10 T.C. 908 (1948)

When a property is operated by one party for the benefit of another who owns an
interest in the property, the gross income of the latter from the property is not
limited to the net amount received from the operator for purposes of calculating
percentage depletion.

Summary

Oliver Iron Mining Co. (Oliver) disputed deficiencies assessed by the Commissioner
of Internal Revenue regarding its calculation of percentage depletion and a claimed
loss on a lease surrender. The central issue was whether Neville Iron Mining Co.
(Neville), which merged with Oliver, should calculate its gross income from mining
properties based on gross sales or net receipts from Oliver, which operated the
mines. The Tax Court held that Neville’s gross income should be based on gross
sales, as Oliver acted as Neville’s agent. Additionally, the court allowed Neville’s
deduction for the loss incurred when it surrendered a valueless lease.

Facts

Neville owned iron ore properties, including the Morris Day and Nelson 40 mines,
and contracted with Oliver to operate these properties. Oliver managed the mining
operations, sold the ore, and paid Neville the proceeds after deducting operating
expenses, taxes, and a fee for its services. Neville elected to calculate depletion on
the percentage basis. Neville surrendered a lease with a cost basis of $508,976.36
after determining that the remaining ore was of low quality and the lease had
become burdensome. After surrendering the lease, Neville purchased the fee simple
to the property.

Procedural History

The Commissioner determined deficiencies in Neville’s income and excess profits
taxes for the years 1936, 1937, 1939, and 1940. The Commissioner calculated
Neville’s depletion deduction based on the net amount Neville received from Oliver
and disallowed a deduction claimed for the loss on the lease surrender. Neville, later
merged into Oliver, petitioned the Tax Court for redetermination of the deficiencies.

Issue(s)

1. Whether Neville’s gross income from the property, for the purpose of
percentage depletion, should be calculated using the gross income from sales
of the ore or the net amount received from Oliver after deducting operating
expenses.

2. Whether the Commissioner erred in disallowing a deduction for the loss Neville
claimed when it surrendered a lease.

Holding
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1. Yes, because Oliver operated the mines as Neville’s agent, and Neville’s gross
income from the property should be calculated based on the gross income from
sales of ore before deducting operating expenses.

2. No, because Neville terminated a valueless lease in 1936, which constituted a
closed transaction resulting in a deductible loss.

Court’s Reasoning

The Tax Court reasoned that Oliver acted as Neville’s agent, thus Neville’s gross
income from the mining properties should be determined before the deduction of
operating expenses. The court cited precedent establishing that income from
property operated by an agent is income of the owner, regardless of the agent’s
independence. The court distinguished the situation from a lease arrangement,
where gross income would be limited to rent, or a sale, where gross income would
be the sale price. Regarding the lease, the court found that Neville’s surrender of
the lease, which had become valueless, constituted a closed transaction and a
deductible loss. The subsequent purchase of the fee was a separate transaction and
did not negate the loss incurred from surrendering the lease. The court emphasized
that there was no agreement to purchase the fee at the time of the lease surrender,
and the fee was acquired for a different purpose.

The court stated, “Income from a property operated by an agent is income of the
owner, regardless of how independent the agent may be.”

Practical Implications

This case clarifies the method for calculating gross income from mining properties
for percentage depletion purposes when an operator acts as an agent of the owner.
It confirms that the owner’s gross income is determined before deducting operating
expenses paid to the agent. This decision is crucial for businesses using agents to
manage resource extraction, ensuring they can accurately calculate depletion
deductions. Furthermore, the case illustrates that surrendering a valueless lease can
create a deductible loss, even if the lessee later acquires the fee simple to the
property, provided the two transactions are distinct and independent.
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