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Richards, Holloway & Myers v. Commissioner, 19 B.T.A. 511 (1942)

An interest held under an oil payment contract is a depletable interest in oil in place,
regardless of the absence of formal words of assignment of such an interest.

Summary

The Board of Tax Appeals addressed the proper method for calculating income from
an oil payment contract. The partnership, Richards, Holloway & Myers, argued that
drilling  costs  should  be  deducted  as  ordinary  business  expenses  from contract
earnings. The Commissioner contended that the contract constituted a depletable
interest  in  oil,  requiring  capitalization  of  drilling  costs  and  allowance  for  cost
depletion. The Board sided with the Commissioner, holding that the oil payment
contract  created  a  depletable  interest  in  oil  in  place,  even  without  explicit
assignment language, and that retaining title to equipment did not transform the oil
payment into a mere money obligation.

Facts

The  partnership  of  Richards,  Holloway  &  Myers  entered  into  a  contract  (the
Swindler contract) related to oil drilling. The partnership incurred costs for drilling
and equipping wells under this contract. The Commissioner determined the contract
conveyed an oil payment of $52,000 to the partnership at a cost of $27,362.06,
representing the drilling costs. The partnership retained title to the materials and
equipment placed in the wells until the oil payment was satisfied for each well. The
partnership treated the drilling costs as ordinary and necessary business expenses,
deducting them from the contract’s earnings.

Procedural History

The Commissioner determined a deficiency in the partnership’s income tax. The
partnership  petitioned the  Board  of  Tax  Appeals  to  review the  Commissioner’s
determination. The central dispute concerned the tax treatment of income derived
from the Swindler contract.

Issue(s)

Whether income from the Swindler  contract  should be calculated by deducting
drilling costs as ordinary business expenses or by capitalizing those costs as a
depletable interest in oil in place.

Holding

No, because the oil payment contract created a depletable interest in oil in place,
requiring capitalization of drilling costs and the allowance for cost depletion.

Court’s Reasoning
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The Board relied on its decision in T.W. Lee, 42 B.T.A. 1217, which held that an
interest held under an oil payment contract constitutes a depletable interest in oil in
place, “regardless of the absence of formal words of assignment of such an interest.”
This decision in Lee, was issued after the Supreme Court’s ruling in Anderson v.
Helvering, 310 U.S. 404. The Board explicitly stated it would no longer follow its
prior holding in F.H.E. Oil Co., 41 B.T.A. 130, which had supported the partnership’s
position.  The Board rejected  the  partnership’s  argument  that  reserving title  to
materials and equipment transformed the oil payment into a mere money obligation.
It  found that  the value of  retained materials  and equipment  was unsubstantial
relative to  the overall  contract  value and did not  provide sufficient  security  to
guarantee the $52,000 oil payment.

Practical Implications

This case, in conjunction with T.W. Lee, establishes that oil payment contracts are
generally treated as creating depletable interests in oil in place for tax purposes,
regardless  of  the  specific  language  used  to  convey  the  interest.  This  requires
taxpayers to capitalize costs associated with acquiring such interests and recover
them through depletion deductions,  rather than immediate expensing.  The case
highlights  that  retaining  minor  ownership  interests  in  equipment  will  not
automatically convert an oil payment into a simple debt obligation for tax purposes.
Practitioners  must  carefully  analyze  the  substance  of  the  transaction  and  the
relative value of retained interests to determine the appropriate tax treatment. Later
cases would likely distinguish this based on the size and nature of the retained
security interest.


