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PRELIMINARY REPORT-DEPLETION-OIL AND GAS 
REVENUE ACT OF 1926 

CON'GRESS OF THE UNITED STATES, 
JOINT COMMITTEE ON INTERNAL REVENUE TAXATION, 

Washington, September 20, 1926. 
To the Members of the Joint Oommittee On Internal-Revenue Taxation: 

Attached herewith you will find . a copy of a report entitled "Pre­
liminary report on effect of section 204 (c) (2), revenue act of 1926, 
depletion of oil and gas wells." 

This report has been prepared by our division of investigation, 
and while the statistics upon which certain conclusions are based are 
not entirely complete, nevertheless I am of the opinion that the 
report contains m'atter worthy of your consideration. 

It is probable that the exanlination of this report will suggest 
certain questions which you would like answered, or certain lines of 
investigation you would like pursued. Your suggestions will be 
appreciated. 

Very truly yours, 
WM. R. GREEN, 

Ohairman Joint Oommittee on Internal Revenue Taxation. 

SEPTEMBER 6, 1926. 
Hon. WILLIAM R. GREEN, 

Ohairman Joint Oommittee on Internal Revenue Taxation, 
Oouncil Bluffs, Iowa. 

My DEAR CHAIRMAN: There is su~mitted herewith a preliminary 
report indicating the effect of the change provided for in the revenue, 
act of 1926 in regard to depletion on oil and gas wells, with special 
reference to the 27Y2 per cent of gross income allowed for depletion 
in lieu of discovery depletion. The results of the study of the facts 
immediately available lead to the tentative conclusions discussed 
later in this report, and summarized in the following synopsis: 

SYNOPSIS 

OIL AND GAS DEPLETION 

A. General effect of 1926 act. 
(1) Eliminates discovery depletion and the necessity for valua­

tions as of date of discovery or 30 days thereafter. 
(2) Retains the necessity for March 1, 1913, valuations. 
(3) Retains the maximum limit for depletion at 50 per cent of the 

net income from the property. 
9 
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(4) Retains the nlinimum linlit for depletion on the basis of cost, 
or March 1, 1913, value of the property. 

(5) Allows an arbitrary 27Y2 per cent of the gross income from 
the property as depletion, if within the limits described in (3) and 
(4) above. 

B. Different eifects( shown'! by 'typical casis; 1926 ad. 1," -- _'. 
(1) On oil and gas ' prop~tties discove~ed prior to March 1, 1913, 

the depletion allowable can not be less than, but may be greater than, 
the depletion allowed by the revenue act of 1924. 

(2) On proven oil and gas properties acq1,lired after March 1, 1913, 
but not entitled to a discovery valuation as defined by the 1924 
revenue act, the depletion can not be less 'than, but may be more 
than, the depletion allowed by the revenue act of 1924. 

(3) On oil and gas properties acquired after 'March 1, 1913, and 
entitled to a discovery valuation under the revenue act of 1924, the 
depletion may be less or more than that allowed by thereyenue act 
of 1924. ; r , I 

" (4) Oil properties discovered when the price of oil was I high, and . 
which consequently received a high valuation (by the bureau's 
method of 'appraisal), will in general receive less depletion; and prop­
ertie..s discovered when the price of oil was' low, will generally receive 
more depletion than under the 1924"revenue act. 
,' \ (5). ,The effect of the revenue act ,Qi.1926 on corporations in the oil 
industry will not vary greatly from the effect of the act on indiyiduals. 

C. Results indicated by a study of the statistics in regard to 188 repre-
senta~ive oil and ga~ corporations. , ' 

General statistics on a representative group of oil and gas com­
panies indicate the following probable effect of the revenue act of 
1926:, ' 

(i) The percentage of depletion to gross income from production 
of 117 oil-producing companies in 1924 was 28.4 per cent. Th~ same 
companies in 1925 show a percentage of deple'tion to gross income 
of 24.1 per cent, or a decrease of 4.3 per cent in the ratio of depletion 
to gross income. " 
" (2) The percentage of depletion to gross income from production 
or 24 lessor oil companies in 1924 was 44.7 per cent. The same com­
panies in 1925 show a percentage of depletion to gross, income of 
25 .. 2 per cent, or a decrease of 19.5 per cent in the ratio' of depletion 
to gross' income. r • . -

(3) The percentage of depletion to gross income from production 
of 28 gas-producing companies in 1924 was 15.1 per cent. The same 
companies in 1925 show a percentage of depletion to gross income of 
16.9 per cent, an increase of 1.8 per cent in the ratio of depletion to 
gross income. 

(4) The percentage of depletion to total gross income from all 
sources of 11 refining and producing oil companies in ,·1924 was 
8 ~ 9 ·per cent. The same companies in 1925 show a percentage of 
depletion to tO,tal gross income of 7 'per cen~; a decrease in the ratio 
of depletion to -total gross income of 1.9 per cent .. , v " ~ 
'~": (5) The percentage of depletion to total gross income from all 
sources of eight refining and producing 'Oil companies, showing. a 
net loss in 1924, amounted to 41 per cent in 1924. The same com-
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panies in 1925 show a percentage of depletion to total gross income 
of 30.7 per cent, a decrease in the ratio of depletion to total gross 
income of 10.3 per cent. 

D. ,Tentative conclusions. 

(1) The revenue act of 1926 will allow as great or greater oil 
depletion than was allowed by the revenue act of 1924 to all those 
taxpayers (whether lesspr or lessee) holding property a~ classified 
bclow: , . 

(a) Property on which oil was discovered prior to March 1, 1913. 
(b) Property acquired after March 1, 1913, but which was proven 

or discovered at the time of acquisition. 
(2) The revenue act of 1926 will probably slightly reduce the de­

pletion allowed to lessees and operators of oil property entit.led to 
discovery value under the revenue act of 1924. 

(3) Taking into account all lessees and operators of oil property, 
it seems probable that they will receive about the same depletion 
under the revenue act of 1926 that they would have received if the 
revenue act of 1924 had remained in force, 'when the average posted 
price of oil in the United States is $1.65 per barrel. 

(4) The revenue act of 1926 will greatly reduce the depletion 
allowed to lessors. 

(5) Oil companies which have received a very high depletion unit 
in the high-tax years, and consequently excessive depletion, but 
whose reserves were underestimated, will be very greatly benefited 
by the 1926 act. 

(6) Producers of gas will probably receive greater depletion under 
the 1026 act. than under the 1924 act at normal prices of this product. 

(7) As a matter of equity there are some advantages and some dis­
advantages to the flat rate of 27 Y2 per cent of gross income allowed 
for depletion in the revenue act of 1926. 

TENTATIVE NATURE OF THE REPORT. 

As previously stated, this report is preliminary. The reason for 
this is that the required number of statistics are not yet available 
for the year 1925. While there have been compiled statistics for 
some 520 representative corporations in the oil and gas industry for 
1924, the data for only 188 of these companies is as yet available for 
1925. 

It is particularly desirable to secure the data for the same com­
panies in 1925 as in' 1924. This method automatically eliminates 
many inconsistencies which would occur through the comparison of a, 
certain list of companies for 1924 with another list of different com­
panies for 1925. 

There is still an'other reason for making this report preliminary 
rather than final, which is that, in the case of the very large oil 
companies, the returns themselves must be analyzed. The gross 
income of these large oil companies arises froDl transporting, refining, 
and marketing oil as well as from producing. For the purposes of our 
study, the gross income from production alone must be determined. 
The statistics of the bureau do not segregate this inconle, and recourse 
must be had to the returns. The bureau has been requested to 
furnish the returns for 38 large oil companies. It will take some 



/

12 REPORTS JOINT COMMITTEE ON INTERNAL REVENUE TA.XATION 

little time before these returns may be secured without inconvenience 
to the bureau. 

It has been possible, however, to match the statistics for 188 oil 
and gas companies for 1924 and 1925, and it is thought well worth 
while to Iuake a preliminary report on the facts indicated by this 
partial list, for three reasons: 

(1) The economic prin'ciples which must be studied can be dis­
cussed. 

(2) A classification of the facts, which must be secured to arrive 
at a final conclusion can be made. ,-

(3) The manner of handling the subject can be outlined, as to 
make the collection of the complete data more or less a routine 
matter. 

In addition to the above, certain typical cases have been studied 
and reported on for corporations. Returns for individuals must be 
studied entirely from typical cases as the statistical department of 
the bureau does not show depletion allowed individuals. 

It must be kept in mind throughout, that the statistics included 
in this report are not considered sufficiently complete for final con­
clusions, and that the statements made are therefore tentative and 
only indicative of what may be expected to be finally proven. 

A. GENERAL EFFECT OF 1926 ACT 

OIL AND GAS DEPLETION 

1. 1926 AND 1924 ACTS COMPARED 

The revenue act of 1926 provides as follows (sec. 204 (c) (2»: 
In the case of oil and gas wells the allowance for depletion shall be 2772 per 

centum of the gross income from the property during the taxable year. Such 
allowance shall not exceed 50 per centum of the net income of the taxpayer 
(computed without allowancE. for depletion) from the property, except that in 
no case shall the depletion allowance be less than it would be if computed with­
out reference to the paragraph. 

The revenue act of 1924 provided as follows (sec. 204(c»: 
The basis upon which depletion, exhaustion, wear and tear, and obsolescence 

are to be allowed in respect of any property shall be the same as is provided 
in subdivision (a) or (b) for the purpose of determining the gain or loss upon 
the sale or other disposition of such property, except that in the case of mines, 
oil and gas wells, discovered by the taxpayer after February 28, 1913, and not 
acquired as the result of purchase of a proven tract to lessee, where the fair market 
value of the property is materially disproportionate to' the cost, the basis for 
depletion shall be the fair market value of the property at the date of discovery 
or within thirty days thereafter; but such depletion allowance based on discovery 
value shall not exceed 50 per centum of the net income (computed without 
allowance for depletion) from the property upon which the discovery was made, 
except that in no case shall the depletion allowance be less than it would be if 
computed without reference to discovery value. 

The following definitions of certain words or phrases included in 
the above must be given in order to discuss the subject intelligently; 

, "From the property" is interpreted to mean from each individual 
t ract or lease. In other words, the net or gross income must be com­
puted not for all the properties of the taxpayer lumped together, 
but from each individual leasehold. 
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"Gross income from the property" lllay be defined, therefore, for 
oil and gas properties, as the gross receipts from the sale of oil and 
gas as it is delivered from ·the property less the royalties paid in 
cash, if any. As it is not customary for operators ,to report oil 
royalties as a part of their receipts ordinarily, gross income 
will coincide with gross receipts. In the case of lessor interests, 
the royalty will represent the gross income from the property. In 
the case of taxpayers who are operators, refiners, transporters, etc., 
the gross income from the property must be eomputed from the 
production and posted price of oil, as the gross receipts from a refined 
and transported product can not be used in determining the income as 
relating to an individual tract or lease. 

"N et income from the property (computed without allowance for 
depletion)" may be defined as the gross ineome from the property 
as interpreted above, less the operating expenses, wages, repairs, 
taxes (except income taxes), losses not compensated by insurance, 
depreciation, and other legal deductions which can be specifically 
allocated to the individual tract or lease, and also less a reasonable 
amount of overhead, general and traveling expenses, etc., as lnay be 
properly prorated to this individual tract or lease. 

First, what is the direct efi'eet of the revenue aet of 1926 as it relates 
to the depletion allowable on oil and gas wells? 

(a) It provides that the depletion on each individual tract or lease 
shall be 27 Y2 per eent of the gross income from such tract or lease 
except-

(1) That in no case shall thc allowable depIction be greater than 
50 per cent of the net incollle from the specific property; and 

(2) That in no case shall the allowable depletion be less than it 
would be if computed on the cost or March 1, 1913, value of that spe­
cific property. 

Second, what was the effect of the revenue act of 1924 as it related 
to the depletion allowable on oil and gas wells? 

(a) It provided, in the case of oil or gas wells discovered by the 
taxpayer, that the depletion on each discovery tract or lease should 
be computed on the basis of its fair market value as of date of dis­
covery or 30 days thereafter, except-

(1) That in no case should the allowable depletion be greater than 
50 per rent of the net income from the specific property; and 

(2) That in no case should the allowable depletion be less than it 
would be if computed on the cost or the March 1, 1913, value of that 
specific property. 

(b) It provided in the case of oil or gas wells, acquired as the result 
of purchase of a proven tract or lease, that the depletion should be 
based on the cost or March 1, 1913, value. 

2. RESULTS OF CHANGE MADE IN 1926 ACT 

The above conlparison of the 1926 and 1924 revenue acts luakes 
the following results self-evident as to the general effect of the 1926 
act: 

(a)' It eliminates discovery depletion and the necessity for valua­
t ions as of date of discovery. 

N oTE.-This result is beneficial to the bureau in that it reduces the valuation 
work. It is beneficial to the taxpayer in th:;tt he is relieved from supplyipg 

, voluminous data on oil properties. 
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(b) It retains the necessity for 11arch 1, 1913, valuations. 
N oTE.-This is not a serious matter as the great majority of such valuations 

have now been made. 

(c) It retains the maximum limit for depletion at 50 per cent of 
the net income from the property. 

(d) It retains the minimum limit for depletion on the basis of the. 
cost or March 1,1913, value 'of the property. 

N oTE.-The same data must be kept fO!' each property in regard t o net in­
come cost, and March 1, 1913, value under both the 1924 and 1925 acts; .there­
fore there is no change in the administration of t he features ( f ) and. Cd) described 
above. . 

(e) It allows an arbitrary 27Y2 per cent of the gross income ,from 
the property as depletion, if within the limits described in (c) and 
(d) above. 

NOTE.-As the gross income from each property is necessary in determining 
net income, there is no extra work of computing this provision. 

On the whole, we may conclude, as far as the administration of 
the law is concerned, that the 1926 act requires less work and is 
simpler. As to the equity and effect on taxes of the provision, 
that will be discussed later. 

An inspection of a considerable number of returns shows that 
,even now the law is sufficiently difficult. A surprising number of 
errors have been noted in the 1925 returns, showing the inability of 
many taxpayers to understand the present act. 

B. DIFFERENT EFFECTS SHOWN BY rYPICAL CASES 

1926 ACT 

Before analyzing the different effects of the depletion provision of 
the revenue act of 1926, a typical case is presented in order to show 
clearly how this provision is applied in a concrete case. 

The figures are taken frOln an actual 1925 return, the name of the 
company only being withheld, as it will serve no useful purpose to 
reveal the identity of the corporation. 

The figures follow in Table 1 on the next page. 
The operation and interpretation of the revenue act of 1926 as 

affecting oil properties is well shown by the figures just given in 
Table I, and a clear understanding of same is essential to a proper 
consideration of the subject of oil depletion. 

The next step will be to prove certain definite propositions relating 
to the effect of the oil-depletion provision, and to illustrate same by 
typical cases. "-

(I) On oil and gas properties discovered prior to March 1, 1913, 
the depletion allowable under the revenue act of 1926 can not be 
less than, but may be greater than, the depletion allowed by the 
revenue act of 1924. 

The revenue act of 1924 limited the depletion on properties dis­
,covered prior to March 1, 1913, to the basis of a cost or March 1, 
1913, value. 

On the other hand, the revenue act of 1926, while still allowing I 

the same basis, also allows a deduction of 27Y2 per cent of gross I 

income for depletion if same, is greater than the depletion on cost, 
or March 1, 1913, value. 
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TABLE 1.-" A" Oil Co. depletion allowable, 1925 

Depletion 

Lease Gross 
income 

Net 
income 

Limita­
tion,27Yz 
per cent 

gross 
income 

1926 Depletion Depletion 
revenue on cost allowable 

act, 50 per 
cent net 
income 

Kansas: 
Lease No. L ______________ $71,258.03 $49,013.69 $19,595.96 $24,506.84 $7,542.30 $19,595.96 Lease No. 2 _______________ 31,810.03 20,904.18 8,747.76 10,452.09 -- ---------- 8,747.76 Lease No. 3 _______________ 73,950.35 49,442.33 20,336.35 24,721.17 1. 65 20,336.35 
Lease No. 4 _______________ 84,726.14 59,868.29 23,299.69 29,934. 14 170.34 23,299.69 Lease No. 5 _______________ 10,691. 66 3,155.57 2,940.21 1,577.79 3,715.86 3,715.86 
Lease No. 6 _______________ 19,147.89 10,739.47 5,265.67 5,369.73 2,967.82 5,265.67 Lease No. 7 _______________ 2,854.18 1,520.71 784.90 760.36 ------------ 760.37 

Texas: 
Lease No. L ______________ 10,196.06 6,061. 24 2,803.92 3,030.62 373.11 2,803.92 Lease No. 2 _______________ 5,189.78 399.05 1,427.19 199.52 ---- ---_ ... _-- 199.52 
Lease No. 3 _______________ 4,107.80 1491. 98 1,129.65 -------.,.---- ------------ ------------Lease No. 4 _______________ 5,146.31 1,026.70 1,415.24 513.35 75.60 513.35 

California: 
Lease No. L ______________ 31,352.20 5,698.13 8,621. 85 2,849.06 499.10 2,849.06 Lease No. 2 _______________ 77,785.06 36,428.73 21,390.89 18,214.36 13,109.18 18,214.36 

Total __________ • ________ 428,215.49 243,766.11 117,759.28 122, 129.08 1. 28,454.96 106,301. 87 

1 Loss. 
REMARKS 

The following points are of interest: 
(1) Out of the 13 leases shown, the 27Yz per cent of gross income limitation applies in six cases. 
(2) Out of the 13 leases shown, the 50 per cent of net income limitation applies in five cases. 
(3) Out of the 13 leases shown, the depletion on cost is used in one case. 
(4) Out of the 13 leases shown, there is no depletion, as there is no net income and no cost in one case. 
(5) In this case the depletion on the 13 leases computed at 27Yz per cent of the gross income is only 3Yz 

per cent less than it would be if computed at 50 per cent of the net income. 
(6) It should be noted that, on the California leases where the price of oil is lower than in the other field::l, 

the 27Yz per cent of gross income is considerably in excess of the 50 per cent of net income from these prop­
erties and therefore does not reduce the depletion over that allowable in the 1924 act. 

(7) Depletion on cost must he computed in each case, therefore, an estimation of the total reserves on 
oil properties must still be computed even though a complete valuation is not called for. 

NOTE.-The above is an actual case, name of company being deleted. 

It Inust follow then that on such properties the depletion allowable 
under the 1926 act will always be as great or greater than it would. 
have been if the 1924 act had remained in force. 

While this is true in all such cases, nevertheless' we will give an 
actual typical case as follows, deleting only the nanle of the com­
pany. (See Table 2, below.) 

TABLE 2.-" B" Oil Co. of California, depletion on oil property discovered prior tQ 
~M arch 1, 1913 

Depletion, 1925 act: Grossincome ___________________________________________ _ 
Depletion allowed on 277;2 per cent basis ___________________ _ 

Depletion which would have been allowed under 1924 act: 
Gr.oss production, 1925, equals __ ~ __________________ barrels __ 
Depletion unit, based on Mar. 1, 1913, value, equals _____ :.. ___ . 

$873,4861 
$240,187 

525,118 
$0. 303797 

------
Depletion ____________________________ ~ _______________ _ 

Total increase in depletion by 1925 act equals, $80,658. 
Total increase in per cent equals 50.6 per cent. 

$159, 529 

N oTE.-The above actua,l case shows that a very considerable increase in 
depletion can be allowed on properties acquired before March 1, 1913, under 
the 1926 act over what would be allowed under the 1924 act. If· the 277;2 per 
cent of gross income was less than the depletion on March 1, 1913, value, then 
the March 1 depletion could be used, and hence the depletion allowed would 
never be less under the 1926 act than it was under the 1924 act. 

37170-27-vOL 1, PT 2--2 
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(2) On proven oil and gas properties acquired after March 1, 1913, 
but not entitled to a discovery valuation as defined by the revenue 
act of 1924, the depletion allowable under tlle revenue act of 1926 'I 

can not be less than but may be greater than the depletion allowed 
by the revenue act of 1924. 

In the case of oil and gas properties described above the 1924 
act limited the depletion to the basis of cost. 

On the other hand, the 1926 act, while maintaining the same 
basis as a minimum, also allows a 2772 per cent of gross income as 
depletion if same is greater than the depletion based on cost. 

It must follow, then, that in all such cases the depletion allowed 
by the 1926 act must be as great or greater than that allowed by , 
the 1924 act. 

While the above is true in all cases of this kind, nevertheless an 
actual typical case will be given as follows, the name of the com­
pany only being deleted (see Table 3, below): 

TABLE 3.-" C" Oil Co.-depletion, 1925 

Depletion on oil property acquired after Mar. I, 1913, not entitled 
to discovery: ' , 

Date of acquisition ________________ ~ ______________________ _ 
Grossincome ___________________________________________ _ 
27~ per cent of gross income _______________ ________ ______ _ 
Depletion on cost _______________________________________ _ 

Depletion allowable: 
Depletion allowable 1926 act equals ________________________ _ 
Depletion allowable 1924 act equals ______________ ,, ________ _ 

1920 
$1,625,860 

$447, 111 
1,659,628 

1,659,628 
1,659,628 

N OTE.-The above actual case shows that the depletion allowable under the 
1926 act can not be less than that allowed under the 1924 act in cases of this kind. 

The example cited under Table 2 is applicable to cases of this kind if the date 
of acquisition was after March 1, instead of before. The example in Table 2 
showed that the depletion might be more under the 1926 act than under the 1924 
act. 

In the case cited in this table it might be noted that where oil property has been 
taken in on reorganization at a very high value, the 1926 act does not reduce 
the depletion. In this case depletion on cost is greater than the gross income 
from the property. 

(3) On oil and gas properties discovered after March 1, 1913, and 
entitled to a discovery valuation under the revenue act of 1924, the 
depletion allowed by the revenue act of 1926 may be less or more , 
than that allowed by the revenue act of 1924. 

Where oil has been discovered when the price of oil was high, a high­
discovery value results. Depletion on such a value under the 1924 
act was often as great or greater than the 50 per cent of net income 
provided as a maximum limit. It is evident that the depletion allow­
able under the discovery clause or under the 50 per cent of net income 
limit may be greater than what would now be allowable under the 
2772 per cent of gross income limitation. 

To illustrate this, the following actual typical case with the name , 
of taxpayer omitted, is submitted: 

TABLE 4.-"D" Oil Co., 1925 depletion 
Income, 1925: . 

Gross income from property___________________________ $4,010,703.00 1 

Operating expenses, taxes, overhead, etc________________ 596,573.00 
------

Net income from property___________________________ 3,414,130.00 



REPORTS JOINT COMMITTEE ON INTERNAL REVENUE TAXATION 17 

Depletion: 
Maximum limit, 50 per cent of net income _____________ _ 
Minimt,lln limit, depletion on cost _____________________ _ 
27Y2 per cent of gross income _________________________ _ 
Depletion on discovery value _________________________ _ 
Depletion unit per barrel (discovery) __________________ _ 
Price of oil on discovery _____________________________ _ 

$ 1, 707, 065. 00 
62, 548. 00 

1,102,943.00 
1,796,346.00 

.787 
1. 54 

Depletion allowed, 1926 act: 
The depletion allowed under the 1926 act is then 27% per 

cent of the gross income, equals _____________________ _ 1, 102, 943. 00 

Depletion which would have been allowable under 1924 act: 
The depletion allowable under the 1924 act is then 50 per 

cent of net income, equals ____________ '- _____________ _ 1, 707, 065. 00 

REMARKS 

The above figures bring out the following points of interest: 
1. The depletion allowable under the revenue act of 1926 is less by 

35 per cent than the depletion allowable under the provisions of the 
revenue act of 1924. 

2. Discovery depletion is even slightly higher than the 50 per cent 
of net income limitation. 

3. Depletion allowed by the 1926 act is still greater by 1,663 per 
cent than it would be if a cost basis only was allowed. 

Having shown in Table 4 that the depletion allowed by the 1926 
revenue act may be, in case of certain properties, less than what 
would be allowed under the 1924 act, it will next be shown that in 
the case of similar properties the depletion may be greater under the 
1926 act. 

TABLE 5.-"E " Oil Co., 1925 depletion 

Income 1925: 
Gross income from property _____________________________ $103,931. 00 
Operating expenses, taxes, overhead, etc__________________ 47,368.00 

Net income from property ___________________________ _ 
Depletion: 

Maximum limit 50 per cent net income equals ____________ _ 
Minimum limit, depletion on cost equals ______________ ___ _ 
27% per cent of gross income equals ____________________ _ 
Depletion on discovery value equals _____________________ _ 
Depletion Unit per barrel (discovery) equals _____________ _ 
Price of oil on discovery (per barrel) equals ____________ __ _ 

Depletion allowed under 1926 act: 
The depletion allowable under the 1926 act is then 50 per cent 

of the net income which is very nearly the same as the 27Y2 
per cent limitation, equals _________________________ __ _ 

Depletion which would have been allowed under the 1924 act: 
The depletion which would have been allowable under the 

1924 act is then the discovery depletion __________ ______ _ 

REMARKS 

56, 563. 00 

28, 282. 00 
3, 253. 00 

28,581. 00 
16,719.00 

.185 

.40 

28, 282. 00 

16, 719. 00 

The above figures bring out the following points of interest: 
(1) The depletion under the 27 Y2 per cent clause in the 1926 act is 

69 per cent more than would have been allowed under the 1924 act. 
(2) The 27 Y2 per cent limit practically coincides with the 50 per 

cent limit on net income. 
(3) The depletion allowed by the 1926 act is greater by 769 per 

cent than it would be if a cost basis only were allowed. 
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SPECIAL NOTE.-Tables 4 and 5 compared show clearly that in the 
case of discovery valuations as allowed under the 1924 act, the deple­
tion allowable under the 1926 act may be either less or greater than 
would have been permitted under the former act. 

(4) Oil properties discovered when the price of oil was high, and 
which consequently received a high valuation (by the bureau's 
lnethod of appraisal) will in general receive less depletion under the 
1926 act, and oil properties discovered when the price of oil was low 
will generally receive more depletion under the 1926 act. 

The figures given in the actual typical cases already shown in 
Tables 4 and 5 illustrate the above point. 

In the case cited in Table 4, the price of oil on discovery was $1.54 
per barrel and the depletion was decreased 35 per cent by the 1926, 
act. 

On the other hand in the case shown in Table 5, the price of oil on 
discovery was only 40 cents per barrel and the depletion was increased 
69 per cent by the 1926 act. 

A knowledge of the analytic appraisal method, used by the bureau 
very largely in making discovery valuations, enables one to predict 
with certainty that the proposition shown in particular cases above 
will follow as the general rule. 

The analytic appraisal method is based on the present value of 
future earnings. The bureau uses the posted price of oil as of date 
of discovery applied to future estimated production in order' to get 
at these future profits. It .is obvious, then, that when the price of 
oil is low, small profits and Imv values will be shown and that, very 
often, under normal conditions the 27Y2 per cent of gross income will 
exceed the depletion which would have been allowable under the 1924 
and prior acts. 

On the other hand, when the price of oil was high on date of dis­
covery, under normal conditions the 27Y2 per cent of the gross income 
will often be less than the depletion computed under the 1924 and 
prior acts. 

(5) The effect of the revenue act of 1926 on corporations in the 
oil industry will not vary greatly from the effect of the act on indi­
viduals. 

As the wording of the revenue act of 1926 is the same as to the 
determination of depletion for both individuals and corporations, 
it must be self-evident that the effect of the act will be practically 
the same on the net income of the two classes, the only difference 
being in the tax, one class being taxed at normal and surtax rates 
and the other class being taxed at a flat rate. 

For purposes of illustration we will give in Table 6 on the following 
page two depletion examples, showing the depletion allowed a lessor 
individual and the depletion allowed a lessor corporation. 

TABLE 6.- Depletion allowed individual and corporations 

1. Taxpayer: Mr. X, lessor of oil property. 
1924 

Gross income _________ -, ______ __________ ___ '- ___ __ _ $249, 496 
Depletion _______________________________________ 1 $111,056 
Per cent depletion to gross income _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ 44. 5 

1 On discovery . 2 27Yz per cent. 

1925 

$238,438 
2 $65, 570 

27. 5 
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Reduction in per cent depletion to gross income to lessor individual 
by 1926 act equals 17 per cent. 

2. Taxpayer: F Oil Co., lessor of oil property. 
1924 1925 

Grossincorne ____________________________________ $134,953 . $133,687 
Depletion_,-_____________________________________ $58,561 $39,636 
Per cent depletion to gross income__ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ 43. 4 29. 6 

Reduction in per cent depletion to gross income to lessor cor­
poration by 1926 act equals 13-.8 per cent. 

NOTE.-The two actual cases above show the same general effect of the act 
on both individual and corporation. 

C. GENERAL STATISTICS 

Table 7 on the following page represents a summary of oil and 
gas statistics as compiled to date. Inasmuch as this is a partial 
compilation and does not include the largest oil and gas companies 
in the country, the results indicated thereby nlust be considered 
tentative. 

In regard to the large oil companies, proper statistics can only 
be secured concerning' same by an analysis of the returns themselves. 
The returns of the 38 largest companies have been requested from 
the bureau, as previously stated. 

It might also properly be noted in connection with the statistics 
presented that the companies included in the conlpilation are repre­
sentative companies. Corporations having a variety of interests 
in addition to oil have been omitted unless the income from oil could 
be segregated fronl the other income. 

The table follows: 
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EXPLANATION OF STATISTICS 

Schedule A.-Under this heading, in Table 7, is the summary of 
the figures concerning 117 representative oil-producing companies. 

While the 117 companies have been divided into two classes, one 
with gross incomes less than $100,000 and the other with incomes 
over $100,000, the difference shown is slight and not worthy of special 
comment. It does furnish a certain check as to the probable reli­
ability of the figures. 

It will be noted that the gross income of the oil companies listed 
was over 50 per cent greater in 1925 than in 1924. One reason for 
this increase .lies in the fact that the average price of oil in the United 
States increased 15 per cent in 1925 (from $1.43 per barrel in 1924 
·to $1.65 per barrel in 1925); the rest of the increase is due to increased 
production. 

The allowance for depreciation in 1924 is $4,089,077 while in 1925 
it is $4,099,201. In other words the depreciation shows little change 
in the aggregate. The percentage of depreciation to gross income, 
however, falls off from 14.6 to 9.1 per cent. This is because depre­
ciation is based on cost or March 1, 1913, value of assets and does 
not vary with gross income. 

The total allowance for depletion in 1925 is considerably above 
that allowed in 1924 ($7,944,121 in 1924; $10,855,819 in 1925). 
From this it can be seen that depletion under the 1926 act is not a 
function of a fixed value as was depreciation, but is now a function 
of gross income or net income except in those cases where depletion 
is computed on cost' or March 1, 1913, value. On the other hand, 
under the 1924 act depletion was a function of a fixed cost March 1, 
1913, or discovery value, and was only a function of net income in 
those cases where the 50 per cent of net income limitation applied. 

The percentage of depletion to gross inconle decreases fronl 28.4 
per cent in 1924 to 24.1 per cent in 1925, a total decrease in per cent 
of 4.3. Attention is called to the fact that even if the 1924 act 
had remained in effect for 1925, there would probably have been a 
decrease in the percentage of depletion to gross income. This will 
be discussed later. 

Schedule B.-This schedule comprises the summary for 24 lessor 
oil companies. The gross income represents royalties received. 

It will be noted. that the total allowance for depletion is less in 
1925 than in 1924 ($1,046,027 in 1924 and $754,909 in 1925), and 
this in spite of the fact . that the gross income in 1925 has increased 
about 30 per cent. 

The percentage of depletion to gross income decreases from 44.7 
per cent in 1924 to 25.2 per cent in 1925. The ratio of depletion to 
gross income in 1925 is therefore reduced 19.5 per cen t. This amounts 
to a very considerable reduction and increases the percentage of 
tax to gross income from 3.9 per cent in 1924 to 6.3 per cent on 1925. 

From an intimate knowledge of the valuation methods employed 
by the bureau in this class of cases, it can be stated that the above 
result is typical for lessor interests. 

Schedule G.-This schedule is prepared from the statistics on 
28 representative gas-producing companies in the same manner as 
Schedule A for oil companies. 
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The number of companies is not sufficient for a close prediction of 
results. 

The percentage of depletion to gross income increases from 15.1 
per cent in 1924 to 16.9 per cent in 1925. The ratio of depletion to 
gross income has therefore increased 1.8 per cent. Attention is drawn 
to the fact that this ratio for the smaller companies has increased 
8.5 per cent. 'Ve are inclined to believe that this will be more nearly 
represen tative of the actual fact. The larger companies have probably 
reported gross income from sales to the consumer rather than from 
price of gas as delivered from the property. 

At this time we believe we are safe in stating that the depletion 
allowed gas-producing companies under the 1926 act will exceed that 
,vhich would have been allowed if the 1924 act had remained in force. 

Schedule D.-This schedule is compiled from the statistics of 11 
fairly large companies producing oil and gas. The total gross income 
of these companies amounts to over $220,000,000. It nlust be borne 
in mind t.hat this is the gross ineorne from all operations, not the gross 
income from oil and gas properties only, this information not being 
available. 

In this schedule the ratio of depletion to gross income is 8.9 per 
cent in 1924 and 7 per cent in 1925, a decrease of 1.9 per cent. 

The number of cOInpanies is not sufficient to allow of great weight 
being attached to these figures. It would appear that they check 
fairly well (proportionately) with the results shown in Schedule A. 

Schedule E.-This schedule is interesting from the point of view of 
showing how depreciation and depletion allowances (book deductions) 
wipe out all taxable income in some cases. 

The tabulation includes eight oil and gas companies, having a total 
gross income of $71,355,889 . 

Note that-
Depreciation equals ___ ___ _________ _____ ___ _________ ___ ___ __ __ $9, 514, 338 
Depletion equals_ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ 29, 226, 698 

TotaL _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ 38, 741, 036 
~et loss equals ____ ___________ '- _ _ _ ___ _ __ _ _ __ _ _ _ _ __ _ _ __ ____ ___ 5, 824, 026 

If there was no allowance for depreciation and depletion the net 
loss would be changed to a net profit of $32,917,010. 

Also note that the gain of $9,842,340, made by these same companies 
in 1925 will be reduced to a taxable net income of $4,018,314. 

D. GENERAL DISCUSSION AND TENTATIVE CONCLUSIONS 

The object of the foregoing matter has been to proye certain 
definite and specific propositions and to present a summary of the 
statistics bearing on oil and gas depletion, which taken together 
will allow of a general discussion of this subject on a basis of fact 
and enable us to draw certain definite or tentative conclusions 
according to the completeness of the data. 

(1) It has been definitely proved under Part B of this report, 
that in the case of oil or gas properties acquired and discovered 
prior to l\1arch 1, 1913, or in .the case of properties acquired after 
that date but not entitled to a discovery valuation under the 1924 
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act, the depletion as now allowed by the revenue act of 1926 may be 
more than, but can not be less than, that allowed by the prior acts. 

What is the practical effect of this proposition? 
It means that in all the old oil and gas fields, like Pennsylvania, 

where very few discoveries have been made since 1913, the depletion 
under the 1926 act will be more than the depletion which would have 
been allowed under the prior acts. While some of the individual 
taxpayers in the old fields will be allowed the same depletion, in the 
great majority of cases they will get the benefit of a greater depletion. 
In no individual case can they receive less. 

I t also means that wherever proven oil property has been trans­
ferred since March 1, 1913, the depletion on these properties will 
aggregate more under the 1926 act than under former acts, for in no 
indiyidual case can they receive less, and in many cases they will 
receIve more. 

The above conclusion is definite and not tentative, as are some of 
the other conclusions that will be drawn, and we believe the proof of 
same has been sufficiently demonstrated. 

(2) In Part B of this report, we have shown that the depletion 
allowed under the 1926 act to lessee operators formerly entitled to 
discovery depletion may be more or less than that allowed by the 
1924 act. From the partial compilation of statistics given in Table 7, 
Part C, we must try to determine whether the depletion allowed by 
the 27.5 per cent provision will be greater or less in the aggregate, 
than would have been allowed if the 1924 act had remained in force. 

In Table 7, Schedule A, is shown the summary of statistics for 117 
representative oil-producing companies. It will be noted that the 
percentage of depletion to gross income in 1925 is 4.3 per cent less 
than in 1924. This list of companies includes producers whose 
former depletion allowanees were based on cost, March 1,1913, value, 
and discovery value. 

Now, we shall show, hereafter, that the reduction of 4.3 per cent 
in the ratio of depletion to gross income under the 1926 act does not 
necessarily demonstrate that the provisions of the new act caused this 
reduction, as it is probable that a very similar reduction would have 
taken place in this percentage even if the revenue act of 1924 had 
remained in force. 

However, since we have proved that under the 1926 act, the aggre­
gate depletion on properties, whose depletion was formerly based on 
cost or March 1, 1913, value, must now be greater than formerly, 
it must follow that if it were possible to segregate the discovery 
depletion from the 117 companies shown in Schedule A, then such 
depletion on the basis of the 27.5 per cent provision, would be reduced 
over the former allowance based on discovery val"ue. 

For present purposes, we will therefore tentatively conclude that 
the depletion under the 1926 act on properties fornlerly entitled to 
discovery depletion will be somewhat less than under the act of 1924. 

(3) The next question to be raised may be stated as follows: 
What effect has the 1926 act had, in the aggregate, on the depletion 

allowed lessee operators as a general class in comparison with what 
would have been allowed this class of·taxpayers if the revenue act of 
1924 had remained in force? 

In Schedule A, Table 7, we showed that the ratio of depletion to 
gross income in 1924 was 28.4 per cent, and in 1925, 24.1 per cent. 
In other words the ratio decreased 4.3 per cent. 
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If we attributed this decrease entirely to the 1926 act, we would 
be wrong, for the reason that it is quite evident that the ratio of 
depletion to gross income would have decreased even if the revenue 
act of 1924 had remained in force. Why this is so will now be dis­
cussed and an attempt will be made to measure the extent of the 
decrease in the ratio if the 1924 act had not been changed. 

Under the revenue act of 1924, depletion was in general a function 
of a depletion unit based on a fixed value; i. e., cost, March 1, 1913, 
value, or disbovery value, the exception to this being where the 
50 per cent of net inconle limitation applied. 

Under the 1924 act, then, in general, an increase or decrease in 
production will not affect the ratio of depletion to gross income, but 
a change in price of oil will change the ratio. 
. We will illustrate this hypothetically as follows: 

In 1924, the" M" Oil Co. showed the following factors bearing on 
depletion: 
Total production ____________________________________ barrels_ _ 100, 000 
Price per barreL _____________ . _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ $1. 43 

Total gross income ____________________________________ $143,000.00 
Average depletion unit (on cost, Mar. 1, or di~covery value) 

______________________________________________ per barreL _ $0. 40 
Total depletion, 100,000 X $0.40, equals_ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ $40, 000. 00 
Per cent of depletion to gross income equals ___________ per cenL_ 27.97 

In 1925 for the same oil company we have the following figures = 

Production _________________________________________ barrels_ _ 200, 000 
Price per barreL _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ $1. 65 

-----
Total gross income ___________________________ -' ________ $330,000.00 

Average depletion unit (if 1924 act remained in forcc)___________ $0.40 
Total depletion, 200,000X$0.40, equals-' ________ --------------- $80,000.00 
Per cent of depletion to gross income equals ___________ per cent_ _ 24. 24 
Actual reduction in ratio 1924 to 1925 equals _____________ do____ 3.73 

Percentage change in ratio equals 2~:~~ equals ____________ do____ 13.33 

Now, this reduction in the ratio of depletion to gross income is 
entirely due to the raise in price of oil and not at all to the difference 
in production. 

Suppose the price per barrel of oil had remained the same in 1925 as 
in 1924, then, although we have 200,000 barrels production in 1925 
against 100,000 barrels in 1924, the ratio of depletion to gross income 
will be the same in both years, as shown by the following figures: 

1924 
Production _________________________________________ barrels __ 
Price of oil ________________________________________________ _ 

100, 000 
$1. 43 

Gross income _________________________________________ $143,000.00 
Depletion, 100,000X $0.40 equals___ _ _ _ _ __ _ _ _ _ _ _ _ _ _ _ __ _ _ _ _ _ _ _ _ _ $40, 000. 00 
Ratio depletion to gross inc'ome equals _________________ per cenL_ 27.97 

1925 
Production equals ___________________________________ barrels __ 
Price of oil (assumed same as 1924) __________________________ _ 

200, 000 
$1. 43 

Gross income _________________________________________ $286, 000. 00 
Depletion, 200,000X$0.40 equals______________________________ $80,000.00 
Ra tio depletion to gross income equals _________________ per cent_ _ 27. 97 
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On the other hand, the ratio of depletion to gross income is inversely 
proportionate to the change of price. For we have seen that an in­
crease in price from $1.43 to $1.65 has made a difference of 13.33 
per cent in the ratio of depletion to gross income .. 

N ow, if we take this increase in price, $0.22, and divide by $1.65 
we also have 13.33 per cent, which proves that an increase in price 
under the 1924 act would cause a corresponding decrease in the per 
cent of depletion to gross income. 

N ow, from our statistics in Table 7, Schedule A, we have shown 
that the average figures for 117 companies indicate a decrease in 
the ratio of depletion to gross income of 4.3 per cent (28.4 - 24.1 per 
cent). As the price of oil increased from $1.43 in 1924 to $1. 65 in 

1925, we would e~pect a change of ~:~~ equals 13.33 per cent in th~ 
ratio of depletion to gross income if the 1924 act had been retained in 
effect for 1925, or 28.4 X 13.33 per cent equals 3.8 per cent (decrease). 

As the actual decrease appears to be 4.3 per cent, it follows that the 
effect of the revenue act of 1926 on lessee operators as a whole is to 
reduce the depletion over what would have been allowable by the 
former act by one-half of 1 per cent. 

But this figure appears to be within the limit of accuracy of our 
present statistics, so that for the present we will tentatively conclude 
that the depletion allowable to lessee operators under the 1926 act 
is about the same as would have been allowed if the revenue act of 
1924 had remained in effect, as far as the year 1925 is concerned. 

As a corollary to this proposition, we will now show that when the 
average price of oil in the United States is above $1.65 per barrel 
(tentative) the depletion is greater under the provisions of the 1926 
act than formerly, and when the average price of oil in the United 
States is less than $1.65 per barrel (tentative) then the depletion 
will be less under the new act. 

To give a practical illustration of how the ratio of depletion to 
gross income varies inversely as the price of oil, the statistics for four 
companies in the California field, all producing low-grade oil, have 
been averaged. The results follow: 

A verage Per cent of 
Year price depletion 

(Cali- to gross 
fornia) income 

192L ___________________ . ________________________ ____________ _________________ ._ _ _ _ $1. 31 34.72 
1922_ __ _ _ _ _ _ _ __ __ ___ _ _ __ _ _ _ _ _ _ _ _ ___ _ __ __ __ _ ___ _ _ __ __ __ __ ___ _ ___ _ __ _ __ _ __ __ _ _ __ ___ _ _ .92 37.88 
1923 . _ __ __ ___ _ ___ __ ___ _ ___ _ __ _ _ __ __ __ _ _ _ _ _ _ _ _ _ _ _ _ _ ____ _ _ _ _ __ _ _ __ __ _ ___ __ __ ___ _ _____ . 61 41. 12 
1924 ___ _ _ _ _ _ _ _ _ __ _ _ _ _ _ _ __ _ _ __ _ _ ____ __ _ __ _ _ __ ________ __ ____ ____ __ _ _ _ _ _ _ _ __ _ _ _ __ _ _ __ _ . 98 24.38 
1925 _________________________ c - - c ____________________ - _____ - - - _______ _ __ . ________ - __ . 1. 19 23.38 

This result is also shown graphically on Chart I on the following 
page. 

The preceding chart is sufficient to show that the depletion does 
vary according to the principles stated. We have not lost sight of 
the fact that the law was changed in 1924 and also that the 50 per 
cent of net income limitation is an element which introduces a cer­
tain modification in our mathematical results . . It will not be. neces­
sary, howev~r, to discu3s the Gorrections which might be applied to 
take care of the 50 per cent factor in this preliminary report. 
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Now, it must be evident that if, undeIi the provisions of the 1924 
:act, the per cent of depletion to gross incdme is inversely proportion­
ate to the price, this is not so under the 1926 act except to a very 
limited degree. I n every case where depletion is computed on the 

CHART-l 
PER.CENT DEPLETION TO GROSS IN-

COME INVER5ELY PROPORTIONAL 
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basis of 27.5 per cent of the gross income, the ratio of depletion to 
gross ·income will remain the same whatever may be the price of oil. 

It will follow, then, that there is a certain .average , price of oil at 
which the depletion in the aggregate would be the same under the 
'1924 act as under the 1926 act. 
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But we have shown that in 1925 the price of oil WaS $1.65 per 
barrel and that the depletion would be about the same under both 
acts. 

It is tentatively concluded, therefore, that when the average price 
of oil in the United States is less than $1.65 per barrel the depletion 
to lessee operators will be less under the 1926 act than formerly, 
and when the average price of oil in the United States is greater 
than $1.65 per barrel, the depletion to lessee operators under the 
1926 act will be grea.ter than formerly. 

I t also follows frum the foregoing that the 1926 act is more bene­
ficial to the low-price oil fields and to the old fields not entitled to 
discovery value. This is brought out by the compilation shown below, 
Table 8. 

TABLE S.~ Effect of 1926 act on different oil fields 

Num- Per cent , 

11925 .0'01,· 
Per cent 

ber of Gross 1924 de- of deple- Gross of deple-
com- ineome pletion tion to sales tlOn tion to 

gross gross 
panie~ income income 

Appalachian field ___ __ ______ £( $366, 179 $65,122 17. 78 $396, 815 $67, 537 17.02 
Central States field ___ ______ I 3, O~ , 847 844, 704 28. 14 5, 205,379 1,327,768 25.51 
Mid-continent field _________ 14 3,329, 274 1,067,361 32.06 5,645,906 1,264,002 22.39 
Gulf coast field _____ __ ______ 15 2, 028, 535 724,416 35. 71 11,121,584 3,002,321 27.00 
California field __ __ ~~~ ______ 34 6, 203,664 1,867,823 30.11 6, 673,638 1,976,841 29.62 
Rocky Mountain field ______ 4 224, 735 35, 979 16.01 565,138 140,930 24.,94-

Grand totaL ___ ______ 82 1[>, 154, 234 4, 605, 405 30. 39 29, 608, 460 7,779,399 26.27 

1925 prob-
1925 per eent able per cent 1925 
of depletion depletion to increase (+) 

to gross gross income decrease ( - ) 
income 1926 if 1924 act caused by 

act remained in 1926 act 
force 

Appalachian field ___ __ ________________ ______________ ________ _ 
Central States field __ __ ___ __ ____ __________________ ___ ____ ____ _ 17.02 ' 15.69 Per C+f:'33 

25. 51 24.83 +.68 
Mid-continent field _______ ________________________ ___ ___ ___ __ 22. 39 , 28.29 -5.90 Gulf coast field _______ __ __ _______________ ____________ ________ _ 27. 00 31. 51 -4.151 
California field _.: ____ ' __ ' __________________ ____________________ _ 29,62 26.57 +3 .. 05 
Rocky Mountain field ____ ___________________________________ _ 24. 94 14.13 +10.81 

I~-------I--------I---------Total ___ ______ ______ ___________ __ _________ ____ _______ __ 26. 27 26.&1 -.54 

While the statistics in Table 8, above, are not complete enough 
to justify a definite conclusion, they do show tha.t the low-priced 
fields like California and Rocky Mountains are benefited by the 
revenue act of 1926, and also the old Appalachian field receives more 
depletion. 

On the other hand, the mid-continent and Gulf coast fields, where 
prices have been good and a large number of discoveries have been 
made, show a decided decrease in depletion under the 1926 act. 

(4) An examination of Schedule B, Table 7, indicates that the 
depletion allowed lessors under the revenue act of 1926 will be con­
siderably reduced. 

In 1924 the ratio of d,epletion to gross'income was 44.7 per cent, 
while in 1925 it was 25.2, a decrease of 19.5 per cent. 

,'\ <', 

, j , {I'" 
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While we might have expected a decrease in the ratio from 44.7 
per cent to 39.5 per cent due to the inci:~asejn price! as shown by the 
principles already demonstrated, there ''i~ stiU, a decrease in the ratio 
of 14.3 points. .., ' , 

Expressing this in terms of the reduc \i.' ?n,· il\ depl~tion, the per­
centage reduction in depletion is 14.3 divid\d by 39.5 ~quals 37 per 
cent, " ~ 

We may tentatively conclude, therefore, th, .t . t~\e,deple~if?n allowed 
lessors has been reduced at least one-third L¥-: t~.<:l I:ev~l!ue act of 
1926 at present oil prices. . ''\ P"",:~jf '-'-- .1"04 

(5) There is one special class of oil properties Vf:~!tf~lI wiUJ>.e,-greatly 
benefited by the 1926 act. ' f 1 ? U{l ' ,:: ... .r 

This dass may be described as consisting of thos~. p!9:perties which 
were discovered when the price of oil was high and were allowed a 
high depletion unit for high-tax years, but whose reserves were 
underestimated. 

The method of valuation employed by the engineering division of 
the Ineome Tax Unit, at least up to 1924, in general was based on the 
present worth of future expected profits. A low discount factor was 
used (usually 10 per cent) which would have given high values if a 
hazard factor had not been applied to the reserves. This hazard factor 
applied to the oil reserves had the effect of lowering the valuation 
and in general bringing it to a proper figure. However, this hazard 
factor in the way it was originally applied did not reduce the deple­
tion unit and allowed very great depletion in the high-tax years. 

Now, if the act of 1924 had remained in foree after the discovery 
value had been wiped out by depletion no further depletion would 
be allowed. The 1926 act, however, allows depletion to continue 
on these properties. 

This matter can not be completely discussed without going into a 
complete description of the present-worth method of valuation, 
which we desire to avoid in this preliminary roport. However, as 
the nlatter is ilnportant we will illustrate the lnain points involved 
by a simple hypothetical case. 

The "X" Oil Co. discovered oil when the price was $2.50 per 
barrel. The bureau valued the property and were conservative on 
the reserves, but arrived at the high depletion unit of $1.75 per 
barrel. Now, the total valuation on the property was $1,000,000 
and the discovery depletion on this property to December 31, 1924, 
had exhausted this value. 

Under the 1924 act no further depletion would be allowed and 
excessive depletion in former years would to a considerable extent 
be offset by no depletion in subsequent years. 

The act of 1926, however, wiped out this valuation limit, and the 
property still being producing, it will still be entitled to 27.5 per cent 
depletion on the gross income. 

This feature is deserving of further study and statistics, as it is 
r probable the effect of the valuation limit in depletion would have 
rmade itself felt in present and future returns in a reduction in deple­
I; tion, even if the 1924 act had remained in force. 

(6) According to our partial statistics in Table 7, Schedule C, it is 
Iseen that gas-producing companies receive !:?lightly greater depletion 
mnder the revenue act of 1926 than under the revenue act of 1924. 
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Conferences with engineers of the Bureau of Internal Revenue \ 
confirm this fact, and Wfj believe that final figures will show that the I 

1926 act is even more beneficial to the gas producers than our partial ' 
statistics indicate. It will be well , therefore, to let this subject i 
remain open for final -discussion until a sufficient number of returns; 
ha ve been examined. ~ 

(7) As a matter of equity there are SOllle advantages and some, 
disadvantages to th('dlat 'rate of 27 .. 5 per cent of gross income allowed. 
for depletion in the revenue act of 1926. 

The adv3,ptages can be classified as follows: 
1. Reduces'tvaIuation work in the bureau. 
2. Distributes the depletion more uniformly among the industry 

without regard to price of oil on discovery. 
3. Gives operators in low-priced fields a fair depletion. 
4. Gives operators in the old fields a fair depletion. 
The disadvantages of this provision can be classified as follows: , 
1. It is based on no so un,d economic principle. 
2. It does not materially reduce the depletion allowed to the in~ 

dustry as a whole as was expected. : 
3. It is much more severe on the lessor than on the lessee. 
4. It removes the reasonable valuation limit for depletion mam- . 

tained under all prior acts. 

CONFIRMATORY DATA. 

As this report is being completed a few additional statistics have 
become available, which are so confirmatory of the statistics in 
Table 7, that we can not refrain from quoting same, as additional 
weight can be given the remarks based on the fonner statistics know­
ing that they are reasonably confirmed. 

The pertinent part of these statistics follow: 

Number 
Year of com­

panies 

1924 ______ , ___________________ ___________ , _____ ___ ~__ ___ 21 
1925 _____________________ --- ______ -- __ --- - - c ________ - _ 21 

Gross 
income 

$25,998,114 
31,381. 534 

Depletion 

$7,352.350 
8,114,496 

Per cent of 
depletion 
to gross 
income 

28.3 
25.8 

------1--------1---------1------
Decrease in ratio depletion to gross income ______________________________________ "____ 2.5 

Reference to Schedule A, Table 7, will show that this decrease 
checks within 1.8 per cent with the decrease there shown. 

Further, we have analyzed the returns of two large oil companies 
with the following results: 

Year 

1924 ___________________________________________________________ _ 
1925 ________________________________ ~~ ____________ ~ ______ ~ _____ _ 

Gross 
income 

$33, 5D7, 543 
41,414,637 

Depletion 

$10, 420, 659 
11,234,469 

Per cent of 
depletion 
to gross 
income 

31.1 
27.1 

I--------·I---------I-----~ 
Decrease in ratio depleti~n to gross income ___________________________________________ , 4. '0, 
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This checks within 0.3 per cent of the results in Table 7, Schedule A. 
The agreement in these sepa.rate compilations is as close as could 

be expected and does not affect the tentative conclusions we have 
drawn. 

CONCLUSION 

In concluding this preliminary report we wish to summarize the 
most important points, tentatively, as follows: 

When the average price of oil in the United States i,s at $1.65 per 
barrel, as it was during 1925, the effect of the provisions of the revenue 
act of 1926 are such as to slightly reduce the depletion allowed the 
oil industry. This reduction, however, falls entirely on the lessors 
as the depletion allowed the lessees is practically what it would have 

: been under the 1924 act. 
As to future years, if the price of oil goes above $1.65 per barrel 

i the depletion will be greater under the 1926 act; if it goes below 
$1.65, it will be less under the 1926 act. 

I
, The distribution of the depletion allowances is very different under 
the new act than it would have been under the old, the old and low 
priced fields getting more depletion and the new and high priced 
fields getting less. 

The work of collecting the necessary facts for a final report on the 
subject is progressing. 

Respectfully submitted. 

x 

L. H. PARKER, 
Chief, Division of I nvestigatiol1 


