16 T.C. 775 (1951)

Expenses incurred in the assignment of an oil and gas lease, where the assignor
retains an overriding royalty and a contingent oil payment, are capital expenditures
recoverable through depletion, not deductible business expenses.

Summary

Dorothy and H.C. Cockburn assigned their interests in an oil and gas lease, retaining
an overriding royalty and a contingent oil payment. They sought to deduct
commission and other expenses incurred during the assignment as business
expenses. The Commissioner of Internal Revenue determined these expenses to be
capital expenditures, recoverable only through depletion. The Tax Court agreed with
the Commissioner, holding that because the assignment was effectively a sublease,
the expenses were capital in nature and not currently deductible.

Facts

In 1938, H.C. Cockburn obtained an oil and gas lease (Burkitt lease) on which 19 oil
wells and one gas well were drilled by 1942. In 1942, the Cockburns assigned a
portion of their interest in the Burkitt lease to Frank Gravis for a cash consideration
of $386,250. The Cockburns also retained an overriding royalty of 3/32nds of all oil
and gas produced and a contingent oil payment of $112,500 out of oil to be
produced from wells below 4200 feet. $95,000 of the cash consideration was
allocated to physical equipment on the lease. The Cockburns incurred $16,387.10 in
expenses (engineering fees, revenue stamps, and commission) related to the
assignment.

Procedural History

The Commissioner determined deficiencies in the Cockburns’ income tax for 1943
and 1944, disallowing the deduction of $16,387.10 as a business expense and
treating it as a capital expenditure. The Cockburns petitioned the Tax Court for
redetermination of the deficiencies. The cases were consolidated. All issues were
resolved by agreement except the deductibility of the $16,387.10 expense.

Issue(s)

Whether the commission, fees, and stamps, aggregating $16,387.10, incurred by the
Cockburns in the assignment of the oil and gas lease, are deductible as ordinary and
necessary business expenses in the year incurred, or whether they are capital
expenditures recoverable through depletion.

Holding

No, because the assignment of the oil and gas lease constituted a sublease rather
than a sale (except for the tangible equipment). Expenses incurred in obtaining
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benefits under an oil and gas sublease are capital expenditures recoverable through
depletion, not deductible business expenses.

Court’s Reasoning

The court reasoned that the assignment of the lease, with the retention of an
overriding royalty and a contingent oil payment, was, in substance, a sublease.
Citing the Supreme Court decisions in Palmer v. Bender, 287 U.S. 551 (1933), and
Burnet v. Harmel, 287 U.S. 103 (1932), the court emphasized that the cash
consideration received for the assignment was essentially a bonus, subject to
depletion. The court distinguished a sale from a sublease, noting that in a sublease,
the assignor retains an economic interest in the property. Because the Cockburns
retained an overriding royalty and a contingent oil payment, they retained an
economic interest. Therefore, expenses related to the sublease were capital
expenditures. The court referenced Bonwit Teller & Co. v. Commissioner, 53 F.2d
381 (2d Cir. 1931), and L. S. Munger v. Commissioner, 14 T.C. 1236 (1950), to
support the principle that expenses incurred in acquiring rights under a contract are
capital in nature. The court noted that the Cockburns had already received depletion
allowances and therefore had recovered any outlay associated with the sublease.

Practical Implications

This case clarifies the tax treatment of expenses incurred in the assignment of oil
and gas leases. It establishes that if the assignor retains an economic interest (such
as an overriding royalty or a production payment), the assignment is treated as a
sublease, and expenses are considered capital expenditures recoverable through
depletion. This decision impacts how oil and gas companies structure lease
assignments to optimize tax benefits. Legal practitioners must carefully analyze the
terms of any assignment to determine if an economic interest has been retained,
which will dictate whether expenses can be currently deducted or must be
capitalized and recovered through depletion. The case highlights the importance of
understanding the nuances between a sale and a sublease in the context of oil and
gas taxation. Later cases have cited Cockburn to reinforce the principle that the
retention of an economic interest transforms an assignment into a sublease for tax
purposes. The key takeaway is that legal and tax professionals must consider the
economic realities of a transaction, not just its form, when determining the
appropriate tax treatment.
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