6 T.C.1124 (1946)

Under Section 721 of the Internal Revenue Code, net abnormal income resulting
from exploration and discovery should be attributed to prior years based on
expenditures made, excluding income attributable to high prices, low operating
costs unrelated to discovery, or increased demand.

Summary

Southwestern Oil & Gas sought relief from excess profits tax under Section 721 of
the Internal Revenue Code, arguing that a portion of its 1940 income was net
abnormal income attributable to prior years due to oil discovery and development.
The Tax Court addressed the proper allocation of this income, particularly
considering factors like increased prices and reduced operating costs. The court
held that income increases due solely to higher prices in the taxable year should not
be attributed to prior years, and that reduced operating costs specifically resulting
from discovery (increased production) also should not diminish the amount of net
abnormal income attributable to prior years.

Facts

Southwestern Oil & Gas Co. produced crude petroleum in Illinois. From 1936-1938,
income came from older wells on the Benoist, Warfield, and Stein leases. In 1938,
the company drilled a deeper well on the Benoist lease, discovering significant oil
deposits in the Devonian lime. By 1940, new wells drilled to this depth accounted for
over 98% of the company’s income. The company sought to exclude $98,080.50 from
its 1940 excess profits tax return, claiming it was abnormal income attributable to
prior years’ development.

Procedural History

The Commissioner of Internal Revenue disallowed the claimed deduction.
Southwestern Oil & Gas appealed to the Tax Court, contesting the deficiency
assessment. The Tax Court reviewed the case to determine the proper allocation of
net abnormal income under Section 721 of the Internal Revenue Code.

Issue(s)

1. Whether, in determining the amount of net abnormal income attributable to prior
years under Section 721(b), income resulting from higher oil prices in the taxable
year should be allocated to the taxable year or to prior years?

2. Whether, in determining the amount of net abnormal income attributable to prior
years, a reduction in unit cost per barrel due solely to increased production from
newly discovered wells necessitates a diminution of the net abnormal income
attributable to prior years?
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Holding

1. Yes, because all net abnormal income resulting from sales of crude oil at higher
prices in the taxable year than in prior years should be allocated to the taxable year.

2. No, because a reduction in unit cost per barrel due solely to increased production
from newly discovered wells does not necessitate a diminution of net abnormal
income attributable to prior years.

Court’s Reasoning

The court applied Section 721 of the Internal Revenue Code and associated
regulations, which aimed to relieve excess profits tax burdens by allowing
reallocation of net abnormal income to other years. The court emphasized that
Regulation 103, Section 30.721-3 states: “To the extent that any items of net
abnormal income in the taxable year are the result of high prices, low operating
costs, or increased physical volume of sales due to increased demand for or
decreased competition in the type of product sold by the taxpayer, such items shall
not be attributed to other taxable years.” The court found that the increase in
income due to higher oil prices in 1940 should not be attributed to prior years, as
the operating costs would have remained the same regardless of the selling price.
The court also rejected the Commissioner’s argument that lower operating costs
should reduce the abnormal income attributable to prior years. It reasoned that the
decline in per-barrel operating costs was due solely to increased production from
the new wells, not to reductions in wages, materials, or overhead.

Practical Implications

This case clarifies the application of Section 721 in the context of oil and gas
exploration and development. It provides guidance on how to allocate net abnormal
income, emphasizing that increases due to market factors (price increases) or those
intrinsically linked to the discovery itself (increased production lowering per-unit
costs) should not diminish the amount of income that can be attributed to prior
years’ development efforts. Legal practitioners should use this case when advising
clients on claiming relief under Section 721, particularly in industries with
fluctuating commodity prices or those that experience significant efficiency gains
following major discoveries. The core principle is that the *cause* of the increased
income matters when attributing it to prior years: increases due to prior-year
*investments* in discovery can be attributed, while increases due to current-year
*market conditions* cannot be.
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