The next two chapters concern the special tax treatment of
minerza] industries and represent my contribution to the debate
surrounding such treatment; Probably the main thrust of this
contribution is to call attention to the influence of special tax
provisions on the amount of resources allocated to the affected
_ activities and to the losses in economic efficiéncy which this
entails. My focus in both articles represented a departure
from the standard critique of percentage depletion and
related preferential provisions affecting minerals. This critique
can be summarized as follows: the big mineral enterprises
and particularly the big oil companies get rich at the expense
of the U.8. Treasury {or of taxpayers in general). In response
0 such attacks, the companies in question have regularly
cited data comparing their rates of return on invested capital
with those prevailing in other industries to show that their
rates of yield did not differ much from the average. This
rebuttal served at least to blunt the force of the standard
critique and to generate legislative changes which, far from,
narrowing the scope and the force of special tax provisions,
tended over time to extend these privileges to an ever-wider
set of minerals, Starting from percentage depletion for oil and
gas in 1926, coal, metals, and sulphur were added in 1932;
fluorspar, rock asphalt, and ball and sagger clay came into
the list in 1942 ; other additions were made in 1944, 1947, and
1951 (when even sand, gravel, slate, and stone came to be
included); and finally, in 1954, percentage depletion treat-
ment was extended to ““all other minerals,” with some stated
exceptions.

The position that T have taken is to accept more or less at
face value the industry’s contention that their rates of return
on capital are not out of line. Under these circumstances the
effects of the incentives do not work themselves out in exces-
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sive proﬁt.s, but rather in excessive amounts of res
?Jemg dedicated to the affected activities. My pur oseorlfces
is to measure the degree of implied subsidy that it)he ; ecc'ni
tax. provisions provide. My first effort at this (Cha tfr 1“11
Whld_l appeared in a Congressional tax compendiurlrll titl ci
Federal Tc‘zx FPolicy for Economic Growth and Stability (Washingti :
D.C.: Joint Committee on the Economic Report 1955)3‘3“9
based on relatively crude data, and its csﬁmatcs: at lea;t f:f‘

oil and gas, are superseded by those of Chapter 12, which was’

Pub!ishcd in the Proceedings of the Second Energy Institute {Wash-
ington, D.('J.: The American University, 1961). I have for this
reason omitted the mathematical appendix to Chapter 11

material which is reworked and improved upen in Chapter

12-. The text of Chapter 11 was left unaltered, however, as it
brings out the historical and institutional bac’kground ;)f th

controversy, whereas Chapter 12 does not, and also ent s
more directly into certain aspects of the d:abate {e.g., th(::

referring to risks and to national defense considerations) that
are not treated in Chapter 12, ‘
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Chapter 11

The Taxation

of Mineral Industries

In this paper I propose to outline the incentiv.es ginan by zur tax ‘I?V::i ;z
mineral industries. It will be shown that these lIlC.ﬁIlth?S lead to la situ "
in which it takes $2 million of capital invested‘m mme.ral exp (.)rztlon_
produce as much product as $1 million of capit'al mvestf:d in other in .ustr;es(i
Our tax laws also foster the uneconomic expansion of mineral prodgctlon an

i i holdings artificially high values. o
ngehI:s]: E:;cicts cangbc avoided through the gradual elimination ofi pelrceniafglf-
depletion provisions in favor of cost depletion and th_roughvthe gra uIa E& E:) ng'
of the rate of tax on capital gains with that on _ordu?ary incomes. r} € v
cluding sections of the paper, arguments for special treatmer}t }:) _ mxr:(::ria]
 industries on grounds of their special riskiness fmd on grounds of their sp
contribution to our defense potential are examined.

‘NEUTRAL TAX TREATMENT

The corporation income tax operates chiefly asa tax on the return ttoll.r;vscztrt:lci
capital. Such a tax would clearly not be neutral if the return to capital 1 e
uses were free of tax. For example, if the tax rate were 50 percen};, an
investment in the untaxed industries were carr.ied‘ to a point whe;; tk:) e rc:;;;g
was, say, 10 percent, then in the taxed industries mvestmcntI wout ! : (c)z}d i,
only to a point where the return before tax was 20 percent. Investor:

cach case be getting a 10-percent return after tax, hut the economy as a whole -

would suffer as a result of the differential treatment of diﬂ'fsrent uses, Prgcic:
yielding only 10 percent would be willingly‘ undertaken in (tihz unt.amzCd "
dustries, while projects yielding 19, 18, am?l 17 percent would be rq-::n o
potential investments in the taxed industries. A lower tax rate, strl 11dg A
industries equally, would yield the same amount .of revenue, yet woudl '
lead to a situation in which high-return uses of capital were forf:gonc and low
return uses undertaken as a result of the tax laws. So long as wc'mteril((ii t}:) rc;am
-the corporation income tax as a part of our fiscal structure, we should theretore

¢ i f Mineral Industries,”
Reprinted from Arnold C. Harberger, “The Taxation of M tries
F;isral Tax Policy for Economic Growih and Stability (Washington, D.C.: Joint
Clommittee on the Economic Report, 1955), pp. 439-449.
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strive to design its provisions in such a way that the return to capital is taxed
equally in all uses and industries.

NONNEUTRAL TREATMENT OF CAPITAL GAINS

Practically everybody is familiar with the effects of the special provisions
for capital-gains taxation, because they are present, also, in the individual
income tax. The purchase of growth stocks increasing in value at 6 percent per
year is preferable to the purchase of stocks paying dividends at 6 percent per
year but which do not increase in value. Particularly for taxpayers in the higher
brackets, it is worth while to incur substantial costs in order to find ways of
transmuting income into capital gains. Actually, only the most arbitrary
distinctions can be made between income and capital gains. If at the beginning
of a year two taxpayers have $20,000 of net assets, and at the end of the year
they both have $23,000 of net assets, and if during the vear they both spend
$7000 for consumption, by what rationale can we Jjustify separate tax treatment
of the two, even though one might have had $10,000 in “income,” and the
other an accrual of $10,000 in capital gains? In this context it is sometimes
argued that capital gains do not come in a steady flow, but for many taxpayers
neither does income flow in steadily. Such arguments really favor the extension
of the provisions in our tax laws that permit taxpayers to average their incomes
over time, not the special treatment of capital gains.

For many industries the possibilities of treating the returns to their capital
as capital gains are inconsequential, but for some industries, including mineral
exploration, they are. extremely important. Successful oil wells and other
mineral finds can be sold, and the difference between their'sale price and their
cost treated as a capital gain. If this procedure were followed in the mineral
exploring industry, and if all costs were considered in computing the capital
gain, the return to capital in mineral exploration would be taxed at only 25
percent as compared with the 52-percent tax applying to ordinary corporate
income. This would give a substantial incentive to mineral exploration. If in
the economy as a whole the return to capital after tax were 10 percent, invest-
ment in mineral exploration (taxed at 25 percent) would be carried to the
point where it yielded around 13 1/3 percent-before tax, while in industries
unable to take advantage of the special rate on capital gains, investment would
be carried only to the point - where it yielded around 20 percent before tax.
Projects yielding 19, 18, 17 percent would be foregone in most industries, while

activities yielding only 13 1/3 percent would be willingly undertaken by mineral
explorers. '

CAPITAL GAINS AND THE EXPENSING OF COSTS

The above example far understates the incentive which our tax laws offer
to mineral explorers who sell their finds as capital gains. Tt assumes that the
capital-gains tax of 25 percent applies to the difference between the value of
successful finds and all the costs incurred. That is, it assumes that the govern-
ment takes 25 percent of the gross return to the explorer, and shares in his costs
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to the tune of 25 percent. Actually our present laws provide for the govern-
ment’s sharing to the tune of 52 percent in most of the costs of mineral explo-
ration, because most exploration costs are deductible from ordinary income in
the computation of income subject to tax.

Consider first the costs of unsuccessful explorations. From the standpoint of
economy as a whole, the costs of unsuccessful searches are part of the cost of
finding new deposits, but individual searches are treated separately for tax
purposes. Hence the costs of unsuccessful searches become losses, to be written
off against ordinary income before computing taxes. The riskier is the type of
exploration in question, the larger will be the fraction of the total costs of
unsuccessful exploration which finds a 52-percent tax offset in this way.

Some of the costs of successful explorations can also be written off as expenses
against ordinary income. These writeoff possibilities are the result of special
provisions of the tax laws. In the case of petroleum, a substantial fraction of the
costs of successful wells are written off as expenses under the heading “Intangible
Development Costs.”” In the case of mineral deposits, all development expenses
after the existence of commercial ore is established are deductible. Such
expenses do not, however, include the costs of plant and equipment.

The unequal tax treatment of revenues and expenses leads to the paradox
that companies can make a substantial amount of money on exploration even
if their revenues from exploration (before taxes) are just barely equal to their
costs of exploration (before tax offsets). If $1 million in exploration expenditures
carries with it $500,000 of tax offsets, and leads to finds worth $1 million in the
marketplace, with corresponding capital gains taxes of - $250,000, what would
be a marginal investment under neutral tax treatment becomes an extremely
profitable one.

Such extremely profitable outlets for capital will not last for long in a free
market economy. Capital will flow into profitable uses until their rate of
return after taxes is brought into accord with the rate of return to investors of
capital in the economy generally.

If the rate of return on capital in the economy is 10 percent, investments
will tend to be made in any line of activity up to the point where the returns
from those investments after taxes, discounted at 10 percent, are equal to their
costs after tax offsets. '

Let us now compare two possible ways of producing capital assets worth
$1 million: one by means of mineral exploration and the other by producing
machines. Machine producers will be willing to spend up to $1 million to make
machines whose discounted value is $! million. But mineral explorers will be
willing to spend, on the average, up to $1.5 million in order to provide dis-
covered reserves worth $1 million. The explorers would obtain a tax offset of
about $.75 million on their costs, leaving costs net of taxes at $.75 million.
On their revenues, the explorers would pay $.25 million in capital gains taxes,
leaving revenues net of taxes also at $.75 million.

Thus capital-gains treatment plus the expensing of exploration costs would
lead to a situation in which $1.5 million worth of capital would be willingly
spent in order to find $1 million worth of reserves. Alternatively put, if $1

million of capital were transferred out of mineral exploration into other uses,
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such as I‘rllan_ufacturing, the economy would give up $.67 million of reserves
and gain in its place $! million worth of manufactured goods, both evaluated
at the normal rate of return, Looked at either way, the combination of capital-

gains trca'tment and expensing of exploration costs leads to a shocking waste
of the nation’s capital resources.

DISCOVERY DEPLETION

lAithoug_h, as we have seen, the available option of capital gains treatment fz
’mmeraI discoveries gives extremely strong incentives to exploration, we do Olt‘
in factz observe frequent sales of mineral discoveries as capital gains -,The re o
for this is that still stronger incentives to exploration are availabl'c underast(;n
lztbel of “percentage depletion,” and when percentage depletion is used thz
d:scox.rerers have a strong incentive to retain and operate their properties
It is convenient to begin the discussion of percentage depletion wi;h an
anal}.fs.is of its historical forbear, known as discovery depletion. The earljest
provisions for the depletion of mineral properties provided for a deduction
from income for tax purposes, analogous to depreciation, of a certain fraction
of the cost 'of the property in question. Where the property was in existence in
1913, provision was made {in the 1916 act) for the use of the market value of
the property in 1913 in lieu of cost as the basis for depletion allowances, Since
because of the riskiness of mineral exploration, the value of successﬁ;l ﬁnd,
usually greatly exceeds the costs of the successful finds alone, this provisior?
w;;)alsgwelcomed by the owners of properties which had been di;covcred before
Properties discovered after 1913 were not treated in this way; their depletion
allowances had to be based upon cost. The apparent disparity, of treatrgent of
prop'erties discovered before and after 1913 led to the adoption in 1918 of a
provision allowing depletion based on the fair market value of the propert
at the date of discovery or within 30 days thereafter, in lieu of dcpleti}oan lfaseé
on cost. "This was called discovery depletion.
pxscovery depletion can best be viewed as a means of avoiding the capital-
gains tax altogether. If the 1918 provisions applied today, and a discoverer
spent $1 million on exploration in order to find deposits wort)h $1 million in the
market, he would obtain tax offsets of about $500,000 on his costs, but would
have to pay no tax at all on the value of his discoveries, so long as ,he retained |
and operated them himself. , i e
If we compare discovery depletion with capital-gains treatment and with
T}cutral tax treatment for the case where $1 million is spent to find $1 million
in reserves, we find that in all three cases tax offsets of some $500,000 are
obtained on the basis of the costs incurred. But while gross revenues \:vou]d in
effect be taxed at $500,000 under neutral tax treatment they would be taxed
at $250,000 under capital-gains treatment, and they v\:ould not be taxed
all under discovery depleétion, ' *
With ._discovery depletion, as with any other provisions, investment in
explf)ranon would tend to be pressed to the point where the discounted value
of dlszc:(?vcries, net of tax, equaled the cost of discoveries, net of tax offsets
81 million of capital investment would represent only abo;t $500,000 of cost;
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frer tax offsets, and investment in mineral exploration would iccs-rdingly bt:f
ores ’ i i i very o
] i f investment resulted in the discovery
d to the point where 31 million o ! '
g::f;s;mo 000 fvorth of reserves. Yet the investors would be making the ordinary

i come.
rate of return on their capital, and would have no cause to regret this out

PERCENTAGE DEPLETION

Percentage dépletion grew out of discovery deplc;iciild\fvhen itdwai ;‘2:;:1
i - i i f the market values of all discovered pr .
difficult to obtain good estimates o of all di ¢ eries
' i the administrative burden o
as of the date of discovery. To overcome I e iy
i individual property, provision was made
mating the value of each in provision was 1acs O 2 ot
i i put of the property,
letion a certain percentage of the gross value o ;
3Zfiueeplfeing taken at the mine or wellhead. The percentage was :;glercnttfoq
i d roughly wit e actua
i t minerals, and was chosen so as to accor : ot
dlﬁzi?:nce under discovery depletion. Thus the percentage depletion provzstxonsf
e)ifpthc 1926 and 1932 acts attempted to allow rougl-ﬁy t%m same amou? s 0
Zcplction as would have been allowed under the earlier discovery of dei). etlor;
i to make the computatton o
isions; the main purpose of the acts was | .
gz(l)a\l“::iion easier and less subject to controversy. The percerllta;gg of g:lo_ss m(:(In;e
‘ i i - in sulfur, 23; in metals, 15; and in coal, 9.
llowed in the case of oil was 27 1/2; in sulfur, 23; ' :
;rg:\i,sion was also made that the amount of depletion should in no case exceed
i he property. '
0 percent of the net income from t p .
’ Slzzl;:c percentage depletion was the direct outgrowth of d1scover¥ deﬁiettm;;
i its effects, it should be no surprise tha
and attempted to approximate 1 cts, } ¢ that an
i i jelds much the same resuits as
analysis of percentage depletion yie : 1 bove
i i tationis are rather comp
is of discovery depletion. Because the compu ! ;
an?:gm;f I?ave placeg them in an appendix,* but the results for typical minerals
cated, 7
ummarized here: - _ .
ari/\?hereas under discovery depletion it would be worthwhile for an explorer
to spend $2 million to find $1 million worth of reserves, under percenltagc
de lition it appears that to find $1 million worth of. reserves an exp (2)1‘;,;
wolzlld be willing to spend $1.95 million for oil, $2.11 mxlhc;n f'(;r s;lfur(,:1 $ . )
illi i 11 $2.27 million for lead and zinc,
llion for iron, $1.96 million for copper, :
?21 310 million fo; coal. Estimates are based on data provided by the.fTr?asuHi
for' 1946 and 1947, and on approximations of the average length of.h c; we
and mines in the various minerals. They are accordingly not precise, !lat can
be taken to confirm the conclusion that the effects of perf:entage depletl‘on on
exploration are not substantially different from those of discovery depletion.

EFFECT OF OQUR TAX INCENTIVES

There can be no doubt that our present tax laws give strong mcent;ves to
’ ore
mineral exploration, but this does not mean that we have ‘a great dea Irnthe
exploring activity than would tzke place under neutral ta.x1 trcatm;nt. 1n e
ori
i troleum, the annual volume ol exp
case of some minerals, such as pe s Cxploing
activity is great, and here there is good reason to suppose that our tax inc

. AT -
have rather substantially affected the amount of exploration. With other

i ridi in this
* [A later article which supplants the original appendix appears as the rext chapter in
yvolume.]

DR Er]

minerals, such as coal, reserves already known are ample to fill the needs of
our economy for hundreds of years, and accordingly there is very little explo-
ration for new deposits. Obviously the tax incentives under discussion here
cannot have had a very substantial effect on the amount of exploration for coal.
What is true of coal is probably equally true of sand and gravel and a number
of the minor minerals that have recently (1951)
depletion, Minerals like copper, lead, and zinc proba
position, exploration for them having responded less than in the case of petro-
leum but more than in the case of coal as a result of our tax incentives.

Our analysis has indicated that to the extent that exploration is increased in
response to current tax provisions, it involves a very substantial waste of
resources, with capital devoted to exploration producing only about one-half
as much value of product as the same capital would if devoted to ordinary
industrial investment. But what happens if little or no additional exploration
takes place in response to the special tax provisions? Here the predominant
effect is either to increase the value of mineral holdings or to increase the rate
of extraction. To the extent that the value of mineral holdings is increased,
their owners have received, as a result of the special tax provisions,
from the Treasury. To the extent that the rate of extraction is increased beyond
the point which would be dictated by neutral tax treatment, a waste of re-
sources is involved which is closely analogous to that discussed above in the
case of exploration.

These two effects are alternatives. If on the one hand, as may be true in the
case of coal, our national output can be greatly expanded without any increase
in unit costs, then tax concessions like percentage depletion operate to increase
production and drive down prices. Mine owners end up with little more profit
than they had before, and consumers get coal more cheaply, say for $9 per ton
instead of $10. What looks here like a benefit to consumens really is not, how-
ever, for the economy is paying, in terms of the resources used to extract the
coal, $10 per ton while consumers use coal to the point where it is only worth
$9 a ton to them. But consumers in their role as taxpayers will be paying extra
taxes to cover the concession of $1 per ton.

If on the other hand national output cannot readily be expanded, as may
be the case with lead, prices will not fall significantly as a result of the tax
concession, and the concession will accordingly lead to increased profits and
hence to increases in the value of mineral holdings. .

Thus if the waste of resources involved in increasing production beyond the
level it would attain under neutral taxation is great, then the “gift” to mine
ownters in the form of enhanced capital values will be small. But if the increase
of production beyond its level under neutral taxation is small, the “gift” to

mine owners will be large, and indeed will be the predominant result of the
tax concession.

been granted percentage
bly occupy an intermediate

a ((gift!’

POLICY RECOMMENDATIONS

Qur present tax laws thus have three possible effects on the minerals in-
dustries: To increase the profits and capital values of the owners of mineral
deposits; to increase the production of minerals to a point where, but for tax
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st would exceed the value produced; and to increase exploration
but for tax concessions, the value of discoveries
would be only about half the cost of exploration. The relative importance of
these three effects varies from mineral to mineral, but regardless of which effect.
is dominant, our present policy is unwise. It cannot have been the intent of
Congress to make owners of mineral deposits richer at the expense of the rest
of the community, and it is clearly unwise to foster the use of resources in either
minera}l production or mineral exploration when those resources would be
much more productive elsewhere in our economy.

1 accordingly strongly recommend and urge that every effort be made to
place the tax treatment of minecral industries on a par with that of other

industries. This should be accomplished:

concessions, co
for minerals to the point where,

1. By the gradual reduction and eventual el
depletion provisions, leaving strict cost deplet

recovery of capital values in mineral extraction.
2. By the gradual reduction and eventual elimination of the differences that

now exist between the tax treatment accorded to capital gains and that
given to ordinary income. 1 envisage here the gradual raising of the maxi-
mum rate of tax on capital gains from its present level of 25 percent to the

. rate applying to ordinary corporate income.

jon as the sole basis for

nt over our present position could be
made simply by eliminating the percentage depletion options which are now
available, there would still remain the strong incentives to mineral exploration
that stem from the special treatment of capital gains, and which were outlined
in the early sections of this paper. Thus a rather significant overhaul of our
tax structure is necessary before the taxation of mineral industries can be

thioroughly rationalized.

Although a considerable improveme

RISK AND SMALL ENTERPRISE

e incentive to mineral exploration outlined

It will be recalled that most of th
f exploration were deductible against

above came from the fact that the costs o
ordinary income, while the fruits of exploration received tax treatment which
was more favorable than that accorded to ordinary income. A small firm with
fiset its exploration costs is thus placed at 2
severe disadvantage as compared with a large firm having substantial income,
either from mineral extraction or from some other source. This disadvantage
would still remain if the policy recommendations outlined above were put into
effect. However, it could be substantially mitigated by allowing firms to carry
"forward the losses made on unsuccessful explorations against the income to be

obtained from future successes. Then small firms would be at a disadvantage

only if their explorations over a long period of time did not yield discoveries

equal in value to the costs incurred. A certain share of the costs of such firms
would be without tax offsets, while all the costs of the corresponding large

firms would be offset against income subject to fax.

{ittle or no income against which to o
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umination of percentage

SPECIAL INCENTIVES TO RISK-TAKING

It is sometimes argued that our present t Isi
e ur pr ax provisions for mineral i i
Espedauybll:s}}z;c::ts:rof .the,slllnemal ris',ks tha.t such industries are allc:gc::l1 (i:; S;;:ZS
Pspecally ris someWhp?:Fs,h ike specially risky securities, are said to require a;
ke TE s mae jat ig fer than that prevailing on investments of moderate
exploration, hrel 10&: of return were 15 percent after taxes in petroleum
exploratio ; put on 2{ 0 pgrcent af.tcr taxes in most other industries, then the
oot By (e P at.a point where the capital invested yielded 15
et o mansterh z ce;]pltal from other uses, where it was earning 10
percer C,a o ploration, the economy would gain until the point w. h
e di}f);iial :ﬂe}llded .only 10 percent in the oil business e reached
u i .
e dif aChiy;vetgei fzst }tlhat a y.leld of 10 percent after taxes in the oil industry
indeed be obtained by th’ri(il:::s‘iigi;e x(')vfhl're}tlum Sty Deroent, More oil can
i ed be. . , which operate as a gift from th
o the <« ino(r)rilly ct;) ;z:;t’-ll ex;;;()rers of, say, 3 percent per annEm on the czpif;;
pacsted in ol o hp; restlzl;.theuéciich a gift 15 mcrely_a hidden price paid for
pa}( o 1t By way of ¢ i .mark:tn;y;‘i\;v:nts more oil, it should be willing to
I our pr i i i
ke itpw(;s::;;t i\:gzi% ;)r; :lvrtl;celclez:;:; ;mnerals arle available in the world
marke i ‘ 'y for extra oil to be obtained
i qu‘{;nizt sz; 511'12; prezm;t to domestic explorers as incentives to riskﬂ;;:iiggh
o mrould he much inefg)_cr or the rest of the economy simply to buy whatevell
b b up, oot : wo.;ld market. If in the process market prices would
po bid v k,nOWkdge ! }f::tut:hc;; ‘\:;);Ic:) :;'is:gbe forthcoming, but oil users would
have the ‘ } no greater price than was
Cat;i)on fiet;};er::s ;v;;ht the amount of oil they wanted. Hence there is :gjisjzg
cation Tor the use of | ax concessions as a device for overcoming the reiuct.ance
of dom enterprises to incur risk, at least not in a i
N peacetime
In point of fact, there are good reasons to beli 1
o pob elieve that the riskiness of mi :
ex]t:)r eme;;r;i :;(asirlzl);int ex?ggeratcd. I.n petroleum, which is often Cite’;‘“;j‘";i}-
cxtremely = dc)‘rdces bs ry h(?r I::xplor.atmn, there have developed a wide range of
JoEP R H?rgv(;r ich the risks of exploration can be shared. Exploring
oompanics can sell off 90 ;)(:;cent or more of the interest in the wells which they
by o T th,e N e procF:te.d‘s ‘buy fractional interests in wells drilled
e " {3 ese possibilities, the fact that nine out of ten explo-
are dry seems less of a deterrent to exploration than it migh}z (a)t

. first glance appear. Additional evidence is provided by the fact that bank
ank-

ruptci i

" ;)d ltilsea:zt:oct)fw:;iﬁf;ead among cven moderate-sized petroleum companies.

oAt o ot on }(I:agltal, for.the' petroleumn industry as a whole

economy. So even if theyrgifs ai‘eastu%t)}:}t?xfllt?flu}tmher SEg";l‘_:“ts e Amcrica‘";

) ; ris] , it appears that in

:Eoigeé:;rll é)lzzmgin; Iorf mgmﬁc.ant size for taking “l(lzng shot™ ra:l?::?:;acif ?":ur:i

e .world _da way 1t.w0u1d l?e surprising if they did require a special
) wide experience with gambling and lotteries suggests that
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many people are willing to risk their capital at long odds even when the
aggregate winnings fall far short of the aggregate of wagers.

Thus even if mineral exploration is especially tisky, in the sense that the
sisks cannot be pooled to leave the individual investor in a position of only
moderate risk, and even if investors demand special premia for special risks,
there is no justification for special tax concessions to miineral enterprises on this
account. But our scattered evidence suggests that even if individual explorations
are risky there is no reason to presume on that account that special risk premia
are required ; indeed it suggests that the possibilities of risk pooling are sufficiently
great to cast doubt on the assumption that exploration need be especially
risky to the investor or investing company. '

SPECIAL INCENTIVES FOR NATIONAL DEFENSE

Our national defense is such a primary objective that citizens are willing to
incur great costs on its account. But especially with a defense budget as large
as ours is today, we should be strongly interested in sceing to it that we are
getting the maximum amount of defense potential for our money, or to put it
another way, that we are not paying more than is necessary for the amount
of defense potential that we are getting. True economy, in this area as in others,
requires scrutinizing each individual action to make sure that we are getting
the most for our money.

Tt is my conviction that our present tax treatment of mineral industries has
no justification in a peacctime economy. Hence it can be justified, if at all,
only in terms of its contribution to national defense. But it would indeed be

surprising if percentage depletion were the best way to provide for our defense

needs of coal and sand and gravel as well as oil and copper and lead. Some
minerals are domestically available in great abundance and can be extracted
easily. These should need no special treatment on defense grounds. Other
miperals are abundantly available, but their rate of extraction can be expanded
only slowly. Here the maintenance of stockpiles or of standby capacity might
be warranted. Still other minerals are increasingly hard to find in the United
States, and we are relying increasingly on foreign sources of supply for them.
These minerals, of which petroleum, copper, lead, and zinc are examples,
pose the hardest problems for national defense. Should we create incentives to
extract our waning supplies more rapidly, so as to have a high output available
for an immediate emergency, but at the risk of failing supplies for .a more
distant conflict? Should we restrict current production and majntain stockpiles
of known reserves in the ground, and incur the costs of recruiting and training a
Jabor force to mine them in the event an emergency should sirike? Should we
rely exclusively on stockpiles above ground, incurring what in some cases
might be substantial storage costs? Or should we attempt, in our defense
preparations, to assure the comparatively safe transportation of the minerals
from nearby foreign sources, such as Canada, Mexico, and Venezuela ?

Tt is not within my competence to answer the above questions. They are
questions of great importance to our nation, yet they have not been given
adequate study. Such study is necessary before the best minerals policy for
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national d :

e pouziel‘:i(;;:vii be fo;lmd. One may reasonably wonder, however, whether
scheme of providin P’e ave at present would have a place in any rational
interests to cnhancg tﬁr our defense needs. Certainly it is not in our defense
deposits, Tt is dubiof;s igapltai values of those who happen to own mineral
the production and u ::: ;St whethe:r we shmfld provide incentives to increase
almost certainly wrong f of our waning supplies of scarce mincrals. And it is
o find $100 W);rthoélfg or us to foste.r the use of $200 worth of our resources
extracted and moms ;n;)n({e‘ral depos_lts, which then will more than likely be
effects of of heore a national emergency strikes. Yet these are the

s ol our present tax laws. T accordingly do not believe that th

provisions can be supported even on national-defense grounds Al fhe present
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