, the average for the
year 1921, .- - PO
Mr. Coack. Well, if I did, 1 did it unintentionally.. I spoke
awhile ago about 1921 being a bad year, just as an instance; but in
these cases, the amortization allowarces, in general, are based upon
the average production of 1921, 1922, and 1923. Considering the
average of those three years.as an index of normal post-war
business—-— ‘ e e
Senator Couzens. You could not take 1923 to any extent, because
the 1923 report has not yet been filed. . - R -
. Mr. Crack. I could not in this cage; no, sir. .. . . . .
Senator ‘Couzens. But we are talking about this -case: and .nog
what you might have used.in other.cases. - . . .., ..
Mr. Crack. Well, the allowance that was subsequently made,
Senator, was made on,October. 21,.1922, At that time, we took
1921, 1922 to date, and made, an, estimate. for 1923, P

Senator Covzens.  And what did you arsive at? ... = . - .

~Mr. Crack. The .svcond investigation. was made by Engineer
Swarem, and in a report dated Qctober.21, 1922, Mr. Swarem recom-
mended an allowance of $176,953,25;, That. is on the, same.cost.. .
. Senatgr Couvzuns. On the same.gostd. . ... .. . .~ ., -
i Mr.. Cragk.. Yes, SIt, et R R L
- Senator Couvzns, It ralated jo the samne olaim, of $675,0007 .- .
. Mr. Crack. Yes, sir; practically the same claim+—for.exuctly. the
same claiim that was disallowed .in, the. first case...In.the:second
investigation, thers was. anallowence made . of}'$176,000..., Subse-
quezmt,lx;vthg taxpayer protested. that, allowance leo, and submitted. ~ §
additional data to show that the pqlx;cem 9. :?}W ‘wag lower then. « §
the engineer computed, and, on the basis of the:latey (}rt& that was
filed, an allowance was eventually made. The total allowance that
was made was $373,401.12. I have that date, I think. .
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* Soniitor Covzens, Who arrived &) that sllownger:’ -~ "
1 Mr.Crack.’ The sdms’ éngineet, " M. ’%Qreﬁ}’, made "the “second
:l‘@p()ﬂf."' L, TR A SRt ijl ' ., R (B )U ‘ [y ,“‘.

_ Senator Couzens. What caused him ‘to make the secohd report,
dfter he'had agreed on $176,0007° -+ v T e o
-='Mr. CLack. His report states that'it was based upon :ad’dit}jon‘gl
dnta submitted at the conférence. -~ ' v ot T
“Doctor ApaMs.' Do T understand - that that allowalice was based
on excess capacity? . v E T
Mt Crack.’ The final “allowance was ‘made ‘i’ part on eéxcess
cfiptidity, and “in ‘part ‘on replacements. Originally, the 1918 aét
provided for allowances only .on the basis of excess capacity. The
1921 det also added to that an allowance on the basis of post-war
replacement cost. _ '

Senator Couzens. Was that made retroactive?

Mr. Crack. It was applied to amortization; yes, sir. o

. Mr. Hartsox. Mr. Clack, when vou refer to the act. you mean
the regulations, do you not? N A o
“Mr. CLA¢K. T mean the regulations. R

Mr. Hartson. The act does not go into that in detail.

“Mr. Cracxk. No. s ‘ o :

Doctor Apays. Those were changes in regulations in the statute,
in the language. o o e ‘
*~The CuarMaN. You had nothing to do with the figuring of this
and making this final decision, had you? e

Mr. CrAck. No, sir. ' ' ‘ o

‘The CratrMaN. As you have looked it over or have investigated
since, do vou think it was just or unjust, fair or anfair?

Mr. Crack. Of course, Senator, several engineers were employed
for-several wecks in making u)l) the claim. One of our engineers
.went over and made a physical ‘examination ‘of the property, and
any statement that I can make about that would be without a very
solid foundation. -~~~ 0 o T
‘" The CnairMax. I am merély asking your opinion about it, without
regard to whether you consider it solid or not. : RS

Mr. CLack. Wel , ip my opinion—- "' N ‘

- The CuamrMAN. You are in the department? - '

Mr. Crack (continuing). Judging irom the reports sabinitted. the
allowance does not appear to beé out of line. = = o

Senator COUzZENS. lpdo,not think the chairman can expect that
the witness would make a staterent against his.own départment.

The CuarMaN. 1 do not krow, 1 would expect him to give an
opinion that would refléct his honest thought on the subject. -~ * -
~ Mr. Craok. Senator, I will say this: This case contains a number
of complications from the very nature of the case. The IPQWQP' plant
which operates the taxpayer’s mines also sells power: ' It is 8 some-
what technical proposition to fix its papaci!?' and the value of its uge.

Senator Couzens. Right at that point, let ' me, ask you what was
the reason for this extension at this time! ' = - o

- Mr. Craok. Of the building of the plant?.

- Senator Covzens. Yes,” ..~ - oo oo 0
', Mr. Crack. The taxpayer had & pre-war power plant, which was
too, small,  and. which- was somewhat deteriorated from age. Om
socount of the great demand and urgént need for coal during the war
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reriod, they found it necessary to build & new plant, in order to meet
that situation, to take care of. their part in helping to win the war.
" Senator Couzens. Did they have a contract with the Government?
Mr. Crack. I do not remember. e
Senator Couzens. Do we understand that the policy was or that

the law was that a demand.for business, of no matter whet kind, -

would énable the taxpayer to make a claim ’u;l))on the Government,
because he saw great, profits in the business and built extensions to his
plant, no matter what it may be? - ‘ o o
~ Mr. CLack. On certain articles, such as coal, the department has
&;;ac.tlcally taken the position that it is not necessary to show a direct
Government contract. ' ‘ A .

The CuairmMaN. How is that? You say they had a direct Govern-

ment contract? , '
. Mr. Crack. Noj; I say the department has taken the position that
it is not necessary to entitle a taxpayer to amortization, a taxpayer
producing such an article as coal, to have a direct Government con-
tract, in order to be entitled to amortization. T

Senator CouzeNns. Then that whole matter you contend was dis-
cretionary with the department? .

Mr. Crack. Well, the uniform practice has been to allow all coal
producers who claimed amortization of facilities which they put in
during the war period to increase their production. ,

Senator Couzens. I understand that, but you contend that it was
discretionary with the department to select such trades or businesses,
that it deemed wise, to allow these claims on; is that correct?

Mr. CLaok. Yes, sir.

Senator Couzens. Do you know what lines of trade were thus
selected on which amortization was allowed?

Mr. CLack. The line is still somewhat vague, Senator Couzens.

~ Senator Couzens. I think that is a very great weakness in the de-
partment. In other words, if I make a iood showing by geing and
getting a tax expert, I could probably show that I was justified in
extending my brewery, if I had one, so as to nput pep ito the men
building ships, and I would thereby get an allowance for extending
my beer plant during the war. .

Mr. HarrsoN. Now, Senator, I think possibly the law itself should
be called to &our attention, and the specific terms pointed out.

Senator Couzens. I am talking about the witness’s statement, as
I understood him.

Mr. Harrson. I think the witness did not intend to say that for
ang costs expended by the taxpayer during che war, it was amorti-
zable at all. The law restricts it to certain things.

Senator Couzens. What are they? )

Mr. HartsoN. It allows the department to determine whether
under a certain set of facts a taxpayer expended money for those
things authorized by the law. - ,

Senator Couzens. Just what does the law say?

Mr. HarrsoN. The law says: ' .

In the case of buildings, machinery, equipwment, or other facilitics, constructed,
erected, installed, or acquired on or after April 8, 1917, for the production of
articles contributing to the prosecution of the present war, and in the case of
vessels constructed or acquired on or after such date for the transportation of
articles or men contributing to the prosecution of the present war, there shall be
allowed & resgonable deduction.for the amortization of such part of the cost of
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.- guch facilities or vessels as has been borne by the taxpayer, but not again includ-
ing#a;ny amount otherwise allowed under this title or previous acts of Congress as
a deduction in computing net income.. o o

_ Now, the essential thins that must be pointed 6ut ' there is that
the law limits it to expenditures made for the production of articles
contributing to the prosecution of the war. = '
. It is true that coal has been ruled upon by the department to have
been an article which, in its production, contributed to the prosecu-
tion of the war against Germany, and many other articles.
- Senator Couzens. Can you name tliem? :

Mr. HartsoN. The list would be too long. 1 can not name them
out of mind, but, for instance——

. The CuairmaN. Well, all munitions; powder plants, if I remember
correctly, and plents manufacturing arms. Those things have been
up in the Treasury Department, es you know, for a long while. -

- Doctor Apams. The question of coal, Senator, was specifically
considered by the committees in connection with this, and it was the
thought of those Senators who expressed themselves es being included
within this definition. : ‘

Senator CouzeENs. I am not questioning whether the allowance of
amortization was authorized. I am raising the question 8s to
whether the allowance throughout was equitable between the indus-
tries. ‘Sup;')iose I were a farmer, for instance, having 100 acres of
land, and that I know of another hundred acres of land that needs
draining, cutting, and fixing up, and I buy that hundred acres at &
hiFh price and put it in shape for growing wheat. Does the bureau
allow the farmer amortization on the extra hundred acres he bought?
Do Ms;ou know of sany such case as that? -

. Crack. No, sir. ‘ )

Senator Couzens. Then, the farmer has not been able to amortize
the land that he bought at high prices, or whatever implements he
might have bouglht to increase the wheat production, with which to
win the war, as I understand it. Is that correct? :

Mr. CLack. That is correct. ' i )

Senator CouzENs. I therefore bring up the question that this
matter of amortization has not been equitably allowed amongst the
taxpayers. That wes m{ reason for raising the question.

Mr. Hartson. Does the Senator compare the expenditure that a
farmer would make in acquiring additional land for the raising of
wheat, which has a commodity value and an economic use, quite
separate from the production of articles contributing to the prose-
cution of the war? .

i Senator Couzens. I should say it was on a parity with coal, at
east. ‘

The CrairMAN. When that statute was passed, as I remember it,
the one thing pointed out was to get immediately the munitions of
war, and the question of food did not enter into consideration. Just
read the language of that statute, Mr. Hartson,

Mr. HarTtsoN (reading): : ,

In the case of buildings, machinery, equipment, or other facilities, constructed,
erected, installed, or acquired, on or after April 6, 1917——

The CuairMAaN. Yes.



. Q“ e o } .;,,,:,-,.' A R R R
: -,

1
U e

e WA RGNS VIR G AN BNEM) 0 SUS SR A ] B A R N
388 INVESTIGATION OF BUREAU OF INTERNAL BEVENUE

.
‘‘‘‘‘‘

';‘
3 S@

tization that has been allowed on land, and it -was;admitted by the

witness thay amortization credits on land had been allowed. - .
... Dpctor Apaus: It would seem impossible under the language of
the statute. st the Senator’s mind may not be clear on it; I want
.o say that,in the, deliberations :preceding the -adoption . of this act
iculture  was; specifically mentioned .by those who. were defining
the meaning, of the phrase.// contributing to the prosecution .of.the
war.” In other words, the lan%usﬁe there is as to buildings, equip-
ninlent, ote,. I doubt if land .would be capable of amortization, under
the provisions of that statute; but while we are. on this subject, I
‘thought it should be mentioned that coal and ag;l;culture were spocif-
ically. mentioned, and they are on record as.being mentioned. - In
other.words, the farmer .w{o,put up buildings for the production of
grain during the war would unquestionably, in my opinion, be en-
titled to amortization, if he met the other requirements. . . . - .
i..Senator Couzens, Would he not as to the land, too, because it
was allowed in the Lincoln Motor Co. case and other cases as specified
by the witnesses here, for the purchase of land?
5 n%octor,ADAMs..I did not know that.it had ever heen allowed on
AN, o L g e e Co i o "
.. The CHARMAN. . That is. o strange thing. I did not know that. -

- Mr. Hartsox. I would like to su;;)plemont my own lack of knowl-
edge. I did not know until it was brought out here yesterday that
the .cost of land could be amortized, but I have since been informed
that.in the very few. cases in which it was allowed it was limited to
cases where the land was obtained for the specific purpose of erecting
thereon these facilities necessary for the production of articles for
use-in the prosecution of the. war. I thinkit:is a very limited allow-
ance, :and . it is :only in.specific. cases, where: it could be definitely
proven that the land ‘was acquired. for the ?urlfose of ereotin(ﬁ gome

acilities for the prosecution of the war. Until yesterday I did not
know that that had been done. S
Doctor ApAmSs.. Hag the solicitor’s. office passed on that¢. .. -

. .i Mr. HARTsON:- I'oan‘not answer that.. I do.not know. " . ...

Senator Couzens. Take-this Berwind-White case, - 1 would like
to know; if you can tell me:here, and.if not, at some future hearing,
just. the ateps: that were taken, and who took the steps from the first
time. that, the -claim. was disallowed, -which then amounted to some
$675,000; :to ‘the;next- step, by.which $176,000 was agreed to when
the taxpayer objected, and the next step that was taken, where it
was'jumped to,s0me $375,000, if I remember correetly. ;.. -

Now, that is ‘a procedure in the department that I think this com-
mitted.ghould know .something about, because it undoubtedly plices
an .enormous vpsponsibility upon the department, with, an pqual
oprort;unity\for favoritism, for influence, and even for graft, which
I do not for a moment claim, but I do point out, that it is a kind of;
procedure that the Congress should be able to,legislate against..

. Doctor Avams. Senator, do you not want a list of articles for the

production of which gmortization hgs héen granted? Is not ‘that,
what you have in mind? ‘ e

Senator Couzens. No; I do not care particulsarly to go into that,
but I do point out that there is so much discretion left with the

. \ R PO S S BV {1."., st .. R TN N S ‘_ :":/‘ 5
pator Covzens. I asked a question the other day: about amor-
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department, es showh by the steps‘taken to change, in orie ¢ase, from
the entire disallowance of the claim, by ‘4 set of engineers, to anotler
step, 'allovgmg $175,000 by another set of éngineers, and. to another
step allowing $375,000 by another set of en%ineers, that I think it is
entively wrong for Congress'to place in the hands of the department
so great a responsibility and opportunity for favoritism and the
unjust trestment of one taxpayer as compared with another. .
r. CLack, If the Senator will permit me to say just a word there
in regard to the general policy along: that line—— o ‘
* Senator COUZENS. Yes. S o
' Mr. Crack.’ It quite often happens—it happens in the majoirty of
cases—that in the investigation of a claim the enginéer will be of -the
opinion that the taxpayer is claiming moré than he is entitled to.
ile we endeavor to be fair with the taxpayer, we ordinarily, and
naturally, are on the other side of the matter, and we quite often
disallow a larger amount than the taxpayer thinks should be done.
The taxpayer then pgbtos_@, and comes in gnd produces additional
facts, perhaps, or submits additional arguments, at a conference of
two or three engineers and an auditor, usually, and is'able to convince
the department that he is entitled to a largér allowance than the
engineer first thought ho was entitled to. .. =~ = =~ .
Senator Couzens. I am not finding fault with that. I am saying
that the law places this power where 1t is, and it gives such ap oppor-
tunity for dissatisfaction among the taxpayers, because they are not
all treated equally. It has been deduced in the evidence here that
the taxpayers who hdve been urgent and who have been: expert
enough and able have been enabled to get an allowance that pravious
taxpayers did not get in the same kind of cases, and no opportunity
was given the previous taxpayers to heve secured an allowance, even
ungder like conditions, because there was no way. n}wiuc,h the depart-
ment cold notify the taxpayer that it had been influenced to make
an allowanco in a like kind of claim. '/ . .. T
.. Now, while we are on this point, have you any suggestion to make
s to how Congress should proceed to amend the law so as to make
more Tigid the handling of these matters, and thereby relieve the
tllega}r eng,,'of,,sfg,much'requiialbilit Lo
Mr.’ Crack. I am afreid, not, Senator. You must realize,, of
course, that in all of these claims, one man is goifig to think that he is
entitled to a larger amount then another, and he claims & larger
amount., One man will claim more than he is entjtled to, and another
not so much as he is ‘entitled to. The department endéavors, in
these different cases, to sit, to some extent, as,a hoard 'of equalization
and to allow all of them a fair amount. .. . .. .. . ;. . .,
‘The Cpamaan. How did. this happen to, be submitied to three
différent sets of engineers? ~ - o0 0T
. Mr, Cuack. Because of the protests of the Aﬁqai};q.yer.. Sy
‘The CiiatkMAN. And when the taxpayer protests under the pro-
cedure, and practice of -the department, do you always refer the
matter to another set of éngineers? . ... . .
T
- The CuAIRMAY. Is 1t referved hack to the same engineert ... ...
Mr. CLACK,, As, & usual thﬁng, after a protest,,the engineer, who,

n the original claim and another, perhaps an older on,n,}]o‘r%
chie

N
. .

(ot

was o . o,

gxperiﬁnced engineer, will sit in with him sometimes, and the
imself. :
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he CAIRMAN. This was referred originally to two engineers; and
then to two others, and then to two others; is that right ‘
Mr, CLack. No, sir; it was originally referred to two engincers.
* The' Cuarnman. Yes. ‘ , ,
Mr. Crack. And later to a third, a single engincer.
The CuamryMaN. After the protest was made?
Mr. Crack. Yes. S o
The Cuamrman. And an appeal was made? S
Mr, Crack. The third time to the third engineer, who made a
second determination, and had a conference. I think the record
shows that the chief, Mr. De La Mater, sat in the conference in
which the final allowance was made.
 The Cuamman. A conference with whom? .
~ Mr. Crack. The taxpayer and his representatives and the engineer.,
The conference simply refers to the fact that they requested to he
allowed to come in and submit additional data and their arguments.
Senator Couzrns. Do your records here show who participated
in that conference, outsido of Engineer Swarem? o
Mr. Crack. Yes, sir.
Senator Couzens. Have you them here?
Mr. Crack. Yes, sir.
Senator Couzrns. Will you please find them for us?
Mr. Crack. Yes, sir, :
The CuairMan. T would like ‘to ask Mr. Nash, while we are
waiting for that, whether that is the usual course of procedure, that
first tho engincer makes out his cstimate, and then the taxpayer
coll;lo?s in and files his protest. Then, what have you to do univer-
£ .
1\%1'. Nasnu. In this case, as in hundreds of other cases, the engineer
goes out and makes his examination, and submits his report as to
what he sees from making a physical examination. Then, if the
tax[l)‘uyer does not accept the engineer’s report, under section 250-D
of the law, he is entitled to & hearing before a conference committee
in the burcau. The taxpayer brings in additional evidence or
data, and which he thinks the engineer may not have considered
at all, or considered improﬂerly, when he made the investigation,
and usually the engineer who made the investigation, the head of
the engineering section, or amortization section, possibiy an auditor
the taxpayer and his representatives sit down around a table an
thresh it out.
The CamrmaN. The taxpayer can bring a lawyer in, if he wants to?
Mr. Nasn. Yes, sir.
The CrairMaN. You say that is usually done. Was that course
pursued in this particular case? .
Mr. NasH. I should imagine, from the testimony of this witness,
that that was the procedure in this case.
The Cuaimrman Then, may another protest be filed after that
second hearing by the taxpayer?t =
Mr. Nasu. The taxpayer then has the right to take his case to the
committee on appenls and review. ’
The Cuarrman. I understand the witness to say that it has been
reforred to two engineers, then t6 another engineer, and then to
another engineer before it came to the committee on n?;peuls and
roview? - ' \ e
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Mr. Nassi. I do not know that this case wont to the committee
on appeals and review at all. That has not heen brought out; but
there were two tvtwinoormg oxaminations of the property, the first
one by Moore & Woolson and the second one by Swarem, and the
third adjustment of taxes was in the conference, and not as a result
of a third examination of the property.

Senator Couzens. In that connection, Mr. Nash, if the ongineer
who makes the first examination satisfies the taxpayer, that onds it,
does it not? ' _ 3

Mr. Nasn. Providing it involves less than $50,000 of refund. If
the refund is more than $50,000, the case is reviewed by the solicitor.

Senator Couzens. Yes; but no question of refund enters this case.
e makes his claim for amortization, and the engineer goos out and
pusses upon it, and if the taxpayer does not protest that ends it?

Mr. Nasu. No; the entire case is subject to review in the bureau.

Senator Couvzens. Who reviews it in the bureau?

Mr. Nasu. The engineering section. :

Senator Couvzens. How many engineors review it in that case!

Mr. Nasu. Two. ) o :

Senator Couzens, In their review, though, they arve roqguired
practically to take the word of the first engineer, bocause of his having
visited the property wnd being familiar with it; is that right?

Mr. Nasst. Yos, siv; that is, they take into consideration the whole
case in the department and the data submitted by the taxpayor, as
well as the duta submitted by the engineor.

Doctor Apams. Now, Senator, T invite your attention to the fact
that, in vespect to amortization, a special exception was made by
the statute, and hoth in behalf of the Government and in behalf of
the taxpayer, the cases weore held open deliberately until March 3,
1924, ow, with respect to all of these allowances, if I may be per-
mitted 1o say so, all of these amortization claims should have been .
checked up, with respect to the amount of extra capacity and in
respect to the difference in cost at the high prices actually paid and
those which would have been paid under stablo post-war condi-
tions, and that ought to have been adjusted back to the losses on
those things prior to March 3, 1924, eithor in tho taxpayoer’s favor or
against him.  That was the design of the statute. The rationale of
the whole thing was that the taxpayer ontitled to amortization
should get tho difference between the high prices ho paid during the
war and the stable post-war prices, and the Government was giving
him until three years after the close of the war to ascertain what
stable post-war conditions are; so that, under all ordinary circum-
stances, these cases would all bo subject to recommmendation and
reviow as to conditions prior to March 3, 1924, ‘

Senator Couvzens. 1 would like to ask Mr. Hartson how much
trouble it would be to tell us how much, from the beginning of the
war up to March 3, 1924, was allowed for amortization, both as to
excess capacity and increasod cost?

Mr. Greeniper. Senator Couzens, I might say that, anticipating
that, from 15 to 20 people worked on it for two weeks, and it is being.
typed to-day, and we hope to have those ligures for you by to-morrow
covering overy case that has been in_the division, the number of.
reexaminations that have been made, the amount originally claimed,
ardd the amofints allowed. ‘ S
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anticipating the requests of the committee. .

Doctor Abaws. Mr. Greenidge, has any case, to your knowledge,

been reopened on the Government’s side under that provision?
' Mr. GrReENIDGE. I am infornied that there have been three. ,
 Doctor ApaMs. And may I ask this question, and I will put it in
pretty long shape in order to get you answer: My impression is that
there was a considerable change in the attitude and interpretation of

the amortization division from the beginning of its work until the

close.. That is natural and probably necessary. Now, certpin ad-
verse rulings to the taxpayers must have been made in rather large
numbers in the beginning of the work. Later on, in particular cases
some of ‘those adverse attitudes were reversed by the bureau o
amortization, but such reversals would not be published. Am I not
right about that? o c St o
~Mr, GREENIDGE. 'All of them would not; no. .

Doctor Apams. Would any of them? ' »

Mr. GREENIDGE. - I do not know why they should not have been.

Doctor Apams. How could they be? The only things that are
published are the decisions by the commissioner and the decisions of
the' committee on appeals and review. o

Mr. GreeniDGE. Nearly all of the memoranda of the board of
appeals and review are published.” -

ctor AvAms. I meant that it you did not ask the solicitor for

an opinion, and if you did not go to the committee on appeals and
review, it would not be published, would it? '

Mr. GREENIDGE. No.

Doctor Avams. As a practical proposition and not as implying any
censure at all-I do not mean to & that, of course—has the amortiza-
tion division in any case gone back to the taxpayers and said to them,
by & later rulmF, “Your case, originelly decided adversely, would now
be ruled upon favorably?” ‘ '

Mr. GrEENIDGE. I do not know of any such case, but it is possible .

that information would have become public through contact with
other taxpayers; from what we have done in a particular case you
can easily see that it might have become generally known. L
Doctor Apams. It would because of the special privilege of the
exg:gt working continuously with the amortization section.
. GREENIDGE. Yes, sir; I should imagine that would.
Senator Couzens. That was the place where the tax expert really
§01t 'ix; his work, was it not, because of his inside knowledge of these
acts¥ -~ " :

Mr. Geeeninae. ‘Well, any other professional man, handling com-
mercial problems of any kind, who gets inside information, naturally

has that advantage.

Senator' Cotzens. Oh, yes; 1 recognize that; but I tried to dis-

tinguish bétween the Government and private undertakings. . ‘
‘Mr. GreENIDGE. These problems, Senator Couzens, are not gs.
secret as a great many people would have some of us believe. From

the ‘coinments that I hear on them from the outside, there is not a .

gréat deal of secre

c ° ) . M . R Ces el .
.Doctor Apaums. ﬁr.‘(}reehidge, could you tell thé chairman ap- ~ - §

proximately' how inany cases and the aggregate amounts involved,

which ‘raise amortization cldims, now remain in your bureau to be.

settled ?

*

PR \ .
Senator Couzens. I want to compliment  the department for



Mr. GREENIDGE. Yes, sir. On Friday, at noon, there were 399..

- Doctor Apams, Cases? -~ - ' o oot

Mr. GReeNmoGE. Yes, siv, - v T T
- Senator Couzens. For all years? =~~~ "+ -~ - 70
"' Mr. GREENIDGE. Yes, sir; that is the grand total.. = - ‘
! The CramMAN. Can, you give me the aggregate nunber that have
been settled or adjusted up to the present time? -~ =~ . ..

Mr. GREENIDGE. Probably several thousand, but I will have that
figure for you to-morrow. T

The CuairMAN. Yes.. : S
" Doctor Apams. Can you answer this final auest.iop: Does that.
limiting date of March 3, 1924, mean that the Government can not
or miy not make revaluations after that date, or that it only may
not make revaluations .as to all conditions existing after that date?
(i' Mr. GReeNIDGE. I tdke it that that is as to conditions after that

ate. : . ' . - .

' Doctor Apams. They may now make revaluations, but they must
be made on‘conditions existing prior? ‘

Mr. GReENIDGE. That is what these 399 cases have been.

. Doctor Apams. Then you could revive cases en your own initiative
if you had any reason to helieve that some of these allowances had
been excessive in the past? ‘ ' : '

~ Mr. GREENIDGE. Yes; we could. = Co
+Mr. HarrsoN. There has been a recent ruling on that. -

‘Mr. GREENIDGE. As the solicitor has said, the solicitor has recently
ruled on that point, and we have some other points coming up before
him in the next few weeks.

Docter Apams. The only exception to what you have said would
be in the case of a final settlement under section 1312? e

Senator Couzens. For the (i)ur ose of getting this case on concise
form, I wish the witness would tell us, first, when the claim for amor-
tization was made by the Berwind-White Mining Co., when the
amended claim was made, who the first engineer was who %?ysically
examined the property, who the second en%:neers ‘were, who exam-
ined the property, and who took part in‘the conference when the
fiial adjustment was made?

"'Mr, ck. The original claim was in the original returns. = There
was & deduction taken in the original return—— e

:Senator Couzens. When? - . S e

Mr. Crack. In the 1918 returns, there was a deduction taken of
$257,608.16. . That was at the time the taxpayer filed its tax return
for 1918. In its 1919 return, it took a deduction of $66,966.10, a
total in the two years of $324,684.26. - . . . Co

‘On October 1, 1921, the taxpayer filed a revised claim for $575,591.31.
That claim was assigned to Engineers C. J. ‘Woolson and J. P. -
Moore;. who made -an investigation, and under date of May 12,
1922, submitted a report recommending the entire disallowsnoe -
of the claim. C Y co

_The Taxpayer, onv»Au&T t:21, 1922, filed a protest to the disallow-
ance,. and Engineer J. W. Swarem was assigned. to make a second .
mvestigation. . S R e

Under date of October 21, 1922, Mr. Swarem submitted a report,
recommending an allowance of $176,963.26. - . . .~ = ..

gllatainnre SRttt R

t
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Under date of November 18, 1922, Mr. Swarem filed a third repdrt. t B

Senator Couzens. Because of the protest of the taxpayer?

Mr. Crack. No, sir; not because of the protest that I previously
referred to, but apparently a third protest, or a later protest, The
third report states that it 1s based upon the previous report and upon
conferences held in this unit, October 30 and 31, and November 7.
and November 13. :

Senator Couzens. 19227

Mr. Crack. 1922, _

In the third report, based upon data submitted at those con-
ferences, Mr. Swarem recommends an allowance of $364,482.45.

I stated that we had a memorandum of that conference, Senator,
but I find that I am mustaken. The files have a record of a previous.
conference, but I have had no connection with this case, and was
assigned this morning to get the facts together for the committee;
but 1n looking over it, there is a record here of a conference, which I
took as a record of the conference referred to, but I find this is a pre-
vious conference, and has nothing to do with the last allowance.

Senator Couzens. What did that conference have to deal with?

Mr. Crack. This conference was held on September 5, 1922, and
refers to the disallowance of the first claim. At that conference,
there were present H. C. Middleton, treasurer of the company;
F. A. Ulmer, J. E. Philbrick, engineers of the firm of Ernst & rnst;
Mr. Walter W. Bond, conferce of the unit, Mr. A. H. Flournoy,
chief of engineers, and Mr. S. T. De La Mater, chief of the amortiza-
tion section. '

Senator Couzens. What were the conclusions reached by that
conference? Have you the record of the conference there?

Mr. Crack (reading): _ :

Matter presented: Enginecr’s report on amortization is dated May 12, 1922,
Amortization claimed of $519,077.56 was disallowed in full on the basis of com-
plete and continuous use in the going business.

Taxpayer had not requested, and therefore had not received, a copy of the

engineer's report prior to the conference. . :

Engineer's report went to consolidated returns subdivision on May 20, 1922,
and auditors from that office are now cngaged in examining records of the cor-
poration and its subsidiaries, and it was from the copy of the engincer’s report in
their hands that the taxpayer became aware of the disallowance of amortization.

Taxpayer at once prepared a brief, in which it stated the engineer’s report con-
tained a distinct misrepresentation of the tax as to the value in use in the going
business, and that the data compiled by the engineers as a basis for their con-
clusions were incomplete and in no sense a proper basis on which to determine
the actual value in use, and that the engineers did not discuss the points before
leaving the taXpayers’ office. :

Owing to the absence from the office of the engineers who made the investiga-
tion and to the questions of fact involved, it was agreed that an engineer would
be at once assigned to the case, and that he would, if possible, proceed to the
plants sométime during the week of September 11th. : : : &

The taxpayer is to be informed in advance of the probable date of the engineer’s

Senator Couzens. Whe si%ned that report? e
Mr. Crack. Signed by]%a ter W. Bond, conferee; A. H. Flournoy,
La Mater, chief ameortization section.
Senator Couzens. Now, in that case, the two enginecrs, Woolson
and ' Moore were not in the ¢onferenesd -~ - - . o0
Mr. Crack. No, sir; they were not. It states that they were -
out of town.
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. Senator Couzens. They were out of town? -

Mr. Crack. Yes, sir.

- Senator CouzeNs. At any time efter that were thew concluslons
discussed with them? .

Mr. Crack. I find no record of 1t

Senator Couzens. In other words, that is rather a condemnatory
report of the en§meer who made the first statement, is it not?

Mr. Cuack. Yes, sir; that is not at all unusual.

Senator COUZENS. The engineers are condemned quite frequently?

Mr. Crack. Yes, sir.

Senator Covzens. Whether they take care of the taxpayer or the
-Government, 1 suppose?

Mr. CLACK. Yes, sir.

Senator Couzens. Then, you have no record of the conference
which was finally had when the case was settled ?

Mr. Crack. No, sir. This states that there were conferences on
f](l)ur different dates. I find no records of those conferences in the

es

- Senator Couzens. Is it customary to heve a record made of those
conferences?

Mr. Crack. Yes, sir; it was customary, but, it was sometlmes
omitted. Conferences were sometimes somewhat informal. The
taxpayer would come in and submit additional data to support its
claim, and no action was taken at the conference at all. Sometimes,
in those cases, there was no record made of them, but it was cus-
tomary, where any distinct change was made in the allowance to
keep an absolute record of it.

Senator Couzens. In this case, there were three conferences of
which you have no record ¢

Mr. Craok. Four, & yparentl

Senator Couzens. Four conferences of which you have no record ?

Mr. Crack. Yes, sir.

Senator Couzens. Is not that an unusual number of conferences
to have without a record?

. Mr. Craok. Yes, sir.

Senator Couzens. Have you any explanatnon as to why no record
was taken of those conferences in this case? -

- Mr. Crack. None whatever. I haven’t any idea, Senator.

Senator CouzeNs. Has Mr. Nash?

- Mr. HarrsoN. Senator, I think it should be omted out that the
witness has testified that ixe could find no record in the files, It may
be that there is such a record and it may be m some other ﬁles.
Maybe it is misplaced.

o CHAIRMAN. Is that. an ususual number of conferenoes to have

in a case?

Mr. Hartson. No.

The CuairMAN. When there is & conference held 1s a stenegrapher
there to take down what is said?:

Mr. Harrson. No, sir. - ‘

The CratruaN. How do they mnke up the recerds then?

.~ Mr. Hartson. The basis for maeking up the record of - the con-

ferences is‘ that after the conference is over, to have the man who
either sat in it or conducted it to dictate to his stenographer hls recol-
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lection of what occurred, and then have the others present on'the part /2
of the Government to initial it or sign it. There are not any facilities *#
afforded for taking down, by way of steriographic notes, the record of §
a conference. It is not done; there are too many of them going on,
to do that. C
Doctor Apams. Could Mr. Nash give us a rough estimate of- the
number of conferences taking place each da¥?
very direct bearing on this question of possible publicity.
' Mr., NasH. There are hundreds of them every day.
The CHairmaN. Hundreds? : _
Mr. Nasu. Yes, sir. ' ‘ -
Senator Couzens. Getting back to this case again, where would
these references to these conferences be, if they are not in these files?
Mr. Crack. 1 looked through those somewhat hurriedly. It may
be that they are in those files there. If not, they may simply have
been misfiled. I think we have there all of the files in this case. In .
any filing system, it is, of course, possible for papers to get in the
wrong jacket, and when they do, they are pretty hard to find.,
Senator Couzens. I recognize that, but the charge has been made
that cases disappeared from the files, and therefore anything that was
not wanted in the files might be Eurposely gotten out of the files.
 Mr. HarrsoN: I think this would be the proper place to point out
that the man who referred to this case, in this instance, was the man
who refused to answer my question as to whether he had taken any
other copies of reports out of the files in these cases. He did admit,
in answer to the Senator’s question, that he had a copy of his own re-

port that he filed in this very case.

Senator Couzens. Yes; he only had a copy, as I remember it. -
Mr. HarTsoN. Yes; I think that is true.
Senator Couzens. Not the original. - :
Mr. Crack. If the Senator will pardon me, so far as the conference
report is concerned, any action that may have been taken on the

case at a conference could have been very easily set forth in a con- §

ference report, and, frankly, I am very strongly inclined to believe
that & memorendum of the conference reports have gotten in the

-wrong files, rather then that no conference report was made, particu-

larly because of the action that was taken. - The incre allow- |
ance of from $170,000 to over $300,000. would, of course, have heen -
recorded in that conference. R :

Senator Couzens. Would you have had to save the Solicitor’s

opinion on such an allowance as that? : :

Mr. Crack. No, sir. TR - SR

Senator Couzens. I will ask you to make a search of the files and
see if you can not present to the committee & record of the last
conference that you had, where the amount was finally determined
upon. : SR

Senator Couzens. I have no further questions to ask this witness. §

Mr. HarrsoN. I would like to ask Mr. Clack one quer’ion.

The CraxrMAN.-All right. - U O SR T
~ Mr, HaRTSON. Do you know whether there was any further review §¥
of ‘this case that was taken as a result of this conférence, by anybody §
in the bureau? L 0 s 0 I

Mr. CLack. Pardon me. You mean of the conference report?

think that has a #
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. Mr. HartsoN. No; I do not mean of the report-——of the allowence.
Was there any further review in the bureau of ths action of this
conference in allowing this amount? ; ’

. Mr. CLack. The engineer’s report, the third report, in which the
allowance is made, based upon that confersnce, is signed by Mr.
Swarem and approved by the reviewing engineers, J. R. Bolling and
S. T. De La Mater, chief of section. . Swarem’s act.on, of course
‘was reviewed and approved by the reviewing engineer snd the chie
of section. : :

Senator Couzens. Was that done after tho conference or before
the conference? :

Mr. CLack. After the conference.

Senator CouzeNns. After the conference? -

Mr. Crack. Yes, sir. '

Mr. Hagrson. Did the result of this allowance by this con-
ference take the form of a certificate of overassessment or refund,
or what, do you know? :

Mr. CLACK. No, sir; I do not know. ,

Mr. Harrson. How would you think it would be reflected ?

Mr. CLack. Not knowing what the other disallowances were,
the total allowance finelly made of $373.000 is only slightly in
excess of the deductions that were taken in the original return of
$324,000. If there were no other allowances, that would cause a
refund to the taxpayer. There was about $50,000 eddition amortiza-
tion allowed, making a possible difference, depending upon the
bracket, of $25,000 or $30,000.

Mr. HartsoN, I there is a refund in a case of a substantial
amount, would there be any further check on this action?

Mr. Craok. Yes, sir, . _

Mr. HartsoN. By review by the solicitor, of the refund?

Mr. CLAoK. Yes, sir.

Doctor Apams. Mr. Clack, all amortization cases, unless the
statute of limitations has run, e open to review with respect to the
allowances, are they not?

Mr. Crack. 1 b%‘your pardon.

Doctor Apaus. amortization questions are open to review
and reexamination, to be recomputed, prior to the date on which the
statute of limitations applies? Lo :

Mr. Crack. That is,x:)ﬁ understanding of it.

Doctor Avams. And alt of these returns are, in & peculiar sense,
open to revision if the statute of limitations has not run?

Mr. Crack. Yes, sir. - - :

Doctor Apams. Do you know whether the stetute of limitations
has run on these cases this year? : g .

Mr. Crack. No, sir; I do not. It has not run, of course, on the
1919 deduction allowances. -

Doctor Apams. It probably would have run on the 1918 returns,
would it not? , .

b Mr. Crack. Unless » waiver had been filed, I presume it would
ave, : S

Doctor ApavMs. Was there any offort made to reject these amortiza-
tion cases before the statute of imitations ran? L ‘

" Mr. CLAOK. . No, sir; the section was at that time working under
considerable pressure to close out as many of the 1918 cases as

| possible, in order to avoid having to take waivers. .
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Doctor ADAMS. A great amount . of amortizaﬁqp has been taken

-for the year 1918, has it not?
Mr. Crack. Yes, sir.

Doctor Apams. In other words, owing to the %reséure of gorkl;and x
e statute has been -

lack of force, the major precaution taken by t

ignored, apparent!
gnMr. ~L£(I:)x. If fv

allowance, there was one feature that I spoke of a while ago regarding

the 1921 act providing for replacement—allowance of amortization §

on replacement cases.

tions?
Mr. Crack. The regulations. -
Senator Couzens. You ought to make that straight. -
Mr. Crack. Pardon me. The regulations provide that the

allowance for amortization might be made on the basis of replace- 1
ment costs. That regulation was issued some time in the spring of .

1922. That is my recollection, and that feature was not given any
consideration by anybody in determining this claim. ‘

Senator Couzens. Then, in other cases that were settled, where the  §

taxl&ayer was quieted, he got no allowance for excess costs, did he?
r. Crack. No, sir. :

Senator Couzens. I think we are ready to take up the casc of the J§

Standard Steel Car Co. now. Have you the papers in that case?
Mr. Harrson. They got an allowance for it, if they claimed it,

did they not? '

-~ Mr. Craok. Yes, sir; if they claimed it.

Senator Couzens. I said if the taxglayer had been quieted, and -8

if he did not make any claim, of course, he did not get it.

Mr. HarTson. Senator, if you now want to take up the Lee Smith §

Son Manufacturing Co. case, I will call Mr. Newbury.

STATEMENT OF MR. C. B, NEWBURY, ENGINEER, BUREAU OF
INTERNAL REVENUE '

Senator Couzens. Will you state your full name for the record?
Mr. Newsury. C. B. Newbury. Lo
Senator Couzens. How long have you been in the department?
Mr. NEwBURY. Two years and five months. '

Senator CovzeNS. Are you an auditor? -+ -
Mr. Newsuny. No; engineer. : ‘ U
Senator Couzens. What was the discussion in regard to this matter,

do you know, Mr. Hartson? " o S .
¥r. Harrson. This is another case that was referred to by either

Mr. Adams or Mr. Mdore, both of whom were discharged engineers

from the bureau. S

" Mr. NEwBury. Woolson and Mr. Moore made the originel deter-
mination in this case, the same as they did in the Berwind-White
case. Before proceeding on this case, would it be out of place for

me to make a remark on the last case? ' o
The Cmarrman. No. "~ R
Mr. Newsury. The question of coal land was brought up. We

opinion that coal lands  acquired: are not’ subject

to amortization: - T

up about land.

<Ji

Senator Couzens. Are you referring to the law or to the regula-

? - , .
may say just one more word about this additional - §

at is in answer to the question that was brought -

2 N
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Senator CouzeNs. No; the matter of the land came up more in

connection with the purchase of land for expansion for plant purposes. -

Mr. NEwBURY. Lee Smith' & Sons Manufacturing Co., of Pitts-
burg}lll, are engaged in the manufacture of dental supplies.  Prior
to the war, they had rented quarters in Pittsburgh. The lease
expired, and they had to get. a new building to continue their opera-
tions. . They purchased an -old building in Aspinwall, expended
$19,355 for the acquisition of & building, and in 1918, they expended
$38,122.54 for alterations and improvements. - .- . C

Senator Covzens. What did they do? TR oo

Mr. Newsury. They manufactured dental cement under con-
tract with—— - : : . .

The CrairMAN. Dental cement?

Mr. NEwBURY. Yes.. -

The CaamsMaN. Nothing but that? . o

Mr. NEwBuRry. Their business consisted of selling false teeth and .
things like that, in addition to manufacturing cement. They are
wholesale dental su}'rlply people. LT

The CuammaN. That is what I understood, but I thought you
said they confined themselves to the manufacture of dental cement.

Mr. NEwBuRy. In this buildin“ﬁi : - :

The CrHArrMAN. Oh, in this building.

Mr. NEwBURY. Yes, sir. ,

.The ?HAIBMAN. This building was erected for that particular
~p Mr. Newsury. The building was acquired. They purchased an
old four-story building, which had been previously used as a place
for the manufacture of pianos. It was in a run-down condition and
they had to expend twice as much as the building cost them to put
it into shape so that they could use it. ' : :

Senator Couzens. Just what did they do to promote the prose-
cution of the'war? - / '

Mr. Newsury. Manufactured dental cement under a direct con-
tract with the Medical Department, the Dental Corps.

Senator Covzens. Of the Army?

Mr. NEwBURY. Yes, sir. Their business with the United States
Government amounted to some $350,000.

Senator Couzens. Just proceed and tell us what they originally
asked for, and what was allowed, ete. =~ =

Mr. NewBURY. On the basis of this expenditure of $38,122.54,
thg)g claimed amortization to the amount of $18,546. L

nator Couzens. That was for one year, though?

Mr. NEwnsURY. Yes, sir. Itis asmall case. - = -

Senator CouzeNs, ’f‘lgen, there was another year, was there nott

‘Mr. NEwsURY. No, sir; that is all there’was. ‘ : o

Senator Couzens. 1 thought you called off two amounts that they
had added to theirplant? -~ - . - .. . . . .

Mr. Newsvury. They spent $19,355 for the escquisition of the-
building, and then expended further $38,122.54 for alterations and
repairs to make it useful. -~ . e E :

Mr. CaarrMaN. That is $58,000% - : '

Mr. Newsory. Yes.: .. . o oo

Doctor Apams. Was that all in one year¥ -~ -
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Mr. Newsugry. No;: the land and bmldmg was acqmred m !917 ':T':';i
and the improvements were made’in 1918, - 2
-Doctor Apams, After the war, in 19179 ' &

Mr. NewBury. Yes, sit. On this cost, they clmmed an amortlza-‘
tion to the amount of $18,546, which was original 37 disallowed b
Woolson .and -Moore, on the ground that the building was in
use, and that the replacement cost was no less than the cost . of‘
aoquisition. . The taxpayer took ‘an_exception to the report and
wrote directly to Secretary Mellon. ‘Do you wish to see that letter?
One letter here is addressed to the Treasmg Department. -

-Senator Couzens. That- letter was date June 8, 1922. I just
mention that, in case Syou want to look w up later. Now, thero was.
one addressed to the ecretary? -

Mr. NEwsury. On July 10, That is the second lettor.

hTh(; CHAIRMAN What was the: first letter that you handed out
there

Mr. annvmr That isa lotter addressed to the department.?

The CHAIRMAN. By this company? '

Mr. NEwsURY. B; the taxpayer, yes, sir.

The CHAIRMAN. :

Mr. NEwWBURY. That is the letter to Mr. Mellon 0(‘iorm:mall)
[producing leiterj. The taxpayer was very much incensed when he
wrote that letter.

Senator Couzens.' Can you tell me what that is whlch has been
rubbed off of that letter to Mr. Mellon, by the taxpayer, or partly
rubbed off? - I can not read it.

Mr, NewBURY (reading):

No reply required. Matter been taken up. ~ P. F. C. file with case,

The CuarrMAN. Do you want that letter in, Senator? .

Senator CouzENs. I do not think it is necess ?r just want to
read this comment from the letter to Mr. Mellon from this taxpayer,
dated June 6, 1922:

Owing to- the growing apuit of unrest on' the part of decent business men

throughout the country, arising from conditions similar to this incident, I am
forwarding & copy of my letter on the subject to the President for his information,

and remain.
That is just an evidence of the, discontent with the department
The CHAIRMAN. Who wrote that letter? ‘ -
Senator Couzens. The taxpayer in this case.
What was done with this case after the first engmeers dnsallowed
the claim? . A
Mr. Newsugy. ‘This latter was rephed to, statmg that:

1 have directed an examination to be made for $he purpose of eonsidering the
complaint made by I}'ou relative to the examination of the return of tho Lee S.
Smith & Sons Manufacturing Co. . .

The case was referred to the commlttee on appoals and rovnew,
who referred it back to the unit, with the recommendation that it be
reexamined in-the field. - Another engineer was assigned.to the case,
named E. P. Quirk, who is no lo; ?’gor with us, and in a report submitted
on May 15, 1923, he recommended:an allowance of $12,645. 06, based
upon facts which he discovered in his exammatnon. REININ LR _

Senator Couznns What were the facts? - R

f«‘xlf

el




R P Ll NI - .
AR { C < o

7 Mr. Nawpury. That the pre-war, building which. it supplanted
- was about two-thirds of the siz% of the building during l?heyggrl ; that

'8 the war-time buildi was not used to the extent that the pre-war
s B bl?ﬂn:lli(?%ehad been, that excess capacity existed, and amortization
4 - 8ho!

allowed. R o o

Senator Couzens. Was that allowance concurred in by the com-
mittee on appeals and review? . C

Mr. NewBury. They did not take the matter up after he made
this report. This report was then submitted to the auditors to meke
their adjustment for arriving at the tax. This report was dated

May 15, 1923, and it went out of our section and, as far as I know’

now, the case has been closed. There were some adjustments made

in 1917 and 1919, and there was very little tax involved; I think

goalsls;ll:y either an additional tax or an over assessment of a thousand
ollars. :

Senator Couzens. Was this claim settled in conference? ‘
1;{{. Newsury. No, sir; there was nothing unusual in this case
at all. : 4 : . ,
Senator Couzens., The engineer's word was taken? After he
rejected it, his conclusion was taken? . h _

Mr. NEwBURY. He was given a very coniplete and comprehensive
report, with figures and tabulations. | 4

Senator Couzens. So it was accepted?

Mr. NewsURY. Yes, sir.

Senator Couzens. That is all I want to ask this witness.

Mr. HarrsoN. It was reviewed, was it not? = ‘

Mr. Newsury. It was reviewed by the reviewing engineer.

Mr. HARTSON. In other words, his report, as such, did not allow
the claim itself? c _

Mr. Nrxwpury. No; it disallowed about $5,000. ,

Mr. HanvtsoN. But subject to the review, it was allowed, with
that differonce?

Mr. NewsBury. Yes, sir.

Mr. HarrsoN. That is all. .

The CrairMAN. That is all. » '

Senator CouzeNns. Have you the papers in the case of the Standard
Steel Car Co. now? ° . .

Mr. HarTooN. Yes, sir; we are ready with that case.

STATEMENT OF MR. W. S. TANDROW, APPRA.I.S.A'L ENGINEER,
. BUREAU OF INTERNAL REVERUE ,

The CualIRMAN. What is your name?
Mf . TANDB@WO ' Wo So T&ndl‘owo . oo
The CHAIRMAN. Are you in the department?
Mr. TanprROW. Yes, sir. - - L :
The Cuamsuan. How long have you been there? = . -

r. TANpROW. Eighteen months. I

e CHamuaN. In what division are yout L
Mr. Tanorow. Appraisal engineer of the Income Tax Unit. .
The Czamman. Have you been such all the time? =~ =
Mr. Tanorow. All the time. . K
} The Crateman. All right, Senator. T S
. Senator CouzeNs. Just what is it that you propose to review in

this connection, Mr. Hartson? ' ‘ .

| ]
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M. Hanrsox, T ad in mnind, Senator, a sysopsis of the History of -
the case ‘and the file which accompanied {lsneli:et’ﬁms. ‘We gwf

returns of the yedrs starting from 1917, I believe. -
Mr. Tanprow. Yes, sir. = - ST

Mr. HartsoN. And these schedules of sllowances for those years.

Senator Couzens. Will you proceed with the case? -
Mr. Tanprow. Do ¥ou wish me to read the history of it§
" Senator Couzens. Yes. o '
1918 'was received. A deduction for amortization in the sum of
$1,220,047.45 was taken. © o
The CaammmMan. What was that date?
' Mr. Tanprow. That was on June 14.
The CaairMaN. What year?
Mr. Tanprow. 1919, .
The CHAIRMAN, ‘190192 -
Mr. Tanprow. Yes, sir. '
Senator  Couzens. Was that the calendar year or the fiscal year?
Mr. Tanprow. That was the calendar year.
“Senator Couzens. I thought they were supposed to file those
:'Ietur;ls by March 15. How is it that this return was not filed until
une ‘
Mr. Tanprow. I can not auswer that question. .
Mr. HartsoN. It was probably due to an extension of time,
Senator. It may beso. =~ = =
Mr. NasH. In this particular case, Senator Couzens, the act was
passed on February 24, 1919, and it was impossible to get blanks
printed, get them istributed, and get the returns filed before March
15, and there was an automatic extension to June 15 in which to file
returns. t ' ' .
Mr. Tanprow. On May 15, 1920, an amended return for the year
19&8 was received, and amortization in the sum of $1,220,047.45 was
taken. : '
The CrairmMAN. That is what was claimed?
Mr. TanprOw. Yes; that is what was claimed.
Senator Couzens. In other words, it was taken off? :
Mr. Tanprow. Taken as a deduction under Schedule A-19 on the
taxpayer’s return. ’ ' : .

I may omit reference to the correspondence which relates to this

case, and which has no bearing upon the return?
Senator Couzens. You may just recite them year by year as you
%uwe them, until you finish, and then we will go back to that other
ater.
Mr. TANpROW. On May 3, 1923, a final amended return for the
ear 1018 was filed, showing a deduction for amortization—~that is,
or the year 1918—in the amount of $157,535.58. o
On May 3, 1923, a final aménded return was filed for the ‘y_eag 1919,
showing a deduction for amortization in the sum of $2,686,537.06,
and on that same date, May 3, 1923, the final amended return was
filed for the year 1920, showing & deduction of $195,690.80, as
aemortization. - o oo
The CuairMAN. Just what happened with that claim? =
Mr. Tanpgow. I will just make a summationhere. =

The CuamMAN. Yes.

Mr. TanprROW. On June 14, 1919, the original return for the year
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. Mr. Tanprow. The total cost on which amortization was claimed
wis  $4,915,714.69, and the - total . amortization -claimed was
$3,071,451.14. . . .. - e
Senator Couzers. What do you mean by that last statement?
You say was allowed ? , : L .
Mr. Tanorow.. No; was claimed. - L
Senator Couzens. What was the first figure that you gave us?-
Mr. Tanorow. That was the cost on which the amortization was
based; that is to say, the taxpayer submitted costs, and on those costs
were claimed the. percentages. : :
. ;l‘he, CrAIRMAN. Can you tell us briefly what those costs consisted
of? . ‘ e
Mr. Taxprow. Principally they covered the installation of facili-
ties used in the manufacture of cars, which were delivered to the
Government under Government contract. The total contracts
amounted to $200,000,000. - :
The CuairMAN. That is to say, this company had a contract with
the Government to make cars to be delivered to the Government?

- Mr. Tanorow. To the Government? = : :
The CHAIRMAN. Yes; the contract amounting to $200,000,000. -
Mr. Tanprow. In the aggregate; yes.

The CEAIRMAN. And in order to meet that demand, they expended -
some $4,000,000 plus for increased facilities? = = .
Mr. TANDROW. Well, yes; I would say they probabl¥ spent
$10,000,000, but they only claimed amortization on half of that—
about $5,000,000. . . , . . :
~ The CuammMaN. Yes; that is what I want to get. Do you know
how miuch they spent altogether for increased facilities to meet this
new contract? S :
Mr. Tanprow. Well, I could not tell you the exact amount. I
know that they claimed amortization on approximately $5,000,000
The CrairMaNn. Yes; that is amortization. : ‘
Mr. Tanprow. Yes. : .
T(liled?mnuau. But thet had no reference to how much they ex-
pende . ’ . o
Mr. Tanprow. No;, but that would represent, I .would  say,
ronﬁhly 50 per cent of what they expended. o _
o CHAIRMAN, And approxima, ‘y 50 per cent of what they
exﬁnded they asked to be amortized > -
Tl:.'
e

Tanprow. Yes, sir. o
.. There wes amortization claimed for that?

Mr. Tanprow. Yes. . -

The CratrmAN. Can you give the suecessive steps, and what was
done with each. claim when it was filed? - o
Mtr. Tanprow. Yes; I have it set up chronologically in this state-
ment. C R ~ - :
Senator Couzens. In this statement here?
Mr. TaNDpROW. Yes.
Senator Couzens. I just want to read from the last page here,

the memorandum under date of July 2, 1923. It says:

Engineer’s report on claim for amortization of war facilities, The following is
taken from the summary of the report: ' » : g
“Cost on which amortigation is allowed, $4,915,714.69. '
“ Amortization allowed for tax purposes, $3,039,763.34.”
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Mr. Tanprow. No; about 60 per cent. '

o
te

$

‘In other words, nearly 75 per cent of the total cost was allowed? °.

Senator CouzENS. Well, bet.weep 60 and 65 per cent; yes. '_Is"- ;

that -correct?’ - ‘
Mr. Tanprow. Yes; that is correet. e ,
Doctor Apams. What is the equipment that was amortized?
Mr. Tanprow. Principslly machmery and some small expendi-
tures covering steel frame bnildings, but it was largely very heavy

" machinery used in car manufadturing.

) Doc?tor Apams. And the basis of it was. high: price, or reduction
inuse? - - o R

Mr. TaNprOW. Yes; there were three factors. It was excess cost
during the war and depreciation during amortization period, which
they normally do not get, and lowered value in use; and, of course,
there was & loss of the income producing capacity of the money
invested in ecquipment during the post-war peried. =~ =~ =~

Senator Couzens. Do you mean that vou allow for losses sus-
tained -during the post-war period ¢ - ' - '

Mr. TANDROW. Yes; that is to say, we took the average produc-
tion for the yoars 1921, 1922, and 1923, and compared that with
proven capacity to ascertain a- value in use ratio and applied that to
the cost, which gave them the amortization write-off. ' ‘

Senator CouzeNs. How could you take it in 1923, when this case
was closed up in the middle part of 19232 - B

Mr. Tanprow. I had four months in 1928, and I estimated a year
on the basis of four months’ production, and in order to make an
estimate I went to the car servico division of the American Railway
Association to get the relation of cars manufactured in the first four
months of each year as against the total for a year. I based it on
experience, and estimated the actual production of this company for
the entirc year. - o ‘ :

Senator Couzens. Then this memorandum here shows a cleaning
up of the tax year of 1918? .

Mr. Tanprow. Yes, sir. N S

Senator Couzens. 1919?

Mr. Tanprow. 1919 and 1920. .

Senator CouzEns. And 1920?

Mr. Tanprow. Yes. - -

Senator Couzens. For three years? -

Mr. Tanprow. Yes, sir. ' :

S;mator Couzens. And for 1921 and 1922 they are not cleaned up

et , .o 0. .
Y Mr. Tanprow. I do not believe so. - I do.not believe effect has
been given to any amortization in 1921. - It was spread in the years
1918, 1919, and 1920, L -

Senator Couzens. On this memorandum you say here:

Letter from consolidated returns'subdivision through Mr. 8. T. Dé La Mater.

These are memoranda from one section to another section within
the bureau, are-they? . R A C

Mr. Tanprow.' Yes; referring to various matters. ’ ;

" The ‘CuaieMaN. Now, let us find out the date when the first claim
for amortization was filed; the amount of it, and what disposition -
was made of it. . . . NSRRI

»
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Mr. Taxprow. The first claim was filed with the return filed on
June 14, 1919.  As I stated before, $1,220,047.45 was deducted on the
taxpayer’s return. : : : o

he CuarrMaN. That is what the taxpayer claimed ?

Mr. Tanprow. That is what the taxpayer claimed. -

The CuoairmMAN. Then what was done with that? - - .

Mr. TaANDROw. Nothing was done with that. S

On May 15, 1920, an amended return for the year 1918, was filed,
claiming amortization in the sum of $1,220,047.45. .

The CuairmMaN. How did there happen to be an amended return
filed when nothing had been done on tlie first one that was filed? -

Mr. TaxpROW. You must understand that these deductions are
taken on the tax return, and at the time the original return was
filed there may be some auditing features or accountmg features that
were not cleaned up, so that the amended return would probably not
alterr the amortization. o :

The CHAIRMAN. What was the difference there?

Mr. Tanprow. The figures are exactly the same as on the original
return. '

Senator CouzeNs. Just why would they make an amended return
if the ﬁ’fures are the same?

Mr. Tanorow. I am speaking now in reference to amortization.
“The amortization is exactly the same, but on the return there might
have been some other figures which would be different on the later
return as against their first return. : : :

Senator CouvzENs. That is just what we want to know. We are
not going into this case looking for amortization, but the whole
return. - Why was the amended returr: made? :

Mr. Tanprow. I am sorry 1 can hot tell you that, because 1 only
handle the amortization. We have the returns here.

Mr. HarTsoN. We have the auditor here. I think Mr. Leary can

“tell you the reason that they filed the amended return. It made
no difference in the claim for amortization. ) ' ,

Mr. Tanprow. No. I.should say in the majority of corporate
cases amended returns are filed. o :
. Senator Couvzens. I understand that, but what I want to know
is the reason for it. - S : C

Mr. Taxprow. I am sure I could not tell you. =~ R

Senator Couzens. While he is going on with this, will somebody

" look that up? ' ' ~
The CHAIRMAN. What was done with that amended return?
_ Mr. Tanprow. Well, it was assigned for field investigation; that
i, 8¢ far as the amortization claim was concerned, by & memorandum
from the chief of the section. . S
On September 24, 1921, an engineer visited the plant of the tax-
payer. 3 S : -
he CHAIRMAN. What is the name of that engineer?
Mr. Tanprow. Mr. Kahn, - - ‘ N
He visited the plant of the taxpayer on September 24, 1921, and
he wired to the chief of the section, Mr. De La Mater, that the
taxpayers’ schedules were so-incomplete that it would: not be possible’
to meke an examination of the claim, and suggested that tliey
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be advised to amplify. the information supportmg thelr clmm for
amortization. They did that and—

The CrairMAN. That is, they filed——

Mr. Taxprow. Yes; they ﬁled new schedules. = -

The CrAYRMAN (continuing). A more complete return, then?

Mr. Tanprow. They filed a more complete return. :

The CrAIRMAN. When? :

Mr. Taxprow. I do not know. I have not tho date.

Mr. HartsoN. That was not a retum, was it? " 'l‘hose were addi-
tional schedules.

Mr. - Tanpeow. Those were additional schedules in support of
the amortization.

The CHAIRMAN: Supplementmg the original return?

Mr. HarrsoN. Yes.

The. CHAIRMAN. - And supplying what they had omitted before?

Mr. HarTsoN, Yes

Mr. Tanprow. And as I say, that was assigned for field mvest|~
%?t.xon on December 14, 1921, to Engineers W. H. Cully and M. B.

Then, on December 19, 1921, the assignment was w.nthdmwn

Senator Couzens. Why?

Mr. Tanprow. I have not the explanation—possibly because the
amended schedules were not in proper form. I see a reference to a
latter here.

Senator Couzens. You will remember, Mr. (erman, the Cully
was the man who submitted the information that this is a Mellon
company, snd there was to be no additional assessment made.

I understand that in this case the assignment was withdrawn; is
that correct? .

Mr. TANDROW. Yes; the nent was withdrawn, but as I
remember the deteils, that was because the taxpayer had not sub-
mitted suitable schedulee, showing thit an examination could be
made. That was the only reason for the withdrawal of it.

‘Mr. HartsoN. There was not any substitution of other engineers,
was there?

Mr. Tanorow. No. ents were Just made at random.

Mr. Hartson. In other words the objection was not because of
thmersons assngned to the mvestxgauon?

TANDROW.

Mr. HanTSON. But n. was a criticism becauSe the mvest ation at
that time was not deemed necessary, due to the fact that the infor-
mation had not come in in sufficient quantity.

- The CuaieMaN. When were they assigned, and when were they
withdrawn ¢

Mr. Tanprow. On December 14, 1921, the assngnment. was made,
and on December 19, 1921, it was wmhdra

The CHAIRMAN. Five days afterwards; is that rightt . =

Mr. TANDROW. Yes; that is correct. Complete schedules were
ﬁled on May 3, 1923 and on May 13, 1923, the case was—

CrairMAN. What happened between December, 1921, and
Mﬁr 19239 What ‘was going on in the meantime?.

Tanprow. There was miscellaneous. correspondence passmg .

between the amortization section and the consolidated returns sec-
tion in regard to the case.

%
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Senator Couzens. -Whoere is that correspondence? -

Mr. Tanprow. That is in the files. e

Senator Couzens. I wish you would get it for us.  * ‘

The CuairmaNn. Can you give us the gist or the substance of that
correspondence? - S : :

Mr. Tanprow. As I recall it, the consolidated returns division
was working on the audit of the case, and, of course, in the case of a
large corporation, there are a great many matters that must be
questioned in an audit, and until the amortization was settled or
until the audit was settled, as I read it, it did not appear to be of
al(lyantage to go ahead with the examinations of the amortization
claim. : : /

- The CinamryaN. Was any of that correspondence referred to you?

Mr. Tanxprow. No. -

The CHairMaN. And you did not answer any of it?

Mr. Tanprow. No. .

The Cuamrman. Who did answer it?

Mr. Tanprow, Various section heads.

'l‘l;c CHAaIRMAN. Various section heads answered the correspond-
ence? L o

Mr. Taxprow. I am just speaking from my knowledge of the
correspondence. 1 know nothing about it. S

The CualRMAN. From December, 1921, until May, 1923, there was
correspondence about this case? ' o

Mr. Tanprow. Yes; runnin§l correspondence relating to the cuse.

The CHarMAN. Then what happened in May, 1923%

Mr. Tavprow. On May 3, 1923, the taxpayer filed a very com-
prehensive and complete claim. -

.On May 13, 1923, the case was assigned, so far as the amortization
was concerned, for field'investigation.

On June 20—

- Senator Couzens. To whom was it assigned ?

Mr. Tanprow. Engineers W. T. Jennings and W. S. Tandrow.

On July 2, 1923, the engineer’s report covering the amortization
- was submitted.

The CHammMAN. What was that report

Mr. Tanprow. Do you mean the text?

Thelfq‘nAmMAN. Yes; what was the report made by Jennings and
yourse, :

Senator Couzens. You and Jennings did the job?

Mr. Tanorow. Noj; I did the job. : »

p Sepato:' Couzens. You said the job was assigned to you and

Onn.l [/ . . . ,

Mr. TaANDROW. It was assigned to Mr. Jennings. - He was aoting
as reviewing engineer. - - - o

The CratrMAN. Then you made a report? . 5

Mr. Tanprow. Yes; we made a field examination and report.
Mr. Jennings had %wtically nothing to do with the case. . ‘

The CaamrMAN. Was he out there with you? ’ :

Mr. Tanprow. He made a trip to Pittsburgh with me. He is the
senior engineer, quite an elderly man, very experienced in amortiza-
tion work. He made a trip through the Butler plant, which is a very
large plant, and we discussed ‘the case both in particulars' and in

neral. - He then returned to Washington and I continued on with
the examination on the 13 plants. .

INVESTIGATION OF BUBBAU OF INTERNAL REVANUR 407
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Senator Couzmns. You say Mr. Jennings /was a competent and
exggxencedengmeer? R I TR Y
. TANDROW. .In my opinion, he was a eompetent engineer. '
Senator CouzEns. You were not here when the other testimony §&
was offered in connection with Mr. Jennings, were you? : g ¢
anr. Tanorow. Well, of course, it-is a matter of opinion, you ]
*Senator Couzens. Proceed and tell us what you found out when
you made your report later, - :
. Mr. Tanprow. I made a very careful examination. It required
four weeks in the field and two weeks to write the report, and it was
to my mind, a very difficult case to handle. For this reason, at the
outset, I felt that the taxpayer had not claimed as much, probably,
as they could have cleimed, and I naturall; fought the field investi-
Fatu_)n. I had considerable trouble. My attitude was this, that I
olt if I was at all conciliatory, it might let them feel that they had
gotten the allowance very easi:f, that they could come back and -
claim more; so I opgosed them all I possibly could, hoping that when
my report was made they would be perfectly satisfied, and would
not come in and request a redetermination and ask for more amort-
* ization. It was very obvious to me at the outset that they could
have submitted a much larger claim. ‘
The CuAtRMAN. For amortization?
Mr. TaNDROW. Yes.
Senator CouzeNns. Just what was the difference hetween their
claim and your findings or conclusions?
. Mr. TanDrOW. About $31,000. C
Senator Couzens. In other words, according to this memorandum
here, on the last sheet, all of their claims for amortization were
allowed, with the exception of $31,687.80. - .
Mr. Tanprow. Yes, sir. '
The CuHairmaN. How much did they claim, and how much was
allowed ¢ s :
Mr. Tanorow. They claimed $3,071,451.14, and they were allowed
$3,039,763. 34.
Doctor Apams. On an investment cost of how much?
Mr. Tanprow. On an investment cost of $4,942,151.80.
The CHatRMAN. What was the basis of the claim?

Senator Couzens. Just a minute. That is not according to the
report that you havehere. The cost as set out here was $4,915,714.69.
Mr. TaNDROW. $4,915,000? o
Senator Couvzens. Yes. - )

Mr. Tanprow. I am reading from my report. Of course, this
may . be wreng. . That is not correct, Senator, because I have my
report here, and I am reading you the exact figure. - - 2

Senator CouzeNs. Anyway, there were. allowed approximately
three-fifths of the cost? - . . SR

Mr. TANDROW, Approximately three-fifths of the cost. . ?

The CHAIRMAN. at was the basis of their claim? Let us get
at that and see what they claimed and what they putiton. .

_ - Mr. Tanorow. They claimed largely on the basis of lowered value
inuse. That is to say, during the war period, they installed facilities
that. were used in the production of artioles contributing to the pro-
secution iof the war, and during that period, of maximum operation
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),,th?.establéghed a proven.capacity. ;Now, as: you.bave been:told,
/" in determining amortization, you measure the post-war operations b{
- . taking the average of the yeqm 1921, 1922, and 1923, to compare wit

* the proven capacity, to establish valuein use. . Now, that value in use

must not be lower than the sale or salyage value of the proparty,-

In this particular case,. their value in use during the postwar
period was very nearly 40 per cent.- It was shfhtly less than 40 per
cent, and they stated their claim on the basis of sale or salvage value;
that is to say, if they would break down. the component parts that
‘were added to the plant during the war for production of cars, ete.,
.under Government contract, they would not realize more than 40
per cent of the cost, and in my report I accepted that.

The CuairMAN. Could they sell it as a unit? -
~ Mr. Tanprow. Well, the only measure you would have to find the

unit value would be the market value of the stock—making a stock

and bond valuation of the property, and, of course, on a capitalization

basis, it would be less than 40 per cent. .

Doctor ApaMs. Do you usually take a breakdown cost for such
purposes? Do you not use the term ““break-down"?

Mr. Tanprow. No; I would not say that that would prevail.

Doctor Apams. Do you think it justifiable to take a sort of dis-
membered cost for that purpose? o )

. Mr. Tanprow. It would all depend upon the nature of the in-
dustry. If you were dealing with a plant that was exclusively en-
gaged in the manufacture, for example, of shells, and that plant had no
utility value for any other purpose, without being converted at great -
expense to salvage, then you would have a breakdown cost; but if the
proapert,y was retained for use in the going business of the ta.xlpayer,~
antl possessed utility value for use during the postwar period, I think
you should let the amortized cost retain the utility value. . -

The CrAIRMAN., How much of this cost was for additional building
and how much for additional machmerf? ) :

Mr. Tanprow. I have not it assembled in that way. I bave the

- details, if you wish me to read you all the ﬁ'ﬁures. X .

The CuamrmaN. I thought maybe you-could give it roughly.

Mr. Tanprow. I could not tell you offhand. :

The CaairMAN. Was that machinery and building valuable for the
max;ufacture of cars? It was car-manufacturing machinery, wes it -
not ,

Mr. Tanprow. Yes; very largely. I would say so. _
The CHAIRMAN. After the war was over, they could have used it?
Mr. Tanorow. They could have used it. .

The CaAmMAN. But because of the decreased demand for cars and
the fact that their contract had been filled, then you figured that they
were entitled to that amortization? _ ‘ . S
; Mr. Tanprow. Yes. - S : -
| - The CHAIRMAN. Because there was no ‘demand for the product

that that particular factory was making? . L -

- Mr. Tanorow. Thatisst. - .. . ... = -~ Lol

he aMAN. And because those facilities were not required to

‘meet that demand or eny other demand? . .

. Mr, Tanorow. Yes, sir. . Of course, I judged the case on the con-

ditions that were known to me before I made the investigation; that

is to say, I could not project into the future and render any judgment
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on the basis of what I assumed might develop. - I just took conditions | |

as they were. S o N
. The CHAIRMAN. And you say that during the years 1921 and 1922 ‘§
it was used only to 40 per cent? S PN

Mr. Tanprow. No; 1921, 1922, and 1923, g '

* - 'The CHAIRMAN. Used to only 40 per cent of its capacity?

Mr. Tanprow. Approximately. ‘ ‘

The CuamuaN. Why are the years 1919 and 1920 excluded?

Mr. Tanorow. Of course, I can not speak for the department,
because I am only an engineer, but there were a great meny war con-
tracts that were not canceled immediately following the.signing of
the armistice and production was continued, and so you do not get
a true reflection of the normal condition in taking those years.

The CaarrMaN. Do you think the three years 1921, 1922, and
1923 give a fair measure of the postwar conditions?

Mr. Tanprow. Yes, sir; because you are limited there, as the law |

states up to March 3, 1924.-

The CrArrvaN. What prices did you use in getting the estimate
on the excess cost? ‘

Mr. Tanprow. I did not reduce this to an excess cost basis, for
the reason that it was not submitted on that basis; but I can say,
from a very broad experience, that the excess cost on the installations
would range around 20 per cent. :

The Cuarrmax. The excess cost over what?

Mr. Tanbrow. Over normal post-war replacement costs.

'The CaaIRMAN. What, in your opinion, is the normal post-war
replacement costs based on what years?
~ Mr. Tanprow. Well, I would only take the years in which ,the

prices were had for the period of yeats subsequent to the war period. B

The Crairman. That is to say, from 1921 to 1923, inclusive?
Mr. Tanprow. Yes. '. ,
The CrarrMAN. You would take the average of those years? ‘
Mr. Tanorow. I would take the average of those years., How-
ever, I do not believe that a normal post-war period has yet become
apparent.
The Cuairman, Well, but the known post-war period must be
taken for that period prior to March 3, 1924.
Mr. TANDROw. Yes; we are required to do that. o
The CrairMaN. And your figure on excess cost on that basis is
ahout 20 per cent?: ' c .
Mr. Tanprow. Yes; I would say that that is the reasonable esti-
mate to cover the excess cost. oo :
‘Tl;e-'CnAmn_mN. From &an excess capacity of 20 per cent to 40 per
cent : - ' - ‘ R ‘
Mr. Tanprow. You get down to & very low figure. .Then, it
would run far below your salvage value. First, you would have to
write off 20 per cent to cover your express cost. That would
bring it down to a normal cost or normal value, assuming that. the
facilities were in full use. There you have 80 per cent. * During the
‘amortization ' period the taxpayer doés mot get depreciation. A
conservative allowance for depreciation would be 5 per cent & year. §
‘That would bring it down to 70 pér. cent. - You havé two years and . §
then you have a lowered value in use equivalent to 60 per cent; so

that you would have about 35 per cent. "~
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Senator Couzens. In other words, this estimate shows that 60
per cent of their investment was allowed through:those methods?

Mr. Tanorow. Yes.. Itisnotwnusual. =~ = .. ..
Senator Couzens. Do you know whether the company got any

- refund from the War Claims Board?

. Mr. Tanbrow. They did in their Hammond plant, but they did
not again cleim amortization on anifacihtws upon which contractual
amortization had been allowed by the War Department. . I have had
every onorgumty to go into that feature, because at the various
plants 1 noticed machines marked “U..S. No.—, Ordnance Depart-
ment,” and I stef)ped aside, in many cases, and inquired of the various
foremen of the plants if those machines were used on ordnance work.
I also checked each machine with the machines upon which they were
claiming amortization, and I did not find in any case that they had
duplicated the machines, . -

enator Couzens. Do you know what claim .was allow.d by the
War Claims Board? : - : ,
. Mr. Tanprow. I think it was in the neiﬁhborhood of 81
Senator Couzens. It is not in the record there.
Mr. Tanprow. No; it is not in the record. = ‘
Senator Couzens. So that there was no chance, all through this
ﬂguringrof amortization, to get credit both ways? . .
Mr. Tanprow. Noj; I was very careful about that feature, because
it is specifically treated in our regulations. . : :
Senator Couzens. Have you found that correspondencn -
Hartson? S S '
- Mr. HarTSON. Mr, Lea’;y is ready to produce:it. Before ha dose
that, I want to ask Mr. Tandrow a question, and that is whether,
in the light of his exgerience as an appraisal engineer in the depart-
ment, the allowance for amortization to the Standard Steel Car (n
as disproportionate to the allowance to similar companies engaged
in like business? - o
Mr. Tanprow. I should say, when the case was first assigned to
me, of course, the question came up to me as to whether or not a car
company was entitled to amortize its facilities, and I went into ever
car company case that had claimed amortization, and I say that this
claim is very reasonable and lines up very well with allow-ances

,000,000. .

" made to other car companies. In fact, there is one very large car.

company that had its entire claim allowed. o
r. HarTsoN. Mr. Leary, have you that correspondence now? . .

Senator Couzens. I would like to ask the witness before he leaves
the stand, this question: :

Did you see in any of that correspondence that passed between one
unit or one section and another, that this was for a Mellon company,
and that the case was to be expedited ? ' .

Mr. Tanprow. Yes, sir; I did. The case was assigned to me, of
course, like any other case is, and I knew absolutely nothing about the
Standard Steel Car Co. One of the engineers came over and showed
me this letter. He told me that he had been employed by the
Standard Steel Car Co. in Hammond, and he argued against them
very strongly, and claimed that I hed better make & very careful
examination of the claim, which I ususlly do in handling-all ¢faims.
He carried on a little campaign with me for several days against the
company, which, of course, 1 gave no weight, because it was not
material to the determination. I saw the correspondence though.

92019—24—pr 218
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- Senator Couzens. What was the correspondence that you saw?
Mr. Tanprow. It is in that file. Do you wish to see 1t? P
Senator Couzens. Well, I wish 'you would tell us it as you

rememberit. - - - o L g
Mr. Tanprow. In substance, it stated—there was a  deletion. -

That was the first thing that caught my attention. o '

- Senator Couzens. A deletion of what? : ' '

- Mr. TaAxprow. From the text of the memorandum. - A section of

it had been stricken out, with a blue pencil, and I could not make
out the words; but, in sui)stance, it said action was being deferred on
the investigation of the amortization claim, for the reason that—
now, T just can’t %"t the sense; in fact, it did not—— - ‘

Mr. Harrson. 1 do not think his recolleétion should he imposed
upon there. ' :
Mr. Tanprow. No; I would not like to go on record—— .

- The CHAIRMAN. ¥es; the letter is the best evidence, Senator.
Senator Couzens. I have no objection to that, but I just asked ..

hitl:n ifdhe recalled the correspondence that I put in the record the

other day.

. _Mr. Tanprow. Yes. Before I ever looked at the taxpayer’s sched- -
ules this engineer came around with this correspondence and told
me that somebody tried to bring some pressure to bear to get the
claim through. - ' ,

Mr. HarrsoN. Who was this engineer?

Mr. Tanorow. Mr. Cully. - '

Mr. Hartson. I would like to have you state what he told you.
Mr. Tanprow. He told me that he had worked for the Standard

Steel Car Co. in Hammond, Ind.- - Coe
Mr. HartsoN. Before he came into the service?

Mr. Tanprow. Yes, sir; before he came into the servicee. @ =~

. Mr. HarTsON. ‘At that time he was an employee of the Bureau of

Internal Revenue? - , o »

- Mr. TanDrOW. Yes, sir; and he had found them to be “a bunch *

of crooks.” Those were his words, end when I was making the

investigation of the amortization claim I had better be very careful
to go'into all details and particulars to see that nothing was admitted
to amortization that theKl were not entitled to. He took several
opportunities to express his opinion of the company to me. Well.

I was perfectly open minded about his suggestion, and I, in fact,

did give it some weight, because I did go into the claim very carefully.
“Mr, HarTson. Did he make any statement to you about taking

records from. the files? Y

- Mr. Tanprow. Yes; he had this little memorandum in a personal
e. ' : '

. Mr. HartsoN. What memorandum have you reference to now?

Mr. Tanorow. That was the basis of his statements to me.
Mr. HartsoN. Did he have the original, or did he have a copy?

. Mr. Taxprow. No; he had the original.

- Mr. HartsoN. That was separated, then, from the files in the case?
Mr. Tanprow. Yes; that was separated from the files in the case,

in a personal file that he had in his desk. - '

Senator Couzens. I would like to know how the witness recalls all

of this correspondence, and yet he can not tell us what it is.
- Mr. HartsoN. He is starting to tell you what it is, Senator.
Mr. Tanprow. I can not quote it verbatim to you. °
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Senator Couzens, What was the substance of itY. .

Mr. Tanprow. The principal reason why I do not remember-it is
this, that it related to an auditing matter. Now, I aman engineer;
I handle amortization, and my interest only goes to questions bearing
upon amortization; so that I read the memorandum and paid no
more attention toit.. . - - : ~ : o

Senator Couzens. What do you remember of it, as you read it? - .

" ‘Mr. TanpROW. Well, chiefly that some one was trying or had tried
in the past tobring Kressure to get this case promptly handled. 1
absolutely disregarded it, because it meant not in§ tome.

Senator Couzens. I am not asking you that, and I wish you would
stick to the question. ' Do you remember just what the correspond-
ence stated? - ' o ' ‘

Mr. TanDrOW. The text of it? «

Senator Couzens. What was the substance of it? . Whether you
have the toxt or not is not important. What impression did you get
from the correspondence? :

- Mr. Tanprow. That the consolidated section wished to have the
final handling of the amortization disposed of, in order that the case
might be closed -out. That is my recollection. I may be wrong.
The memorandum is in the files,

Senator Couzens. Have you got those files here?

Mr. HarrsoN. Senator, you interrupted the witness in regard to
his statement about Mr. Cully’s reference to taking something from
the files. I would like to have the witness continue on that. I do
not know what it is he had in mind. -

Mr. Taxprow. Well, he had this memorandum with the initials
of the acting chief of section on it, in his personal file.

. Mr. Harrson. Had he had this Standard Steel Car Co. case as-
signed to him? . - .

“Mr. TanDrROW. He had this Standard Steel Car Co. case assigned
to him previously, and it was w.thdrawn. Lo )

Mr. 180N, He has extracted, then, from the files this original
memorandum which has been discussed?

Mr. TaxpROW. In respect to that, I would not like to say that he
had taken it. ' R ' :

- Mr. HartsoN. He had it in his personal file, had he not?

. Mr. Taxprow. He had it in his personal file, but I have not a
clear enough recollection of all the papers to say that it was his per-

s(g}malcf(i)le. It might have been a part of the file of the Standard Steel
ar Co.

Mr. HarrsoN. I would like to have this in the record: Did Mr.
Cully make any statement to you about taking the original of copies
0}1; thfii? cgrrespondence, about which there has been testimony, from
the files '

Mr. Tanorow. Well, I asked him what he was doing with it. I
have a distinct recollection of inquiring why he was holding that
correspondence. .

Mr. HarrsonN. What did he say? L

Mr. Tanprow. He told me that, in many cases, employees had
been boosted out of the section, and that if he had any trouble, he
was going to hold that and use it against them. o

Mr. Harrson. One other question, Mr. Tandrow: When did you
- have this conversation and see this correspondence? Look at it and

.
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- Mr. TaNDROW.  About the'7th of May or the Sth of May

Mr. Hartson. Of what year?t .. :

Mr. TaNpROW. Last year, 1923—-—]!181} afew days before I wenc into §-
the field examination. -

Mr. HARTSON. At the time you saw it about a 6ar a o, there was
th!‘s deletion on the face of the memorandum which you have referred.
to?

Mr. TANDROW Yes; there was this deletion. . That is the point
that Mr. Culg/ called my attention to. He held it np to the P
so that I could get the words that were deloted.

STATEMENT OF MR. FRANK R. LEARY, CHIEF, ‘SIEOTION A,
CONSOLIDATED RETURNS DIVISION INTERNAL REVENUE

BUREAU

The. CnAanAN What is your name?

Mr. LEary. Frank R. Leary, Senator.

The CHAIRMAN. Are you in the employ of the bureau at this time?
Mr. Leary. Yes, sir.
. The CuairMaN. How long have you beeni

Mr. LEeary. Flvevgears

The CHAIRMAN. What particular dwxsnon?

Mr. Leary. I am chief of section A, consolidated returns dlvmon
. The CrarMAN. How long have you been in that position?

Mr. Leary. I have been in there for three years, a little bit longer,

I

gi"he CuatrMaN. What did you do before that?

Mr. Leary. I was an assistant chief in the same divisien,

. The CHAIRMAN. Are you under civil service?

Mr. LEary. Yes, sir.

The CuairMAN. You are famlhar with thns Standard Steel Cs.r
Co. case, are you? A

Mr. Leary. Yes, sir.

th?le CuairMAN. Now, Senator, do you want to ask him about
this

Senator Couzens. I was just wondering what he was to testify to.
Is it about these letters?

Mr. HagTsoN. Mr. Leary is chief of the sectlon that had charge of
the audit in this matter about a year ago; is not tha,t correct?

Mr. LEary. Yes, sir.

Senator Couzens. This correspondence as I understand it, goes
back because I notice that there are some letters here of 19"3 and
th eﬁrg 0 back to 1921.

Leary. They do not file those in chronological order, Senator.
Sometimes they take different files, and I try to make the men, as
far as Possxble, put tabs on them, so that they become a permanent
part of the file, or else they are liable to be torn out.

The CnairMaN. When was your attentnon ﬁrst, ca]led to thls par-
tlcular case?

- Mr. Leagy. Some time during the summer of 1923.

The CuairMAN. You were not famllmr, then, ‘Wlth any of the pre-
ceding steps up to that tlme? : ‘

r. LEARY. No, sir; I was not. L

The ‘CHAIRMAN. Bei'om Mr. Tandrow had made this visit? ..
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Mr. LEary. Well, I had in this way, that I knew that it was in the
division, and:that the auditor who had it assighed to him for audit
could not, from the report that was submitted by the examining:offi-
cers, make an audit of it. S o

, The CHATRMAN. Why! SR

" Mr..Leary. Well, the first reason was that there were a number
of things in the report that he admitted himself that it was not
possible for the department to substantiate; that is, in making a de-
cision. - : : '

The CairMAN. Who was that man? . . : :

" Mr. LEARY. I think there were two men making that examina-
tion— McCann and somebody else. =~ - :

The CrAIRMAN. When was it assigned to them? : ‘

Mr. Tanprow. I just made » memorandum of that, Senator.

The Cuamrman. Yes.

Mr. LEaRY. But as near as I can recollect it was sometime in
1921 that McCann made his examination.

Mr. HarrsoN. Was he an engineer making an appraisal for
amortization purposes? ~ .

Mr. Leary. No, sir; he was an auditor.

. Mr. HarTtsoN. He was an auditor?

Mr. Leary. He was a traveling auditor.

The CuamrMaN. Did he make a personal visit to the works?

Mr. Leary. He did; yes, sir,

The CHAIRMAN. And then afterwards made a report?

Mr. Leary. Yes, sir.

'l‘l')e) CuamrMaN. And that report, then, was afterwards cast aside,
was 1t ¢ ’ B '

Mr. Luary., Well, it was not cast aside, Senator. We saw, in
locking over the schedules attached to it, that he stated that it
could not possibly be used; that is to say that he made several
adjustments that were obviously incorrect. It was the best he could
do under the circumstances apparently, and took that viewpoint, to

ut it down that way anl practically leave it up in the air for us to
ecide about it. f ’
- The CaammaN. Is that man in the department now?

Mr. Leary. I do not believe he is; no, sir. :

The CHAIRMAN. Was this case called to your attention at that
particular time? : '

Mr. Leary. No, sir; it was not. - . :

The CuammaN. Who was it that made the decision that this
report was not in all respects justified by the facts¢

Mr. LEary. Well, I could not say who made the decision, Senator.

The CraIRMAN. Then, somebody else was sent out, and these other

reports followed ?

Mr. LEary. Yes, sir. » o .
The CuamrMan. You were not familiar with the correspondence at

}l(\)e t;;me it was being had, between December of 1921 and May of
023
Mr. LEary. No, sir; except up to the time that I personally
ordered the last examination on it. : ,

The CaairmaN. When did that occur?

Mr. Leary. That occurred in, I think it was, May, 1923.
_ The Cuamman. Did it come to you in the regular course, or was
it specially handed to you? .
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Mr. LEARY. It came to me in the regular course. - ?

‘The CHAIRMAN, Just like all other cases similarly situated?

Mr. Leany. Yes. -~ . . S _ :

The CHAIRMAN. In your section?

Mr. LEARrY. Yes, sir. .

: aThe CHAaIRMAN. And when it came to you, what did you do with

Mr. Leary. I assigned it to a man by the name of Putnam, and
told him I would like him to go through it and prepare a memoran-
dum, so that it could be intelligently handled by some man other
than himself, who would be able to take advantage .of the things he
saw in the papers and make that the subject of & memorandum, so it
would be comprehensive to somebody that would not have the papers
available to him, and I sent that to the head of the division or the
subdivision at that time.

The CaairMaN. Who was that?

Mr. LEary. Mr. Bird.

- The CrairMaN. Then what happened?

« Mr. Leary. He, in turn, approved my recommendation on it (that
it be reexamined) and it was turned over to the chief of the traveling
unit, _

The CrairmMaN. Who was he?

Mr. Leary. His name is Lang. .

The CHatrMAN. What did he do?

Mr. LEary. I believe he held it for about possibly two or three
weeks before he had a man available whom he could send out there.

The CrarrMaN. Whom did he send out?

Mr. LEary. He sent Mr. Jay O'Brien, I think his name is, and
Mr. Frank Murren.

The CuairMaN. The two men together?

Mr. LEary. Yes.

- The CraairMaN. Did they make a report?

Mr. Lreary. Yes, sir.

The CHAIRMAN. After a personal visit?

Mr. HarTsON. Senator, bear in mind that Mr. Leary is with the
auditing branch of the bureau, and this field investigation had
reference to a field audit. . . — .

The CHAIRMAN. All of which I do have in mind. 1 was just
wondering whether these men were on the ground Y‘ersonally.

. Mrl Leary. Oh, ves: they were there personally. They visited
the plant. -

D'())ctor Apams. Are these men still in the service?

Mr.Leary. Yes. -

The CHAIRMAN. They are in the service yet?

Mr. LEARY. Yes. ~

The CHAIRMAN. When they came back, did they make a report?

Mr. LEARY. Yes. ‘

The CHAIRMAN. To whom did they make that report?

Mr. Leary. They make their report to the commissioner.

The CrAIRMAN. Then, when, in regular order, and in due course,
did the{come into your hands? ‘
Mr. Leary. I think they completed the report sometime in the.

early part of 1923. .
e CHAIRMAN. In May, was it, or along in there?
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. Mr. LEary. I think it was finished in April, Senator. I think I
got it in May. L

The CuatrMaAN. When you got it, what did you do with it?

Mr. Leary. I immediately assigned it to an suditor in that section.

The CuarrmMaN. Did you personally go over it at any time?

- Mr. LEARY. I always keep in touch with everly one of those cases.

The Cuairmax. I know, but in this particular case, did you go
over it yourself? - o

Mr. Leary. Only in so far as one or two items are concerned.

The CuairMax. By the time it reached you, with all of these
various reports, you were satisfied as to the truthfulness and authen-
ticity of the statements made and the substantial basis upon which
the amortization was allowed and everythinﬁ connected with it?

er. Leary. Well, T did not go into the amortization feature
of 1it. ‘ '
" The CuairmaN. You did not go into that?

Mr. Leary. No, sir; I did not. All I was interested in was the
allloca.t.ion of the amount that the engineer allowed in computing
the tex.

The CuairMAN. Up to that time, had you seen this letter that is
talked about here?

Mr. Leary. No, sir: T only saw that here a week ago, I guess.

The CHAIRMAN. You never at any time during the ro%ress of this
matter had heard that this was a Mellon case, and should be expe-
dited, or something done with it?

Mr. LEArY. No, sir; I never heard of it until this investigation.

The CuairmMan. All right, Senator.

Senator Cotzrens. Did you say you have never seen this cor-
respondence?

r. LEARY. Yes. I have seen the correspondence.

Senator Couzens. Whon?

Mr. LEary. About a week ago. You are referring now to that
memorandum ?

Senator Couzens. This file of correspondence which you have
passed over here to me. :

Mr. LEARY. Yes, sir.

Senator Couzens. You have seen all of this correspondence?

Mr. Leary. Yes, sir.

The CHaiRMAN. You have not read all of this and all of that
[indicating]. '

Mi. Leary. Well, I picked it out at random. I picked out some
of the correspondence, so that I could hit the high spots.

Senator Couzens. In the letter that I read irxito the record, which
was handed to me by Mr. Culley, and which was claimed to be the
original copy, there was deletion, as appears in the files. In this
letter in the files dated December 9, 1921, with reference number
4175, memorandum to Mr. B. L. Wheeler, Chief of Engineers, in re
Standard Steel Car Co., Butler, Pa., it says:

With reference to the case of the above taxpayer, I am now told by Mr. Bird,
chief of consolidated returns subdivision, that several of his auditors are engaged
in the above case,

Then, I wish to draw the attention of the committee to the fact
that it has a blue pencil drawn through a part, after a period. Evi-
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mark: :
It is requepted that information necessary be compiled as quickly as possible
The part which is deleted is the part which we read into the
rocord previously as to its being a Mellon company. At this time,
I am asking why is this deleted. : o
The CHAIRMAN. Do you remember the exact language, the
deleted language? '
Senator Couzens. I do not remember it, no. It is in the record
here, but I can not quite see it here. It is too well deleted to read it.
Mr. HarTsoN. I have no explanation to offer at this time as to
why that was done. Mr., Tandrow, the man who was just on the
stend, testified that that deletion was there when the original was
shown to him by Mr. Culley, the man who furnished you with s.
copy, or the purported written original of this same memorandum,
and who, while he was in the employ of the service, told Mr. Tand-
ro‘: that he was going to save a copy for use, in case he were ever
ut out.
P Now, we can call, and I think the committee should call, Mr.
Klschpauﬁl, the man who signed the original memorandum, and
also call Mr. De La Mater, who was then chief ot the amortization
section. Both of those men should have knowledge of that. .
The CuareMaAN, If you will give Senator Couzens the names we
will have them subpcenaed. :
Senator Couzens. De La Mater is not in the service now?
Mr. HarTsoN. No; neither of them are in the service now.
Doctor Apams. Mr. De La Mater is in town. Is Mr. Kisch-

patﬁh? '
r. LEary. I do not know.

Mr. Nasu. Mr. Kischpaugn is in Philadelphia.
- Senator. Couzens. Does anybody know his address?

Mr. Nasn. I do not know his address. ,
. Senator Couzens. Please get it, and we will subpeena him.

Then, you do not know that these memoranda had any influence
on the case? ) ,

Mr. Leary. No, sir. S ) R

Mr. HartsoN. Well, you know that they did not have an influence
onﬁou, do you not? ) T

r. LEARY. I know this, that I did not see them until the other

day. . - : . o
{'he CuairMaN. He said he did not know of them. until about &

week ago.. . . , o ) I
Senator Couzens. Were you in charge. of the audit of the case?
Mr. LEARY. Yes. )

. The CHAIRMAN. In order to get this in my mind, you signed it as

the man who had charge of the audit of that particular case?

Mr. LEARY. Yes, sir, : : o
The CHAIRMAN. And then afterwards, what happened to it; what

became of it? ‘ : »
~ %AEARY. After I assigned it to him, I believe he worked quite

Mr.
awhileon it. = , - ,
. The CHAIRMAN. Who? | - L

Mr. LEary. This man, the auditor that I assigned it to. - Hisname
was Pike.

by
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dently it was intended that a new sentence be started, in blue pencil
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The CmairMAN. Pike; yes. ' ‘ o
" Mr. LeAry. I can not estimate the time, but I should say it took
him probably five or six weeks, I guess.

The CHAIRMAN. Then what? ' '

Mr. Leary. In working it up, he prepared what we call in the
unit an assessment letter. This letter, generally speaking, makes
certain changes in the income, one way or the other; that is, from
either the books, or the returns, or whatever basis may be, and it
gives our reasons for making such disallowances or such additions
as we sce the regulations provide, both to invested capital and
income. It likewise follows that after getting these figures, which
are merely matters of principle, we reduce them to a computation,
- and those letters were prepared during, I believe, July, 1923. Now,
when I speak of July, 1923, I mean that they had been typed up
into shape.

Doctor Apams. How long did it take to type it, in a case of that
sort, Mr. Leary?

Mr. LeAry. I would say in this particular case, Doctor, giving
due consideration to the volume of the work at that time, it probably
took a typist 10 days to do it.

The CuairmMaN. Then when you finally sign it, you turn it over
to whom?

Mr. LEARY. After I approve it, it goes along to the review section.

The CHAIRMAN. Do you know that that happened in this case?

Mr. Leary. I do; ves, sir.

The Cuairman. How long did the review section have it, and
what did they do with it? : _

Mr. Leary. Well, I must say that I can not answer that question.

'l‘l;e CHAIRMAYN. Because you did not keep track of this particular
case

Mr. Leary. No, sir.

Mr. HarTsoN. What did they do with this case? .

Mr. LEarY. Generally speaking, the procedure is that as soon as
they get it from us, they assign it to a man in the section.

r. HArRTsON. What does he do?

Mr. Leary. He goes through the papers. He gets the letter that
we have prepared and he takes 15[) those adjustments that we make.
He also checks it against the audit and report of the revenue agent,
and if there are any working papers from the attorneys of the company
or the accountants for the company, he checks those, and ties them
up, if possible. He goes over the adjustment, together with all of
the correspondence in the case that may have passed between the
unit and the taxpayer.

Doctor Apams. Neither your section nor the review section checks
the fundamental figures on amortization?

Mr. LEary. No, sir.

Mr. HartsoN. You take the figures that are given him and work
them into the computation? '

Mr. LEARY. Yes, , :

The CHalrRMAN. Have you any idea how many men in the income-
tax unit or in the Internal Revenue Service, anywhere along the
line, including engineers, auditors, and everybody else, touched this
case {‘ron?\ the time it was started until it was completed, in some form
or other? C
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Mr. Leary. I should say that there might have been a hundred.

Senator Couzens. I would like to ask Mr. Nash this question:
In view of the fact that we have had some discussion concerning the
closing of these cases under section 1312 of the revenue act of 1921,
why 1s this memorandum in the files dated: November 13, 1923,
which says: _

The attached letter from the solicitor for the Comptroller General requesting
information relating to income and profits tax returns filed by the Standard Steel
Car Co., of Pittsburgh, Pa., is referred to you for attention. The records of this
office fail to show that an agreement in accordance with section 1312 of the
revenue act of 1921 has been entered into by the taxpayer and the Commissioner
of Internal Revenue in this case. o

That is signed by W. T. Sherwood, head records division.

Mr. HarTsoN. I know that the Comptroller General has been
interfering with the allowances in some of these cases. I do not know
with regard to this particular case; I never heard of this case with
reference to the Comptroller General. 1 assume that that letter
would have reference to some objections that may have been raised
by the Comptroller General. '

Senator Couzens Are these letters in the files?

- Mr, HarrsoN. 1 doubt that the Comptroller General made any
record specificelly with regard to this Standard Steel Car Co. case.
It was his interference in cases generally that prompted the solicitor
at the time that these certificates for overassessinent came over for
review, that our office made some observations with regard to what
tlfle hComptroller General would do. 1 have no personal knowledge
of that.

Doctor Apams. Has this case been settled under section 1312?

Mr. HarTson. It has not. I think this memorandum indicated
that it had not been. .

Senator Couzens. While you are looking into that, on January 5
of this year, 1924, you wrote a letter to the Standard Steel Car Co.,
attention of Mr. B. P. Newton, in which you say:

Reference is made to your income, excess and profits tax returns filed for the
vears 1909 to 1920, inclusive, and to a recent fleld investigation of your books
and records in econnection therewith. .

It appears that you have filed a claim in connection with the payments of your
tax liability by which several points have arisen which will require a further
explanation from you. It is deemed advisable, therefore, that an informal con-
ference should be arranged at the earliest possible moment in order that the
question may be deﬁnitef' decided.

It is anticipated that you will be in position to advise the unit by return mail
es to what date will be agreeable to you for conference.
Respectfully,
J. G. Brigur,
Deputy Commisgioner.
By F. R. LEary,
Chief of Section.

What was the purpose of that ¢ :

Mr. LEary. The purpose of that, Senator, as I recall it now, was
this matter that you speak: of with the Comptroller General.

Senator Couzens. What was this matter in connection with the
Comptroller General? .

Mr. Leary. It seems that there was a letter sent to the unit, which
was brought to my attention, that there was some claim filed by the
Standard Steel Car Co. ' I do not remember the details of it, in which

/
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the Comptroller General wanted to know if the company overpaid
their taxes. I wrote that letter to try to clear it up, because I did

* not know the facts in the case, I just wanted to get some idea as to

wh({ the Comptroller General was interested in it and also to try to
find out where the overpayment took place.

Senator Couzens. You mean an overpayment by the 'Treasury
to the company ¢

Mr. LeAry. Yes, sir.

Senator Couzens. What was the amount of that overpayment?

Mr. LEary. There was not any everpayment.

Senator Couzens. There was not any overpayments?

Mr. LEary. No, sir. « ‘

Senator Couzens. Why did you have to write the company for the
records? Did you not have them there?

Mr. Leary. No; I wanted to know. I saw the letter from the
Attorney General. :

Senator Couzens. From the Comptroller General, you mean?

Mr. LEARY. From the Comptroller General. Pardon me. I was
rather vague about the thing, and I wanted to know just exactly
what it was, because I did not know whether or not it had been over-
looked in the audit. b

Senator Couzexs. What has happened since you wrote that letter?

Mr. LEAry. I believe—I did not get this directly—that the claim
was withdrawn, whatever it was. o

Senator Couzens. Well, who does know?

Mr. Leary. I haven’t any idea. I presume the attorneys for the
company. e :

r. HarTsox. 1 can inform the Senator, but it will take me until
to-morrow to get the information.
hSenatm‘ Couzens. How did the Comptroller General get in on
this?

Mr. Hartson. The Comptroller General is attempting, and 1
think quite properly, to see that there are no refunds or over-assess-
ments to taxpayers, when the taxpayer may, on account of some other
branch of the Government, owe the Government something, and they
are trying to tie that in. We are sort of pioneering with the Comp-
troller General. We have received letters from the Comptroller
General on several cases which are more letters of inquiry than any-
thing else, and certain of our allowances are going over to the Comp-
troller General for adjustment with regard to records which might
be there covering other governmental departments. There is a
question of law involved in it, as to whether he has the right to go
over these refunds. I do not know that there was any refund in
this case.

Senator Couzens. That is something entirely new?

Mr. NasH. Senator Watson, the Comptroller General has requested
us recently to have all of our refund schedules routed through his
office before disbursement, and all of our refund schedules are now
routed through his office. ‘ ,

Doctor Avpams. I think I should call the attention of the gentlemen
to the fact that at the present time refunds in certain branches of
the Bureau of Internal Revenue are not permitted to offset overas-
sessments in other branches. A case of a very strict hardship of that
kind has recently come to my attention. An additional tax in the
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estate bureau has been called for and collected, when it entailéd an §

offset refund in the Income Tax Bureau, both dependins. upon pre- §.
cisely the same questions. The man has to pay an additional tax
and gets norefund. ~ - Lo S

I\ldfre HartsoN. Do you not agree that that is a defect in the law
itself? - - o

Doctor Apaums. Yes; I believe it is. I do not see how you can -
com‘ply with the wider suggestion of the Comptroller General, and
yet leave this %u-ncular situation untouched. SRR

Mr. Nasu. We have to comply with the suggeriion of the Comp-
troller General, because he insists on it. : ,

Mr. HarrsoN. The 1921 revenue act says that these allowances
shall not be subject to review by any other administrative officer of
the Government. Now, the Comptroller General says that he is not
an administrative officer, and although this 1921 act was passed sub-
sequent to the act which created the position which the present
Comptroller General fills, he is taking the position that his office is
not an administrative office, and that he can pass on these adjust-
ments made in the bureau. But that is a disputed matter now.

Senator Couzens. That, letter was written to the Standard Stee!
Car Co.?

Mr. Leary. Yes, sir. .

Senator CouzEns. Did you get a conference?

Mr. Leary. No, sir.

Senator CouzeENs. Where is the reply to this communication ¢

Mr. LEarY. There was not any reply to that, Senator.

Senator Couzens. They never replied to it at all?

Mr. Leary. No, sir. : :

Senator CouzeNs. Where is the information that showed that the
matter was closed ¢

Mr. Leary. This matter?

Senator Couzens. Yes. = :

Mr. Leary. So far as the department is concerned, we are not
interested in it. :

Senator Couzens. Well, you seemed to be interested when you
wrote him in January last.

Mr. Leary. Because 1 %:)t that memorandum. I did not know
what the solicitor’s office had to do with adjusting the matter of
procedure with the Income Tax Unit. - That was out of my juris-
diction. I could not question that. I wanted to know about that,
and apparently, from what Mr. Hartson said just now, it has been
taken up through his office. '

Senator Couzens. But you said a while ago that the matter was
closed, and thero was not any excess payment, and therefore there
was not anything further. How do you know that if you did not
know this when you wrote the letter on January 5? ;

Mr. Leary. I knew there was no excess payment hecause at that
particular time I had before me the last assessment we made against
the company. As a matter of fact, I had the entire adminisfrative
record at that time. - o

Senator Couvzens. Why did you write the latter if you had it all$

‘Mr. LEArY. I wanted to know what the Comptroller General had
in mind when he asked us as to whether or not there was any excess
payment when the record showed that there was not any excess

payment.
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Senator Couzens. But this letter does not say anything about
this. He says: - - - : e

It a;l))pears, that you have filed a claim in connection with the payments of your-
tax liahility.” : S ' <

That has nothing to do with the payment by the Standard Steel
Car Co. I do tot get this straight in my mind yet. When you
wro‘:o this letter, you expected something to come out of it, did you
not : ' o
Mr. Leary. I expected to get an explanation of some claim that¢
thgy had a;()garently filed with some other department.

enator Couzens. Well, did you?
Mr. Leary. No, sir. ‘ .

Senator Couzens. The matter is, then, not closed, as far as you
are concerned ?

Mr. Leary. It was, in this way. If they were not interested to
explain to me the reason why they made a claim, I was not interested
to see that they got it.

" Senator Couzens. So, as lon§ as they paid no attention to your
letter, {‘ou dm]}ged the matter

Mr. Leary. No, sir. '

Senator Couzens. And you have had no information since that
time at all? . )

" Mr. LEARY. No, sir; it was not anything to me. We had to tell
them something, and I was interested tosec that they got it promptly,
if such was the case. .

Senator CouzeNs. So, in your interest to see that they got it
back promptly, you wrote the letter, and they ignored it?

Mr. LEARY. Yes, sir. , o

Senator Couzens. And it was only suggested by what? What
suggested this letter?

dr’. Leary. This memorandum that you read here of Mr. Sher-
wood's.

Senator Couzens. Then, it took from November 13, 1923, to
January 5, 1924, to follow up this matter that was sent to M.
Lohmann, head of the Consolidated Returns Division. How did
gou got f\lr Lohmann to suggest that you write to the Standard

teel Car Co.?

Mr. LEary. He is my immediate chief of division, and it was
eventually passed along to me to look after it.

Senator CouzENS. So you are satisfied that it was because of this
memorandum from Mr. Sherwood, head of the records division, that
caused ﬁ’gur writing to the Standard Steel Car Co.?

Mr. LeAry. I feel quite sure that that was it, Senator.

Senator Couzens. It is a very disconnected correspondence.

Mr. Leary. That is the reason I wrote the letter, Senator.

~ Mr. Harrson. I would be glad to run that down and find out just
the occasion for the letter, coming out of my office with reference to
this case, and referring to the Comptroller General. o

Senator Couzens. Is Mr. Wheeler still in the department, to whom™
this letter was addressed, regarding the Mellon Co.?

Mr. Nasa. Mr. Wheeler is not in the department.

Senator CouzeNns. Do you know where he is?

Mr. NasH. He is in New York.
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‘Senator Couzens. That is the man that we ought to have in con- §
n]ect;on with that correspondence. Will you try to get me his address. :
also S - o
Is Mr. Bird still in the department, chief of the consolidated re-
turns division? o

Mr. Nasu. No, sir. : .

.Senator Couzens. He is not in the department?

Mr. Nasu. No, sir.

. Senator Couzens. Here is_tho letter signed by you, Mr. Leary,
which is addressed to Mr. McLean, dated April 2, 1923, and which
says: . ‘

Attached herewith are requisitions for returns covering the Standard Steel
Car Co. and subsidiaries for 1909 to 1916, inclusive. Mr. Laug intends releasing
the traveling audit men. Thercfore, may we expeet these returns not later than
April 3, 19237

What do you mean by that?

Mr. Leary. That is » memorandum addressed to the chief of the
administration section, who has charge mostly of the files, and I
found that there were a number of returns that had been filed by
these companies that were not in the files. That was called to my
attention in due course, and I had the auditors prepare requisitions
for those returns, to which I attached that memorandum, askin
him that, ihasmuch as those men had finished the explanation,
would like to be in a positiop to anticipate them by that date, so
that we could go ahead.

Senator Couzens. Who is Mr. Lang? ‘

Mr. Leary, He is chief of the administration section of that
division,

Senator Couzens: What audit men was he intending to release, .
and why?

Mr. Leary. Mr. Lang was intending to release him.

Senator Couzens. That is what I am talking about.

Mr. LEary. He was chief of the traveling audit. He has a num-
ber of men in his unit who make these examinations, and these men
brought the case in in connection with all the papers, and he was
intending to . lease them and put them on another examination.

Senator Couzens. Mr. Chairman, I would like to suggest that we
adjourn, and that if these gentlemen here will bring down this cor-
respondence, say, at half past 1 to-morrow, we will go through it so
as not to delay the committee.

The CuairMAN. All right.

Mr. HartsoN. Mr. Nash has some additional information that he
wishes to present to the committee. ,

Senator Couzens. Yes; we asked for some information through
Mr. Nash at the last hearing. ,

Mr. NasH. I was requested yesterday to submit a memorandum
showing the dutes of appointment and the dates of resignation of
the members of the Johnson & Shores partnership, who had formerly
been employed in the Bureau of Internal Revenue. _
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I have a letter from the commissioner to the chairman of the com-

mittee, which reads:
: . ArniL 1, 1924,
Hon. James E. Warson, ,
Chairman Special Commaitlee of the United States Senate
to Investigate the Bureau of Internal Revenue.

My DEAR SENATOR: At the request of your committee there was furnished
you, under date of March 31, the names of the members of the firm of Johnson &
Shares, together with a statement indicating which of the members of the firm
have previously been emloyed in the Internal Revenue Bureau:

The committee in its meeting of March 31 asked that a statement be furnished
it indicating the date of appointment and the date of resignation of those memn-
bers of the firm who were former employees. The information requested follows:

Date of Date of
appointment | resignation
WAYNO JONMNSOM .o o oeneeene et eee e e e saeaasnenneeonenannnnen Apr. 10,1919 I Sopt. 15, 1920
| P L Y T T T e O SR Nov. 3,1910 | Sept. 30, 1620
Fred. R, ANROVINe. . cvreieneiies ciriciiiercriiecieccnncracancannanenn Aug. 16,1920 | Apr. 24,1022
(&3 I WU £:Y 7 N USRI Apr. 1,1920 | Dec. 31,1922

Sincerely yours
' D. H. Brar, Commissioner.

Mr. Nash. Senator Couzens requested a list of the companies whom
we had written asking for waivers of privacy, in order to submit their
returns to the investigating.committee. We have written to the fol-
lowing companies:

Lee 8. Smith & Son Manufacturing Co., Pittsburgh, Pa. (Reply rececived.)
Colorado Fuel & Iron Co., Denver, Colo. ,
Lionel Manufacturing Co., New York, N. Y. (Reply received.) e
Rub-No-More Co., Fort Wayane, Ind. )
Aluminum Co. of America, Pittsburgh, Pa.
_ Standard Steel Car Co., Butler, Pa.
Berwind-White Coal Mining Co., Philadelphia, Pa. (Reply received.)
Gulf Oil Corporation, Pittsburgh, Pa.
Allen 8. Davison Co., Pittshurgh, Pa.

Replies have been received from Lee S. Smith & Sons Manufac-
turing Co, and the Berwind-White Coal Mining Co., which have
already been submitted to the committee. '

The replies from the Gulf Oil Corporation, the Aluminum Co. of
America, and the Standard Steel Car Co., are in the possession of the
Secretary, and he was before another committoe of the Senate to-day,
and I was unable to get them.

I have a reply from the Lionel Manufacturing Co., in which they
have not completel‘v acquiesced in the submission of their case. Their
letter reads as follows:

WasniNGgTON, D. C., March 29, 1924.
CovumissioNER oF INTERNAL REVENUE,

Washington, D. C.

Attention Deputy Commissioner J. G. Bright.

Sie: The amortization claim of the Lionel Corporation was recently disal-
lowed by the committee on appeals and review. The decision of the committee
in substance is based upon an engineer's report prepared by Mr. J. F. Adams
under date of September 14, 1923, stating, among other things, that the taxpayer
had been allowed $40,369.41 by the War Department as compensation for
increased facilities and equipment. . : .

In view of certain testimony recently given by Engineer Adams, now dis-
charged, before the Senate Committee investigating the Bureau of Internal
Revenue, on March 24, 1924, yvou asked the consent of the corporation to submit
its returns and other date supporting its claim to the said committee.' Before
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acceding to this request, on. yesterday I requested that you assign engineers to ‘i -
examine the War Department records for the purpose of verifying Mr. Adams’s 3 -
findings. You granted this request, assigning Mr. J. T. Keenan, Mr. C. B. New- §
bury, and Mr. F. Furlow to make the investigation. Your investigators found -§
that Mr. Adams’s report was incorrgct and that the maximum possible amount
allowed by the War Department as amortization of the facilities in question
was $12,113.76. - The corporation spent $55,8562.01 for increased facilities, or
$43,838.26 more than was allowed by the War Department. :

In view of the developments of the reinvestigation of the claim, it is respectfully
requested that the recent decision of the committee on appesfs and.review be
recalled and the case submitted to the said committee for reconsideration and -
allowance of the claim. Since it is clear that this corporation has been done
an injustice by the unwarranted Adams’s report, and his testimony before the
Senate committee, it is requested that this application be given immediate
considemtion.tf " ' .

Respectfully, .
‘ CrLaupE A. HorEe, Attorney for Tazxpayer.

The CHAIRMAN. That is not in answer to your letter.

Mr. Nasn. It is an answer to our letter.

The CuairMAN. It is an answer that does not respond. :

Mr. NasH. I might say, for the information of the committee,
that this attorney came to the office, very indignant that his case
had been mentioned by Mr. Adams, and-it appears that the bureau
and the committee on apgpa[s and review instigated Mr. Adams’s
report. You will recall this iz the case, that Mr. Adams testified
that their total investment was 867,000, that the War Department
had allowed somewhere around $50,000, and that their claim to the
department was around $20,000. If they had been allowed that
claim, they would have received $3,000 more in amortization than
their entire investment. ' _ '

‘Based on the statement of the atterney, Mr. Greenidge sent three
of his engineers to investigate the War Department records, and they
have verified the statement that the taxpayer makes in his letter,
and we have requested the committee on appeals and review to
reopen this case, and from the showing that has been made thus
far it appears that the company is entitled to their claim.

Senator Couzens. Where is this company located ?

Mr. Nasa. Newark, N. J. ) :

Senator CouzeNns. But their attorney is here in Washington ?

Mr. Nasn. That letter was written in Washington on the day
that the attorney was here. He came down here.

The CaAIRMAN, Were those figures as given by him correct?

Mr. NasH. In his testimony? '

The CHAIRMAN, Yes. .

Mr. Nasn. I have not checked them ufp, Senator.

I will say, Senator Couzens, that I left your request for a list of
the Secreta%s companies with the secretary to Mr. Mellon this
nlxlori;ing. Mellon was not in his office, and I was unable to get’
the list.

Senator Couzens. You will try to bring them to-morrow, will you?

Mr. Nasn. That is all,

Senator Couzens, Is that all you have, Mr. Nash?

Mr. NasH. That is all.” :

" Senator Couzens. All right,

The CuairMAN. The committee will adjourn now until to-morrow . °
afternoon at 2 o’clock. . i

(Whereupon, at 5 o’clock p. m., the committee. adjourned until
to-morrow, Wednesday, April 2, 1924, at 2 o’clock p. m.)
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WEDNESDAY, APRIL 2, 1924

UNITED STATES SENATE,
SreciaL. COMMITTEE TO INVESTIGATE
THE BUREAU OF INTERNAL REVENUE,
Washington, D. C.

The committee met at 2 o’clock p. m., Senator James E. Watson,
presiding.
. Present: Senators Watson (chairman), King, and Couzens.

Present also: Mr. C. R. Nash, assistant to the Commissioner of
Internal Revenue; Mr. N. T. Hartson, Solicitor Internal Revenue
Bureau; and Mr. S. M. Greenidge, head, engineering division,
Internal Revenue Bureau. . .
. Present also: Dr. T. S. Adams, tax expert, Yale University.

Senator Couzens. The chairman and the other members of the
committee are now engaged in other work. They have requéested
me to proceed with the hearing at this time, and have advised me
that they would get here as soon as they possibly could.

TESTIMONY OF MR. A. C. ERNST, OF ERNST & ERNST, CLEVE-
. LAND, OHIO—Resumed .

Senator Couzens, Mr. Erust was requested to come back here
to-day largely at the suggestion of Senator King. Senator Kin,
advises me that he has been unable as yet to read the record, an
has not prepared any particular questions which he desires to ask
Mr. Ernst; but in going over some of the records and heering the
testimony since Mr. Ernst was here previously, some questions have
8 ted themselves to me., I think that, when we have finished
with those matters, we will be able to excuse Mr. Ernst for the time
being at least. In case we need him further, he will be later advised.
. In the testimony that ¥ou gave here lpreviousgly, Mr. Erust, you
referred to the fact that from 1909, as 1 recall it, up until 1916 or
1917, you were called in to go over the books for amalgamation pur-
poses and incidental matters involving questions of revising the tax
returns. Is that correct?

Mr. EftNsT. Substantially. We were called in in connection with
a merger. That was late in 1919, and later we took up the tax
work, going back to 1909, and filing amended reti;ns. o

Senator Couzens. You testified that you built up the com-
. pany’s records so as to arrive at a new basis from their old so-called
antiquated methods of keeping their records and making their
returns, Is that correct? : .

. Mr. ErnsT. Yes. They had kept their books very conservatively,
and I believe I explained to you they had treated various elernents
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in connection with write-offs, depletion and depreciation in one !
account, and dealing with the matter as a total at tge end of the year, }

That involved the making of an analysis of all of the property and :
capital assets to com ly with invested capital, which P spoke of as
the ‘““‘lhub of the wheel,” in connection with the 1917 law.

Senator Couzens. When you arrived at this invested capital, did
you use the March 1, 1913, values, or did you use the cost?

Mr. ErnsT. We used the cost. The law prohibits the using of the
March 1, 1913, values as invested capital.

Senator Couzens. Can you sa anything from memory as to
wnat the difference was hetween the invested capital as you built it
up, and as it was carried on the books?

Mr. ErNsT. My recollection is that our figure of invested capital
was less than shown on the books. ‘

Senator Couzens. Was it the law of the regulations which pre-
scribad the cost rather than the 1913 basis? ~

Mr. Ernst. Well, the law very clearly gave the taxpayer the right

‘to use the March 1, 1913, basis for depletion purposes, but not as

invested ca&i)tal. A

Senator CouzENs. So that you errived at two sets of figures—one
for invested capital and one for depletion? ‘

Mi. Ernst. That is correct. In fact, it was necessary to do so
under that law. '

Senator CouzeNns. The testimony on the part of one of the wit-
nesses since you have been here was to the effect that in arriving at
the oil regulations, there were some ninety men, as I recall, who were
brought to Washington from all sections of the country to arrive at
a set of regulations dealing with oijl properties particularly, and per-
haps mineral and gas properties as well. Were you among the
pecﬁle who were called here for that purposc?

r. ErnsT. I was not. I knew that 'something of that kind had

taken place. It was a sort of an advisory group. I had no active

part in it, nor did I have an advisory part in 1t, and was not attached

to it in any manner. Neither was any member of my firm.

Senator Couzens. Did that happen before you took up the Gulf
Oil Corporation matter, or afterwards?

Mr. Ernst. I am not sure. We took up the case of the Gulf Oil
Corporation about September, 1919. The difficulty, Senator, under -
the regulations of the 1918 law was great, and there was much pres-

‘sure for a long time to have rulings and regulations. I knew that on

account of this feature of discovery value, there was much planning
being done in order to lay out the work of the department to meet that
situation. I have no doubt that it was in that connection that they
called in the experts. .

- I also remember very distinctly that the early forms which the
de}I)artm(ent issued, coverin %fologists’ reports and data as to each
well and tract, the date, and whether lease pr fee, were very materially

" changed later. That is, taxpayers found themselves in the position
-of havinﬁ' done & good deal of work, and then having to do it over

again. They were learning about the regulations and what had to be
done under the law; so that all oil companies—and that applied to
minerals as well--were following every move in the department, in
order that they xhightv&)roceed to meet the requirements of the law. .
Senator Couzens. When did it first come to your attention that
consideration was being given to allowing depletion to the lessee?
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-« Mr. ErNsT. Our work, having started at the end of 1919, was pfo-
gressing through 1920, and these schedules on all -of the wells, of
dourse, were & large feature of that work; that is, it was one part of-
the return. All matters in reference to the handling of various
features dealing with the le%l side of the problem were referred to the
legal ¢ounsel of the Gulf Oil Corporation, Judge Batts.: We were
advised as to what Judge Batts decided to do, and we followed those
instructions, That was more or less continuous on many questions
that came up in connection with consolidated returns and many
features of intercompany investments, etc.; so that there was practi-
cally a continuous relationship there in one form or another, The
legal department of the Gulf Oil- Corporation was studying the law
as to what had to be done, and we were following up the accounting
side of the proposition. N o

" Senator Couzens. You do not remember when you were advised.
by the legal department of the Gulf Oil Corporation to take credit for

. depletion on leaseholds, do you?

-~ Mr, ErNsT. No; I could not fix a date. I do remember that the
decision was very prom(rt; that is, Judge Batts was very definite
about it; that that would be the basis that they would go in on, and
the Government examiners were so advised, and they got the details
from the schedules. :

Senator Couzexns. If I remember correctly, you dealt with no
other oil company than the Gulf Oil Corporation. Is that correct?

. Mr. Ernst. I modified that to this extent, I believe, that I said,
‘“No other large oil compat;ly.” We handled & number of oik com-
panies in the southwestern field, as I mentioned, amonyg which were
many of these promotion companies. We had been called in in those
cases. A large amount of stock had been sold through various
brokers, etc. There were some rather bad losses down in the Texas
field; but if you have in mind any of the large companies, no—we
handled none. The Gulf case was one of the earliest, if not the
earliest, lar&e) oil comgamy that went through the department.

" Senator Couzens. So that the first time the question of depletion
on leaseholds care to your attention was in the Gulf case, then?

. Mr. Ernst. Yes, sir. I might say that the same question had been
ur in connection with a number of mining companies that were clients
of mine.

Doctor Apams. How did the act treat leaseholds in connection
with & mining company?

Mr. EprxsT. My firm does no legal work, Doctor. We work with
the counsel of the client. They were actively taking it up, and they
were watching that mining case that I told you about, which went
(tihrciugh the Supreme Court—the Biwahick case. That dealt with

epletion. -

- ?)octor Apams. Do you happen to recall the attitude of the depart-
ment toward depletion on leaseholds in the case of solid minerals at
that time? ‘

Mr. Ernst. All T know, Doctor, is that the question was under
considerable discussion in the department. ' : '

Doctor Apams. You do not know of any mining company pro--
ducing solid minerals that claimed depletion on leaseholds, and took
it up at that time, do you? ' ‘ S
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- Mr. ErNsT. I do know that this is the first larga case that did go -
through, and this went. through with the specific reservation, as you
know, that went into the A-2 letter; that is, the Government reserved. -
the nﬁht' in connection with depletion for the lessee.r That was & -
part of this A-2 letter. T "
Doctor Apaus. Had the revenue act of 1921 been passed when the
A-2 letter was sent out? It had not, had it? .

Mr. Ernst. No. I think it had been well matured, however,
That is, it was generally understood, through publicity. ‘

Dootor Apams. That case was decided In lg.ebruary, 1921%

Mr. Ernst. On February 28, 1921. _ :

- Doctor Apams. What was the statute of limitations on the 1917
cases, then? ‘ :

Mr. Ernst. Our case came under this, and there was a provision
that said where the question of invested capital adjustments, prior
to January 1, 1917, occurred, the right was given to go back and
make the adjustment. o , ~

Doctor ApaMs. You say the right was reserved in the decision to -
change the valuations. - Now, if the statute of limitations would run
in a few months, I do not know that that reservation would amount
to much, and I wondered whether the statute of limitations on
assessments for 1917 did run. My memory is a little hazy on that.
I think it was substantially June, 1921, '

Mr. Ernst. As I said, I am not a lawyer. Mr Hartson is here,
and he could probably advise us on that; but I do remember that on
the point that you raised there was a %uestion of discretion in the
Natural Resources Department about the regulations and how tax-
payers could be advised to prepare this data. I think it is probably. -
exiwlmnatory to say here that there was a large amount of work in-
volved in meeting the requirements of the 1918 law in the filing of
schedules. Naturally, the taxpayers were all clamoring to find out
how they were to do it. o

Doctor ApaMs. My impression is that the statute of limitations. -
at that time was three years after the tax was due. The 1917 tax
had been due substantially on June 15, 1918, and that would make
the statute of limitations run as of June 15, 1921; but, as I say,
my memory is & little treacherous on those points. 1 am not certain
whether that is correct. I am informed that it had been extended
by the 1918 act; so that my first statement was not correct.

Senator Couzens. Did you take credit in making these returns for
the cost of dry wells that had been charged off?

l\lfr. Ernst. If I understand your question, we wrote off dry wells
each year. ~

Senz,t,or Couzens. And they were allowed by the department?

Mr. Ernst. They were. )

Senator Couzens. Do you think that that is a sound theory,
Doctor Adams?

. Doctor Apams. To write off dry wells?

Senator Couzens. Yes. ' .

Doctor Apaums, I think, if discovery depletion is allowed, the cost
of dry wells should certainly be charged off on a corresponding basis. -
Honeisa ca?ital loss, and one is an allowance, certainly a correspond- -
ing loss should be charged against it. . : ‘
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_i __ Mr. Ernsr. I think that possibly you and I would aﬁee on -his,

-~ if I may am‘pl.ify the question; Senator, that the law which laid down

- the basis of invested capital clearly defined what invested capital
§ - should be. Here was money :gent on a dry hole; it had no value;
it was a loss; it had to be cleared out; it had to be charged off. That
was a loss, as there might be a loss of any other venture. There were
many different kinds of losses on different business. The amount of

depletion credit that came through oil on the discovery value was a

credit for income. That was quite aside and had been on an entirely

different basis. If you want to go into some detail, and possibly the

Doctor has not thought of this point in connection with dry holes,

and ‘I merely sugﬁ%t it, you have the thought in mind that in the

natural resources division, in their calculation to get at the total
depletion credit, there were various deductions taken.” You, Senator,
have discussed with me the deduction of 5 per cent, for example,
and thcre were other deductions as to the cost of lifting, drilling, and
various expense factors. Now, in that calculation, Doctor Adems, as

8 deduction from the total depletion credit, there was a factor taken

out of that total depletion credit for dry holes. :

Doctor Apams. I do not exactly understand that, Mr. Ernst, if the

Senator will permit you to continue that for a moment. How?

. Mr. Ernst. Well, I do not want to be in the position of saying

- what Mr. Greenidge has done. Is Mr. Greenidge here? ‘

Mr. GREENIDGE. Yes. ‘ .

- Mr. ErnsT (addressing Mr. Greenidge). Would you care to am-
plify that? S - ‘ -
Mr. GREENIDGE. No; not unless asked the question directly. I

must confess that I did not follow you onit. ~ :

%\f[r. Ernest. Well, see if I agroe with what the Government
olicy is. ~

P Mr. Greenidlfe made an example here of, we will say, an estimated

- quantity of oil at $1, usmg that as the market srxce. If it was

. 1,000,000 barrels, it would be $1,000,000 gross credit. Then, from

that, you said last week when I was here, that you made various

deductions for lifting expenses, etc., and itemizing them. Then
you figured in there the element of so many wells and what that
would cost as deductible items from the total depletion credit.
Now, so far as the Gulf Oil Corporation was concerned, in our
schedules to you, we took as the element of deduction from the total
depletion credit an element for the percentage of dry holes. Whether
that was done generally I do not know. Ours was the first ecase
going through, and the Gulf Oil Corporation had always conserva-
tively figured those things. They had figured a definite element,

Doctor Adams. - : ) o
Doctor Apams. I catch your point now, and it is quite clear to me.
Mr. Ernst. So that our depletion credit had already been reduced

by the margin of safety that the Gulf Oil Corporation put in there

for dry holes, because they knew that dry holes were an element.
Doctor Apams. What %rlou mean is that, starting out with :the

gross price received for the oil, in order to ascertain a valuation, -

you must take a deduction for corresponding cost and expenses?
Mr. ErnsT. Exactly. ‘ s

v Doctor ApaMs. And among the corresponding costs and expenses

1 were recognized the expenses of dry holes? o
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. Mr, ErnsT. Exabtly so; and I might add further, for clariﬁcation,‘-%; '
that the policy of the Guif

Oil Corporation, as I recall it, was that ‘§

they figured this way, for instance. Take a tract that took eight ‘§
wells, - They figured in one extra for a dry hole, and that total cost §
of that one extra was taken out of our reserves, and our depletion §

credit from the Government reduced thereby. Now. to the extent
that you have said that you think the dry holes should come out of
the depletion credit, I simply wanted you to know what the Gulf -
policy had been, and the Government people can confirm it that
‘that was the basis of the Gulf Company. ‘
- Doctor ADaMms. That contributes to a clearer understanding of it.
Senator Couzens. Do you remember the names of the employees
in this particuler unit that you dealt with when you were settling
this matter? . - .
- Mr. Erxst. All I know, Senator Couzens, is that Mr. Powell was
the head of it. So far as my personally dealing with any of them is-

concerned, I did not. Schedules went in after we had determined -

the exact form in which they should go in. They were submitted to
the Government geologists snd experts, and the records thrown
open to them.

Senator Couzens. Do you know whether this 5 per cent basis
‘was used in any other case outside of this?
~ Mr. Ernst. I never handled any other case, and I have not in-
quired, Senator. I would like to add this word on the 5 per cent
basis—and I have in mind a (luestion you asked last week as to the .
advantage between the 5 and 10 per cent basis, I think, Doctor
Adams, you engaged in that discussion with Mr. Greenidge, and I
notice that Mr. Greenidge has submitted some tables which indicate
that there would be no advantage to the taxpayer as between the
5 and 10 per cent basis, as I read his tables. That clears up a question °
that you asked me.

Senator Couzens. As I understand it, that was proved by the .
table you produced, Mr. Greenidge. I forgot, but the tables are in .
the records here somewhere.

Mr. Erngr. I have them here.,

Senator Couzens. While you are looking that up, who were the
%-Tr%asury employees that assisted you in preparing this table, Mr.

rnst ?

Mr. ErRNsT. Who were the ex-Treasury employees?

Senator CouzeNns. Yes.

Mr. Ernst. I do not know of any, offhand, that assisted me.
. Senator Couzens. Were there any of them in your employ or in
the employ of the Gulf Oil Corporation that helped you on it{

Mr. ErNsT. There were none in my emplo(i'; no, sir. If the Gulf
Oil Corporation had any in their employ, I did not deal with them.

Senator Couzens. You had no workings with them?

Mr. Ernst. Not any. .o

Senator Couzens. Have you ever employed any former employces
of the bureau?

Mr. Ernst. I believe there was one, Senator. I would like to
explain that, if I may.

enator Couzens. Yes. :

Mr. ErNst. If my memory serves me correctly, there was an
advisory commission in regard to the 1917 and 1918 law, composed
of business men, was there not, Doctor Adams?
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& Doctor Apams. Yes, . . . = S e S

‘F ..Mr, Ernst. And as the secretary of that advisory tax board, there

‘% was & J. C. Peacock. Do you happen to recall Mr. Peacock, Doctor.
Adams? o ’ A

Doctof Apams. Yes. . . . ‘

Mr. Ernst. His work in connection with that board was purely
administrative, as I recall it. He handled no tax cases whatever.
He came with me in 1919. I believe it was early in 1919, and he

- stayed a year, and then left to take up the practice of law. He had
handled no tax cases for the Government. It was not his line of
work. ' Am I correct in that? - :

. Doctor Apams. No; I think you are not correct about that, but
you mentioned Mr. Peacock yourself before in your testimony.

Mr. Ernst. Did 1? o

Doctor Apams. You are slightly incorrect about his not handling
tax cases. . - v

Mr. Ernst. Well, I remember that he had handled none that we
were interested in or had any contact with. I remember that. My

_ impression was that he was purely an administrative secretary for

- this board, which was working on an amplification of regulations,
_and so forth. .

Senator Couzens. Do you remember the circumstances under
which you employed him? :

- Mr. Ernst. Yes; Irememberit quite well. I looked the ground

A over to find & man who could keep in touch with new regulation
"~ so that we could be advised more accurately than through news-

Kaper. reports and this bulleting service. I never knew Mr. Peacock,

ut he was highly recommended, and I took him.

Senator Couzens. Where did you locate him to have this inside
information, so that you would not have to rely on newspapers? '

Mr. Ernst. If I may differ as to the inside information, I think
that may be misunderstood. There was no inside information. The
Treasury Department had been Kutting out bulletins and rulings,
and it was in order that we might have some one in Washington,
immediately that those bulletins came out, who could send them to
each of our offices, so that we would be advised in Detroit and wher-
ever we had offices, that he was employed. There was no confidential

. information from the inside. The law had been passed. This was
purely an amplification of regulations through this committee.

Senator Couzens. When vou began to talk ahout Mr. Peacock,
you said you employed Mr. Peacock so that you would not have to
rely- upon bulletins and newspapers, and afterwards you qualified that
statem%nt, so that it appoars you did rely upon the bulletins. Is that
correct?

"~ Mr. ErNsT. Yes; tho bulletins were officials. Sometimes there was
difficulty in getting them through the mails and in getting an intor-
pretation of them, and we used Mr. Peacock solely for distributing
the bulleting service in our own organization. He was with me about
® year.

}éenator Couzens. What I have not been able to get clearly in my
mind yet from the statement of anybody is how it was that on Feb-
ruary 28, 1921, you settled the Gulf Oil' Corporation cases and took
credit for leasehold depletion, and yet there is no evidence, appar-
ently, that there was any regulation issued by the department deal-
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ing with that matter, as applied to 1916 and 1917, until August, 1922. ¥
I was just wondering how it was that you were able to get that before ¥
any order was )‘omﬂ%gaﬁed as to 1916 and 1917 returns, = - F°

. Ernst. Well, I might say, so as to bave it clearly understood, §
at least by you, Senator, that, so far as I was concerned, I dealt
with it purely as one matter of pohcg among many. We were -
working in conjunction with the legal department of the Gulf Oil
Corporation. 1 might say to you further that in hundreds of cases
we had a very serious question as to items in affectin invested
capital, where the legal counsel for our clients insisted on the returns'
going.in on a basis, with an amplification of the return explaining
the facts, counsel stating that they were prepared to go to court on
that question. : o '

Now, the legal side was absolutely nothing to me, beyond having
the return olearly state the fact, because we all knew then, in prac-
ticing before the department, that there were many disputed points-
between able counsel. In the meantime, these returns had to go |,
in.to the Government.. They could be delayed a certain time, but
you had to go in and make & return and calculate your tax and pay
it. ' In order to get the thing moving and settle it with the Govern-
ment later, legal counsel would advise me what to do, and the return
was made on the basis of their legal opinion, and the return so stated.
So that when you particularly question me about the Gulf depletion
basis, it was no different than a hundred cases that I could cite you.

For instance, I had many cases where legal counsel ‘insisted on
taking as a deduction contributions made corporations to the
war chest, to the Red Cross. They said, ‘This is' 4 war measure;
the Government is back of it; this should be allowed, but the regu-
lations say no. Well, we do not think they are right. We want
" that deduction made.” So attention was called to it.

Now, I think lawyers, Senator Couzens, generally recognize that
the 1918 act was far from being a perfect model of a.tax bill. ' It
was an act put through under great pressure, with many disagree-
ments. It was a brand new thing, in so far as this invested capital-
feature was concerned. Then, the 1918 act followed, which was far
more drastic as to the 80 per cent, and many new features were:
incorporated, so that many very able lawyers whom I' dealt with
simply said, “ This is all very nice, but there are gomg to be some
Su;:lreme Court decisions later; we are going to have a chance to
be heard.” ' R ‘

Senator Couzens. I would like to ask Mr. Hartson or Mr. Nash,
whichever one can answer it, if there is any record anywhere in the
department showing the development of the considerations given to
this question of lessee depletion for the years 1916 and 1917% -

Mr. HarTsON. Yes; I have something on that, Senator.

Senator Couzens. Can you give it to us? - ,

- Mr. HARTSON. Yes. - L

Senator Couzens. All right; when we get through with Mr. Ernst,

we will take that up. : 3
- Mr. HARTsON. -All right. : ’ ‘
Senatori Couzexs. . Ernst, do you know anything about the

h;':tory '?of section 1312 of the act, permitting the closing up of these -

r ums o ot e . N - " . " * . ‘ . 4 ! O ' T
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Mr. Ernst. I know that there is a section 1312, and that the
purpose of it is to definitely and finally close the tax cases, which,

| principle, Senator, I think is very sound. Many: corporations

have not availed themselves of section 1312, because of the thought
in their minds, and even on the part-of their legal counsel, that there
would be subsequent decisions, ﬂrobably through, the Supreme Court,
that might permit reopening their cases. So that if a corporation
signs 1312, it settles it, in spite of any readjustment later in favor
of the corporation. I think most corporations have a very distinet
belief that for 1917 and 1918 they paid too much tax. Iam quoting -
you this just generally from my own clientile, R

Senator CouzeNns. Are you still doing work for the Gulf Oil Cor-
poration ? R

Mr. Ernst. We have done no work since these returns. .

Senator CouzeNns. You had nothing to do with the filing of the
retﬁe:lst to close the Gulf Oil Corporation case under Section 1312%

. Ernst. No. ] . . )

Senator Couzens. During our discussions while you were away,
and I guess probably the day that you were here, there was stated,
I think by Mr. Greenidge, that in arriving at the.contents of the wells
and the basis for depletion, geologists worked on the job to determine
the contents of the wells, and that was used as a basis, in addition to
the estimates of the taxpayer and the 5 per cent basis. What other
element was there that entered into that in arriving at it, besides those
two that I have mentioned? : K

Mr. Ernst. Well, there were a glreat many elements. . If I may.
say so, there was purely the historical information in the field, Then,
there was the question of state of all of the different properties; as to
whether fee or leasehold. ) : .

Senator Couzens. Yes; but that did not have anything to do with
the contents of the well, whether it was fee or leasehold. :

Mr. Ernst. No; but developing of the data, that is, establishing
those figures, and whether it was March 1, 1913, or subsequent, etc.
There was a vast amount of work that had to be done, not only the
field work, but the office work in handling leases and properties, and
many legal questions-arose as to the different arrangements under
different policies, between lessor and lessee, where there was a joint
operation, etc. _ o ) ) :

Senator Couzens. In considering this case, did you come in con-
tact with Mr. Darnell? _

Mr. Ernsr. I never did.

Senator Couzens. Do you know of him? :

Mr. Ernst. Yes; I think he is an ex-department employee. I
knew that he was doing work for other oil companies, some of the
larger companies, I think, but not any that I was associated with:
I know that he was very much interested in the basis that was bein;
used by the Gulf Oil Corporation, because he was doing a great de
of ﬁel«f work in this same territory. : N

Senator Couzens. Was he in the employ of the department when
you say he displayed this interest in the Gulf Qil Corportaion case?

Mr. Erxst. No; I never came in. contact with Mr. Darnell during
this work, but some of my own men, who were down in the Texas
field, getting these records, costs of drilling, and all of that, had come
in contact with him down there and said that he had other work that

was going on. .




436 INVESTIGATION OF BURFEAU OF INTERNAL REVENUE

- ‘Senator Couzens. Was he in the employ of the Government then?
- +Mr. Ernsr. No; he was then practicing himself. = - . SR
- Senator Couzens. He was then practicing himself? - :
Mr. Ernst. Oh, yes. He was down there on work, because some.
of my own field men said that other oil companies were apparently
going through this same process. They would see those men staying’
at the same hotel there. o » -
- Senator Couzens. ‘Did you come in contact with Wayne Johnson,
an attorney in New York, at this time? : :

Mr. Ernsr. No. ' : -

Senator Couzens. Did you ever meet Mr. Johnson? :

Mr. ERNST. Yes; he has been in several cases with me, where he
represented clients that were my clients on the accounting side.

Senator Couzens. He represents them on the legal side

Mr. Ernar. Yes. -

Senator Couzens. And you on the accounting side?

Mr. ErnsT. No: I might say, Senator, that our work was com-
pleted with the A-2 letter, and so fur as anyone advising with me on
this case is concerned, there was no one outside of the Gulf Oil Cor-
poration’s own representatives.

Senator CowzeNs. I think that is all.

- Doctor Apams. Mr. Ernst, do you recall what division was made
between lessors and lessee of the discovery values in this case? -

Mr. ErnST. I remember, Doctor, that, as I tried to tell Senator
Couzens, there were many different parcels here which had different
arrangements, and there was a division there made, whatever the
arrangenmient was, as to the depletion.

Doctor Apams. You do not know whether the lessors at that time
were given the advantage of discovery depletion on their propor-
tionato share, do you? Do you happen to know that? You might
or Kfou might not know it. . '

v. ERNST. I know I had many clients where the lessor came in
and was advised of the basis and how much he would take and what
the lessee would take, and I know that in other cases letters were
written advising them. That, however, was handled in the legal
department of the Gulf Qil Corporation, and my memory is that it
did not come up to us; that is, our schedules for the Gulf Oil Cor-

oration carried the full information and the portion that the Gulf
Jo. was entitled to take.

Doctor Apams. And at that time, when the discovery valuation
was made, you only took such proportionate pert as your interest in
the property would suigest? am interested in this hecause we had
some question about the right of the lessor to share in the discovery
depletior as comﬁared with the right of the lessee to take it.

r. ErnsT. That is right. -

Doctor Apams. And I want to know whether in your case that
question had been settled. That is my sole interest in it.

Mr. Ernst. Generally speaking, in mining cases, Doctor, there was
a good deel of question between the legal counsel of the lessor and
the lessee. - ' , :

Doc¢tor Apams. Well, Mr. Hartson has answered my question sat-
isfactorily, that it had béen decided before your case was settled.

Mr. ERNsT. Yes. o o
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Senator CouzeNs. Do you recall offhand what Treasury Decision
2956 was, of December, 1919, that you referred to when you were
here before? . . e ‘ . L

Mr. Ernsr. I referred to that Treasury Decision, Senator, as giving
exact detailed instructions as to discovery valuation in the final form
in which it had to go in and:the basis of it, etc. o .

Senator Couzens. When you attempted to arrive at this discovery
depletion allowance of credit, what period did you use in arriving at
the oil value; that is, as to the price per barrelt

Mr. ErnsT. The price was fixed according to the market value of
the oil at that time; that is, there was a 30-day period of discovery
provided. The Government had its own basis there of taking the
price, that is, the market price in the different fields.

Senator Couzens. So when you went back to prepare these returns
over again, you went to the market values that existed at the tine
that these o1l wells were discovered? '

Mr. Ernst. OF course, the discovery value came in only under the
1918 law, and we fitted in with the Government regulations as to what
we had to give them. Those prices in the different fields were pretty
well posted and were a matter of public information.

Senator Couzens. When you were dealing with the Gulf Qil case,

I understand that there was a contemplated or actual—I forget
which—claim for amortization of some one million & hundred and
some odd thousand dollars. Do you recall that case? .
. Mr. ErnsT. Yes; I recall it very distinctly, Senator. The amorti-
zation %’ovision was very vague in 1919, and it was still vague in
1920. The engineers were working on the historical data and forms
of reports. Engineers were leaving the department; new ones were
coming in, and it was very difficult to know just how to meet the
amortization provision; because there were no definite rules that had
been laid down. I remember that Mr. Roper, the then commis-
sioner, issued some statement in relation to it, and I think one state-
ment was to the effect that the taxpayer,would not be permitted, in
the 1918 return, to take over 25 per cent of the amount of amortizable
property. That is, he just issued some bulletin because it was so
vague, saying that all you could take was that much. I remember
that he made a restriction. ‘

In connection with the Gulf case, we realized that they had spent
a pretty large suin of money during the war period, and there was
undoubtedly a large claim in their favor. Just how much it was, we
were not in a postion to say. They had made a rough estimate, so
as to have something in their return as a protective feature, which
was being done generally by most corliomtions, under legal advice.
We started to get the data together. I was satisfied that the claim
would be far in excess of what they had put in temporarily, but it
meant sending another crew of men through the ficlds, and a great
deal of engineering work. Then, the department finally told me that
they would require every voucher, with all the details and all the
proporty earmarked, and so forth, which involved a vast amount of
work, and the result was that the Gulf Oil Corporation asked me not
to go ahead with it, and I never completed it. .

octor ApaMs. The amortization claim, then, was in no sense
complete ! :
r. Erxst, Oh, no, absolutely not, Doctor.
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‘Senator CouzeENs. None was ever made, thént - -~ - =
Mr. ErNsT. Yes; a claim was made, just in the same way as any
other corporations were doing. I mean that we might put in & flat
amount. It was, say, $10,000,000, under the Treasury Department’s
notice to the taxpayers; we might take a round figure of $2,500,000,
and in some cases we have not that settled to-day. =~ S
Senator Couzens. Just what did you take in this case? _
-Mr. ERNST. As I remember it, the company took only two million
dollars and somethingh; ‘ S '
Senator CovzeNs. That was rejected, however, was it not? -
.Mr. ERNsT. Yes; they rejected it, because we did not complete all
of these elaborate schedules. - ' ' =

Doctor Apams. The case was not in a postion to ask you to pass

ju(ﬁl:lent on it. SR o
. ERNST. Yes. In other words—— '

Senator CouzENs (interposing). Just a minute. Doctor Adams
asked you whether the case was in & position to gass, judgment-on it.

Mr. ErNsT. No; we had not complied with the vast amount of
detailed data that was requested. The department had many cases,
and we were in the same situation, the taxpayers not knowing what
to do, or how the d%mrtment required it, and they had made a
deduction, which Mr. (‘)f)er’s bulletin clearly indicated could be done.
Then, the engineering department, in reaching those cases, would
request you to comply with their regulations and submit it. That
meant in many cases a much larger amount of work, and it came
some time after-the war had ended and business had gotten more or
less to normal. So in this case the taxpayer simply did not comply.

‘Senator Couzens. And the tentative amount put in that return
was then rejected? ‘ ‘

Mr. ErnsT. Yes; there was not a cent allowed. It was all thrown
out. : ’ : ‘ ‘

Senator Couzens. So at no time during your auditing of the books.
was aniproper cleim filed for amortization? -

Mr. Ernst. Well, I would like technically to say this, that when
the claim was made, this taxpayer, the Gulf Oil Corporation, did
what every other taxpayer did. ' Co

Senator Couzens. Oh, yes; I understand that. o

Mr. ErnsT. But later on, Senator, a complete schedule, with all
of the exhibits, was not filed.

Senator Couzens. And that was the proper way in which to file
a claim, after the regulations came out. ‘

Mr. ErNst. Based upon the final rules promulgated by the amorti-
zation section; yes, sir. ' ‘ _
Senator Couzens. Did you ever analyze that to see what it might

have been had it been carried through? ‘ ‘ S

Mr. Ernst. I remember discussions on it, and as I recall it, the
lowest estimate I made was over $2,000,000. I just have a recollec-
tion of that figure. - :

Senator Couzens. When arriving at these credits for lessee
depletion, can you, offhand, say what the relation would be between
the lessor and the lessee as to allowence or credit? o
-~ Mr. ErnsT. We did not deal, Senator, with the lessee. Where a
leasehold was involved, the computation would be made on that par-
ticular property, and if the lessor’s part of it was one-eighth, what-
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ever the arrangement was; the schedule showed, which was filed here
in Washington. L L o

Senator CouzeNns. So that you do not think there was any oppor-
tunity for both the lessor and lessee to be allowed a depletion credit?

Mr. ErnsT. I do not see how it could happen, because the Govern-
ment had the full information. . \ : :

Senator Couzens. I think that is all I have, Mr. Ernst.

Doctor Apams. I would like to bring out this point that the Sena-
tor has just been speaking about, speaking now of lessee depletion on
the basis of 1913 values, and not speaking of discovery depletion. It
follows that if a depletion is given to a lessee it would have to be
withheld from the lessor, does 1t not?

Mr. ErnsT. Well, not as I understand it.

Doctor Apams. I really want to know about that.

Mr. Ernst: Because if, in our schedules, we took a given property,
and our interest was seven-eighths, the March 1, 1913, value of that
property would be checked to establish the fair market value. Our
share of the depletion credit based on the March 1, 1013, value would
be severt-eighths. : . L :

Doctor Apams. I am not certain on this point myself and I want
to bring it out, . The regulations in effect at that time provided that
the lessee was not entitled to depletion. That is correct, is it not?
I am referring to tho printed reguiations which were in effect.

Mr. Ernsrt.. Yes. _

Doctor Apams. Yes. That is, I take it, unquestioned. It is un-
Kuestloned, because I note that the circuit court of %ﬁpea]s, in Lychv.

lworth-Stephens Co., in a recent decision, upheld the right of lessees
to depletion.. The regulations provide that lesseo oil and gas corpora-
tions are entitled to no allowance for depletion; that is, prior to
this Decision 3386, of August 22, 1922, S

So we can assume, therefore, that the printed regulations did not
entitle the lessee to depletion at that time.

Mr. ErnsT. Yes.

Doctor Apams. Now, somebody was entitled to depletion under
the regulations on the 1913 value, is not that correctt

Mr. ErNsT. Yes; undoubtedly.

Do%tor Apams. That somebody must have been the lessor, must
it not ‘

Mr. ErNsT. Well, it might have been.

Doctor Apams. My sole purpose is to bring this out—and I am
not certain of it-—that by allowing the depletion to the lessee you
take it away from the lessor, and that correspondingly the lessor
:vould be entitled to that amount that had not been granted to the
essee. A

Senator Couzens. I think, Doctor Adams, that Mr. Hartson ought
to have that, because he says he has the history of the depletion
records here. If it went along to 1921, and the lessor was allowed
depletion for 1916 and 1917, and then the rules were changed to allow
it to the lessee, it must have been a duplicate allowance, or else the
lessor was not allowed it in the first instance. o

Mr. Ernsr. With regard to the Gulf Oil Corporation, I might add
this, that Judge Batts was most positive in his opinion as to the posi-
tion between &m lessor and the lessee, and he had taken this position,
that the lessee we: entitled to it. .
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Senator Couvzens. Oh, yes; vou testified to that. - o

Mr. Ernst. Of course, he knew the March 1, 1913, situation,
because that had heen dealt with. =~ =~ -~ - ' o

Senator Couzens. But we are trying to get at what the depart-
ment did. : » o : -

Mr. ErRnsST. Yes. Of course, I would not and I do not know what
the department had or what the record would show as to the general
development of that question. : L

Senator Couzens. Do you want to ask Mr. Ernst anyv questions,
Mr. Chairman? E : :

‘The CaairMAN. No; I do not know the line of the examination.

Senator Couzens. We are through with him, then.

The CuairMaN. All right.

STATEKERT OF N. T. HARTSON, SOLICITOR, INTERNAL
. REVENUE B’QSEAU——-Resumed.« .

Senator Couzens. Mr. Hartson, while on this depletion guestion,
lI woul;l like to have you give us the history of this deplgtion for
essees! -

Mr. HarTsoN. While this question is fresh in your minds, the la'st
question that you asked Mr. Ernst in regard to the allowance to
lessors during the time when the printed regulations prohibited lessee
depletion, let me say that the allowance that was made to lessors
during that period was only in proportion to their share of the

. royalties from the well. In other words, if they had a one-eighth share

in the production of the well, the depletion allowance to the lessor
was only one-eighth; so that when, later on, the lessees were given it,
they took the other seven-eighths. They took nothing from the
lessors, when allowed it later on.

Senator Couzens. In other words, then, the Government saved
the depletion credit during the years 1916 and 1917 until they
reversed their decision, and gave credit to the lessee!?

Mr. HartsoN. I think that is a fair statement of it. The Govern-
ment got the benefit of it during the interim, when they were not
allowing it to the lessees. ’ :

Doctor ApamMs. Was the same thing true of mines and solid
minerals?

Mr. Hartson. I think it was the same. 1 have that here, and I
think it applied it to the same length here. I would like to develop
that from the beginning, if I may.

Under- the special excise tax on corporations in 1909, section 38
of that tex, second paragraph, provided that such net income shall
be ascertained by deducting from the gross amount of the income the
!?sses, including & reasonable allowance for deprecintion of property,
l a“ . . . . . B . ! .

'Pl{;t provision of law was availed of by owners of mines and oil
wells to permit them to take advantage of the so-called depletion;
and under two opinions of the Supreme Court that was expressly
denied. That depreciation was not similar to depletion for land.
’Il‘ilis depletion allowarice therefore under the 1919 act was not given

Senator Couzens (interposing). The 1919 act, or the 1909 act?

Mr. HarTsON. 1909 act. SR
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.. In the Biwabik case the Supreme Court hold that the lessee of
mining property may not deduct the proportionate value of the ore
in place on January 1, 1909, with recpect to each ton of ore as so
much depletion of capital assets, but may deduct a proportionate

art of the royalty peid in advance. I think that answers the
Doctor’s question with regard-to the 1909 act, so far as solid minerals
is concerned. . ) o
. In 1913 the next revenue act, section B of section 2, provides that
. in computing net income for the purpose of the normal tax there shall
be allowed as deductions, sixth: : .
- A reasonable allowance for the exhaustion of property not to exceed in the case
of mines 5 per cent of the cost value-at the mine of the output for the year for
which the computation is made. . :

The statute, therefore, provides a maximum limitation, but only
that that be reasonable, and then says, “not in excess of 5 per cent.”

. In the Stauntun case, that went to the Supreme Court, the conten-
tion was that the above allowance was inadequate and the tax was in
effect on the gross income rather than on the net income which would
not _be allowable under the sixteenth amendment. But the court
denies the contention, and also justifies the tax as an excise levy on
the results of the business of carrying on mining operations. .
.hNow we come to the 1916 act: Section 5, paragraph 8, provides
that—
in computing the income in the case of oil and gas wells a reasonable allowance
for the actual reduction in flow and production, to be ascertained not by the rush
flow but by the settled production, or regular flow; if in the case of mines, a
reasonable allowance for depletion thercof not to excecd the market value in the
anine of the product thereof which has been mined and sold during the year for
which the return and computation are made, such reasonable allowance to be
made in the case of A and B under the rules and regulations prescribed by the
Secretary of the Treasury; provided that when the allowance is authorized in A
and B shall equal the capital originally invested, or in case of purchase made
prior to March 1, 1913, the fair market value of that date, no further allowances
shall be made,. . '
. The above sections granted substantially full depletion to an
operating owner or lessor, but the allowance was held not to be
available to the lessee prior to the promulgation of law opinion 1103
which permitted depletion to oil lessees under the 1916 act.

Under the 1916 act the commissioner, with the approval of the
Secretary, promulgated Regulations 33, revised, and article 170 of
those regulations or that portion of it that seems to be material,
reads as follows: )

Sections 5 and 12 of the act of September 8, again as amended by
the act of October 3, 1917, pertaining to individuals and corporations
owning and operating gas or oil proqomes, may deduct from gro
income—and this is quoted froni the law— .
a reasonable allowance for actual reduction in flow and production provided that
when the allowance authorized shall equal the capital originaily invested, or in

the case of purchase made prior to March 1, 1913, the fair market value as of that
date, no further allowance shall be made. - »

That is the close of the quotation from the law. Now, the regula-
tion continues on—— ' ‘ :

Senator Couzens (interposing). What law was that?

Mr. Harrson. The 1916 act as amended by the 1917 act.

Senator Couzens. A moment ago you referred to some decision
cleven hundred and something; what was that? :
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Mr. Harrson. Law opinion 1103 is the law opinion which came
out in 1922, and which affected the 1916 act and construed the 1916
act and the regulations. - i - ;

Senator Couzens. And yet this was a construction, was it, that
you were just reading? 5 :

. Mr, HaRT8ON. Yes; I am reading now from the regulations which
were in effect prior to the promulgation of that law opinion. Do I
make myself clear on that? -~ .

‘Senator Couzens. I am not quite sure that you do. When were
those rules promulgated that you just read? - '

Mr. Hartson. They were promulgated in 1918, immediately
following the enactment of the 1917 act, probably within a month or
two after the adoption of the 1917 law. .

Senator Couzens. Then what interpretation do you put on that
that you have just read? . - : N

Mr. HarrsoN. 1 have just read from the law; and I would like to
continue on with the regulations, to give you the background over
which this discussion was waged, because there was a tremendous
amount of uncertainty and discussion involved over the interpreta-
tion of that section of the 1916 and 1917 acts. To read now from the
regulations: L : , -

The essence of this provision of law is that the owner or operator of this charac-
ter of froperties shall secure through an aggregate of annual depletion deductions
the return of the amount of the capital actually invested, or an amount not in
excess of the fair market value as of March 1, 1913, of the properties owned prior
to that date. For the purpose of determining the amount of eapital to be returned
through annual deductions operators may bhe divided into two classes: (A)

rators who owned the fee; and (B) operators who own a lease or leases.
Then it goes on and says in the case of the opemtin%fee owner—that is, the owner
of the property, owner of the title to the property—the amount returnable through
depletion deductions is the fair market value of the property exclusive of the cost
of the physical property as of March 1, 1913. Now, that is the vaiue from which
this depletion is taken, and there is no way to read beyond that except to go to
the next paragraph, which covers lessees.

In the case of a jessee the capital which is to be returned is the amount paid
in cash or its equivalent as a honus, or otherwise, by the lessee for the lease.
In other words, so far as the lessee is concerned it is not permitted under these
regulations to deplete from a March 1, 1913, basis.

Now, those regulations were in effect——

The CuairMaN (interposing). And, of course, you construed that
the regulations do not run in contravention to the statute, but con-
form with the law?

Mr. HarrsoN. That is right, but that interpretation by the de-
partment of that provision of law was the subject of a very great
deal of criticism. It was contended by the oil people immediately

/u?on the promulgation of these reﬁulations construing that clause
of the 1916 and 1917 acts that the law permitting a reasonable
allowance for the actual reduction in flow and production did not
on its face prohibit that to the lessee; that the lessee’s interest in
the ‘well was substantially greater than the owner of the fee, and
that of course is evidenced by the royalty allowance to the fee owner,
or it is a small proportion to what the operator and the actusl l;l>ro-
ducer gets, and the investment is all the lessee’s in cases such as
this, as a result of that equities were very strongly in favor of the
lelmqes and their right to deplete or to take the allowance for de-
pletion. : :
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~ That was the subject of a great deal of discussion, and the his-
“tory of that must beé borne in mind, that during these years that
this law was effective the returns were coming in and piling up;
there was a state of uncertainty; there was prtwticall{ no a,usiting
~and detailed and accurate checking of the returns of all oil corpora-
“tions for these years; that it was not until 1919 and 1920 that the
criticism got to the point of concrete figures in definite cases. A

In 1919 Mr. Ernst has testified regarding the Gulf case. I appre-
hend, and I think my judgment is correct on this, that that case
was the first large case where this definite question was positively
raised. There has been a great deal of discussion about it. Mr.
Greenidge testified that in his section among the engineers before
the regulations were changed affecting those years, the engineers
who had to do with this question were all of the opinion that by
reason of the equities and by resson of there appearing in the law
to be no reasonable distinction between the owner of the fee and the
owner of the lease as to the depletion allowances that ultimately the
‘regulations would be changed.

n November 5, 1920, the first record is made in the solicitor’s
~office of & case being sent there for a ruling on this question. That
case was the Equality Oil Co. It arrived m the office on November
5, 1920, and. came, by the way, from the committee on appeals and
review. It was a case that had been appealed to the committee and
was forwarded to the solicitor’s office for determination of this ques-
tion of law. ’
. On January 22, 1921, that was two months later, approximately,
another case came into the office, and that case was the Britton,
Johnson Oil Co. ' .

Senator Couzens. Just at that point, may I ask what was done
with the case that came there November 5?

Mr. Harrson. Yes; I will tell you very readily: These cases
- accumulated there subject to a final determination. That case
which arrived November 5, 1920, was not ultimately passed on until
it went out under the authority of law opinion 1113, a year and a
half later.

Senator Couzens. A year and a half later?

- Mr. HartsoN. This question was in the solicitor’s office involvin
‘8 half dozen oil cases during that period of time—a year and a half;
“and I would like to account for that, too.

Senator Couzens. Who was the solicitor at that time? ‘

Mr. HarTsoN. Mr. Mapes was solicitor during the entire périod.
The Britton Johnson case arrived January 22, 1921, about two
months after the Equality Oil Co. casé, and about a year later the
Prairie Oil & Gas Co. case came in, involving the same question.

Doctor Apams. When was that—dJanuary, 1922¢

Mr. HagrTtsoN. December, 1921, about a year later—a little less
than a year. ...

The practice in the office is when a request for an opinion comes
in to assign the case to a lawyer for the purpose of going through the .
files and running down the law and doing the original work on the
case, and that lawyer writes an opinion setting forth his views.
This Britton, Johnson, Oil Co. case, and the Equality Oil Co, case,
as soon as they came in were assigned to a lawyer in the office and were
written up. ‘

92919-—24—pr1 2——15
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There was an opinion written in the Britton-Johnson case which§
reached a conclusion sustaining the refﬂations~ein other words, dis-
allowing lessee depletion, to put it roughly. \

Senator CouzeNs, What date was that?

_ Mr. HarrsoN. The date of that I do not know that I have, and
I do not know that it is really material, although I can find out for
you very easily. . : ~

Senator Couzens. I think that is quite material because the lessee
depletion was allowed at that time and yet that was considerably
after the time in which the depletion zllowance was made to the
Gulf Oil Co., was it not? . . .

Mr. HarTSON. Yes; and I want to explain to the committee on that
score that the Gulf Oil Co. case was never one of the cases that was
referred to the solicitor’s office for an interpretation.

- Senator Couzens. Do you recall why that was?

Mr. HarTsoN. No; I have no idea. ' ‘

Senator Couzens. Is it not a rather peculiar situation that it was
not referred, while all the others seem to have been referred for decision
by the solicitor? : :

Mr. HartsoN. No; I do not know that it is, because a very small
share of the cases are referred to the solicitor’s office necessarily.
The attempt is made to send a case or two to develop the question,
and then possibly hold the balance of the cases in the unit until a
ruling has been reached. . '

Senator CouzEns. But in this case they went ahead, and that is
what I am trying to get at—the other cases seem to have been held
awaiting a ru’lin§l by the solicitor’s office, but the Gulf case was not
held, and through either the auditor or some other.division or section §-
of the unit this case slipped through without a decision from the -
solicitor’s office. ‘ ‘

Mr. HartsoN. I can not account for the failure to send this case to § -
the solicitor’s office. It does appear that the Equality Oil Co.’s case"
presented the same question and that that was in the office several
months before the Gulf case was settled. '

The CHAlRMAN. How many oil cases presented that same question;
do you know? . ]

Mr. HarTsoN. I can not say how many, but I do not think I would
be stretching the facts at all to say that the larger number of oil
cases that were notwlet audited presented a similar question.

The CuairMAN. Were they all sent to the solicitor's office?

Mr. HartsoN. Oh, no; not by any manner of means.

The CHAIRMAN. That is what I wanted to bring out.

. Mr. HartsoN. I have enumerated the cases that were sent to the-
solicitor's office, and in answer to the Senator’s other question I
would suggest that—— .

Doctor Apams. Did not cases involving refunds in cases of this
kind automatically go to the solicitor’s office?

Mr. HartsoN. They did, and I would like to have you ask me that
question with regard to the Gulf case, if you want that in,

Doctor Apams. I do not want it now. )

The CuairMAN. Will you give it after awhile? S

Mr. HarTsoN. Yes; oh, yes. After this lawyer reached the con- ¥
clusion that the regulations should be sustained—— E |

The CHAIRMAN. Who was that lawyer?
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.. Mr. HarrsoN. His name was_Davis. I do not remember his

initials, but his name was Davis. It was assigned to another lawyer—

this case was assigned to the man who at that time was doing the oil

and gas work in the law office. You may realize that the questions of
law that arise in our office require special attention, and then, and

now, we had a man who was specializing on oil and gas legal questions.

e CHAIRMAN. What was his name?

Mr. HartsoN. His name was nggrove. The cases, all of these

t . Cosgrove and remained there

for some months; and due to his inability to get to the cases and

get action on them because of other cases, many cases being on his desk,

and other work he had to do, the files show he did not work on it;

there is nothing in the files expressing any opinion from Mr. Cosgrove.

They were then assigned to Mr. Morris, and Mr. Morris wrote
an opinion which sustained——

Doctor Apaus. When were they assigned to him?

Mr. HartsoN. They were assigned to Mr.- Morris about December
of 1921. This was going on a year after the first case had arrived.
Mr. Morris reached the same conclusion that Mr. Davis reached,
and he wrote an opinion reaching the same result.

- It was then assigned to a third lawyer, Mr. Price, and Mr. Price
reached the conclusion that a reasonable interpretation of the ques-
tion, that the 1917 act did not deny the right to the lessee to deplete
and, therefore, that the regulations covering those acts were wrong.

" Mr. Price’s conclusion was put in formal shape and received Mr.

- Mape’s ag)proval and became known as Law Opinion 1103, which

was thé besis for the Treasury Decision 3386, which did, in fact,

" change the regulations governing this item.

The CrairMAN. Senator Couzens, I am very much interested
in what is going on in the Senate, and I want to give you this letter
from Mr. Mellon to me in answer to one written by the committee.
I wish this to be inserted in the record immediately after Mr. Hartson
concludes his testimony. If you will excuse me I will go up on the
floor; if you want me you cen get me up there.

Mr. HartsoN. There was an attempt made, and it was finally
successful, to get the question to court because it was one that the
court ougﬁt to pass on, and so far as solid minerals are concerned in
the Mohawk case, that is the case that I have already referred to,
the court had denied depletion to a mining lessee, that is a solid miner-
‘eral lessee, under the 1916 act, which is the same provision that we
. are concerned with here, holding that the allowance was available "

- only to the fee owner; and on rehearing the court said:

We think the substantial principles established by the decisions are that both
the royalty received by the fee owner and the sums received by the operating
- lessee above the cost of operation are income; that the statutory deduction for
depletion can not be twice credited, once to the fee owner and once to the lessee;
“and that the exemption belongs, by right, to the fee owner. ,

Of course it appears from that lan aFe that the court may have
been acting under a wrong idea of the facts because I think it has
been developed here, and if it has not been to the satisfaction of the
Senator it should be, that there is not a double allowance for deple-
tion. An allowance is made on the property and then there is an
attempt to apportion that between the lessor and the lessee. -

Senator CouzENs. Are you going to show us some figures as to
the total amount of depletion allowed to the lessor and the lessee?
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Mr. HarTsoN. I think Mr. Greenidge has been getting those

. figures for you, Senator. The Senator asked for that some time ago. '}

That Mohawk case came out of the sixth circuit court of appeals. '

.~ 'The eighth circuit coutt of appeals, in the case of Lynch ». Alworth

which is the one we are speaking of: -

When one first reads this provision no doubt or uncertainty as to the parties
to whom it authorized these allowances for deplétion oceurs to the ordinary mind.
The suggestion does not arise that this is a grant to the owners of the fee titles to '
mines alone, or that the lessees and all others having property interests in them
are exempt from the grant-— .

I say exempt; I mean excepted—

are excepted from the grant; it requires considerable search and study of an acute
and ingenuous intellect to find and persistently assert that position. The plain,
clear, and reasonable meaning of the statute seems to be that the reasonable
allowance for depletion in case of a mine is to be made to everyone whose property
right and interest therein has been depleted by the extraction and dissipation of
the product thereof which has been mined and sold during the year for which the
return and computation are made, It is common knowledge that in the case of
mines the property rights and interests therein and the income derived therofrom
by lessecs snd others than those who own the titles to mines are much more
valuablo than the rights and interests of such owners, and it is difficult to believe
that if Congress had intended by this grant of a reasonable allowance for de-
gletion to restrict it to the owners of the titles to the mines and to except from its

enefits lessees and those owning other property rights and interests therein it
would have clearly expressed that intention by & restriction or by exceptions in-
serted in the act. The legal presumption is strong, it seoms conclusive, that
Congressﬁnever meant, and that it never intended to make, any such limitaticn
or exception. : :

Now, that is an opinion from the eighth circuit court of appeals
which came out recently, and that court, of course, had before it the
two interprotations that the department had placed on the same pro-
vision,

o Doc?tpr Apams. Will that question be carried to the Supreme
ourt, ' '

Stephens Co. said with reference to this provision of the 1916 act,

Mr. Hartson. The certiorari has already been granted and the [

case is under way. o . o,

Senator Couzens. I am still unable to understand why these
depletion credits were allowed to lessees in February, 1921, when
there was no opinion given out by the solicitor’s office until Decem-
ber of 1921. . , o _

Mr. HartsoN. I do not know that I am able to answer that

uestion, because I, myself, do not know; the records and files in
the case shows that the question which was one in dispute and which
was being raised generally by oil companies at that time was pre-
sented to those who had the audit of the returns to do, and the

. section chiefs, and the section heads were in conferences and listened

to arguments and presentations of this disputed question at that
time, and, as has alread{been pointed out, the allowance was finally
made on the basis of the A-2 letter recognizing that it was still a
disputed point, that if the .department ultimately determined to
adhere to its at that time present regulations, that the company
would ‘be required to make an adjustment with the Government
on that basis, S L . . : .
Senator CouzeNs. Was the Guif Qil Corporation the first one that
had a decision made like that in their A-2 letter?
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Mr. Harrson. It was not, and Mr. Greenidge, I think, testified
the other day that there were some 20 companies where the question
was similarly raised, and where. there was a similar allowance made.

Senator Couzens. I remember that, but I wondered whether the
Gulf Oil Co. was the first one. , , :

Mr. HartsoN, No; it was not the first one.

Senator Couzens. Can you tell us which one?

Mr. HartsoN. I recall Mr. Greenidge's testimony that in 1917
Mr, Osborne, the then commissioner, instructed his revenue agents
to audit in the field the books of the oil companies on the Gulf on a
basis which permitted a similar allowance that was later made to
the Gulf Co. .

b Se;mtor Couzexns. Have you got the A-2 letter to the Gulf Co.
ere? : . :

Mr. HArTsON. Yes, sir;. I think we have; we have been bringin

them back here daily, whether it. was brought back to-day or not

do not know. - : o A

Mr. Greeninge. The office is working on them, Senator Couzens,
and we have not got them'here to-day. .o ' :

Senator Couzens. You say the A-2 letter pointed out that this
depletion credit was not final? L ,

. HarTsoN. Yes, I think so; and I think I pointed that out
to the Senator; I remember reading it into the record. I can only
peraphrase the language; I think the A-2 letter said that the allowance
made for lessee’s depletion for these years is made subject to a final
determination of this question by the department.

Senator Couzens. You do not know, then, who decided the first
case in which lessee depletion was allowed?

‘Mr. HArTsON. Commissioner Osborne was the first one who
expressed it in writing, - ,

enator Couzens. Was he the first one that approved of the
allowance? - _

Mr. HartsoN. You will remember that my statement with regard
to what Commissioner Osborne had doné was this: That he was
instructing the field agents as to the basis they should use in making
the audit in the field. Now, there was no allowance made at that
time, there was a mere instruction as to how the field agent should
%rmead after the revenue agent’s report came in to Washington.

hen upon the audit the final allowance would or would not be made
a8 the case might be. That showed the attitude of the department
at that time, that the{ were not entirely satisfied that their regula-
tions were correct or that they would be adhered to.

Senator Couzens. Can you tell me the names of the men who
settled this Gulf Qil Co.’s case who agreed to the A-2 letter? '

Mr. HartsoN. Yes; I think we have all that information. M,
Powell is one. His name has already been mentioned. Mr. Byrd
is another, and Mr. Rush is another;.and if there are any more their
names do not occur to me. Mr. Lindsell was, I think, the section
chief of ‘the audit—I am inclined to think he was. )

Doctor Apams. I want to make a statement about the situation,
if it is agreeable to the committee,-because in some aspects of it I
think I can clear it ug as much as anybody else.

Senator Couzkns. Proceed, Doctor Adams. ,
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Doctor Apams. With respect to this question in a general way,
ggssibl)r I might answer some questions. I formulated for the

easury Department the administrative draft of the revenus act
of 1918, I did the same thing for the revenue act of 1921. . ‘

This question was very conscious at all those times. I personally
have felt that the rule announced in Weiss v. Mohawk Mining Co.,
that a lessee was not entitled to depletion, was wholly inequitable,
uneconomi¢, and undesirable; that it should be changed.

The Treasury Department felt so also and I was directed and
authorized and instructed to do everything I could to get lessee
depletion recognized in the revenue act of 1