8T.C.1159 (1947)

Income derived from fractional interests in oil and gas leases, temporarily assigned
to a developer until development costs are recouped, is taxable income to the
developer, not the assignor.

Summary

Manahan Oil Co. entered into agreements to develop oil and gas leases in exchange
for fractional interests in the leases. The company argued that the income it
received from these fractional interests, until its development costs were
reimbursed, should be considered the income of the assignors, not its own. The Tax
Court held that all income received by Manahan Oil Co. from production under these
agreements was its income, regardless of how the parties chose to share the
proceeds. This case clarifies how income is determined when fractional interests are
temporarily assigned to a developer in oil and gas ventures.

Facts

Shasta Oil Co. owned a working interest in an oil and gas lease. Manahan Oil Co.
acquired an interest in the lease under a contract where Shasta conveyed a portion
of its interest to Manahan. Manahan agreed to drill and develop the property.
Shasta assigned portions of its retained interest to Manahan until Manahan
recouped its development costs, including a cash payment to Shasta, from the
proceeds of these interests and its own share. Manahan did not report the income
received from Shasta’s temporarily assigned interest. Similar agreements, without
cash payments, existed for other leases.

Procedural History

The Commissioner of Internal Revenue determined deficiencies in Manahan Oil Co.’s
income tax, arguing that the income from the temporarily assigned fractional
interests was taxable to Manahan. Manahan challenged this determination in the
Tax Court. The Tax Court ruled in favor of the Commissioner, holding that the
income was taxable to Manahan.

Issue(s)

1. Whether intangible drilling and development costs can be deducted as
expenses or must be capitalized when the taxpayer acquires an interest in the
lease through the agreement to develop it.

2. Whether income from oil produced from fractional interests in leases,
temporarily assigned to the taxpayer until reimbursement of development
costs, is taxable income to the taxpayer or the assignor.

Holding

© 2025 SCOTUSreports.com. All rights reserved. | 1



1. No, because the costs represent the taxpayer’s capital investment in the
property.

2. Yes, because all amounts received from production under the agreements
constituted income to the taxpayer.

Court’s Reasoning

The Tax Court relied on precedent, specifically F.H.E. Oil Co., which held that
intangible drilling and development costs must be capitalized when they represent
the cost of acquiring an interest in a lease. The court reasoned that Manahan
acquired its lease interests in exchange for developing the property, making these
costs a capital investment. Regarding the income from fractional interests, the court
stated, “all that the present petitioner received from the production of oil under
these agreements was its income, to do with as it saw fit.” The court emphasized
that the assignors did not receive this income, either actually or constructively, and
it did not represent a diversion of their income. The court found the agreements
merely expressed how the parties desired to share the income from the oil and gas.

Practical Implications

This case confirms that in oil and gas ventures, income from temporarily assigned
fractional interests is taxed to the developer who receives and controls the funds.
This clarifies the tax responsibilities in these types of agreements. Attorneys and
accountants structuring oil and gas development deals must understand that
assigning fractional interests to cover development costs doesn’t shift the tax
burden of the income generated from those interests. The ruling in Manahan Oil Co.
highlights the importance of carefully drafting agreements to reflect the true
economic substance of the transactions and ensure proper tax treatment.
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