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Producers Oil Corporation v. Commissioner, T.C. Memo. 1948-074

A lessor is not entitled to a depletion deduction on oil used by the lessee in its
operations when the lease agreement stipulates that royalties are to be computed
only after deducting the oil used for such operations.

Summary

Producers Oil Corporation sought a depletion deduction for oil used by its lessee for
operational  purposes,  arguing  it  was  entitled  to  one-sixth  of  all  oil  produced,
regardless of whether it received cash royalty. The Tax Court held that the lease
agreement specified royalties were calculated after deducting oil used by the lessee.
Consequently,  the  lessor  had  no  royalty  interest  in  the  oil  consumed  during
operations and was not entitled to a depletion deduction beyond what was already
allowed for  actual  royalties  received.  The  court  emphasized  that  the  depletion
allowance is tied to the royalty interest retained by the lessor under the lease terms.

Facts

Producers Oil Corporation (the petitioner) leased land for oil production, retaining a
royalty interest. The lease agreement stipulated that the lessee had the right to use
oil from the land for its operational needs. The agreement further stated that royalty
calculations would occur after deducting the oil used in these operations. During the
tax year, the lessee used a certain amount of produced oil for operational purposes.
The petitioner claimed a depletion deduction based on one-sixth of the total oil
produced, including the oil used by the lessee, in addition to the depletion already
claimed on cash royalties received.

Procedural History

The  Commissioner  of  Internal  Revenue  disallowed  a  portion  of  Producers  Oil
Corporation’s depletion deduction. The petitioner then appealed this disallowance to
the Tax Court.

Issue(s)

Whether the lessor is entitled to a depletion deduction on the fair market value1.
of oil used by the lessee for operational purposes when the lease agreement
specifies that royalties are to be computed after deducting the oil used for such
operations.

Holding

No, because the lease agreement stipulated that the lessor’s royalty interest1.
was calculated only after deducting the oil used by the lessee for its
operations, the lessor had no royalty interest in the oil used for fuel.
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Court’s Reasoning

The court focused on interpreting the lease agreement to determine the extent of
the lessor’s royalty interest. While lessors generally receive depletion allowances on
royalties paid in cash or oil, the court emphasized that this principle applies only to
the royalty interest actually retained under the lease terms. Paragraph 10 of the
lease stated, “Lessee shall have the free use of oil * * * from said land, * * * for all
operations hereunder, and the royalty on oil * * * shall be computed after deducting
any  so  used.”  The  court  found that  this  clause  limited  the  petitioner’s  royalty
interest to one-sixth of the oil  remaining after the lessee’s operational use. The
lessee acquired all other interest in the oil. Since the lessor had no royalty interest
in the oil used for fuel, it was not entitled to a depletion deduction for that oil. The
court deferred to the apparent practical construction of the lease by both parties in
calculating actual royalties.

Practical Implications

This case illustrates that depletion deductions are directly tied to the specific terms
of the lease agreement. Attorneys drafting oil and gas leases should clearly define
how  royalties  are  calculated,  especially  regarding  deductions  for  oil  used  in
operations. This ruling clarifies that lessors cannot claim depletion on oil they do not
receive  as  royalty  due to  explicit  lease  provisions  allowing the  lessee’s  use.  It
underscores  the  importance  of  precise  language  in  lease  agreements  to  avoid
disputes over depletion allowances. Later cases would likely distinguish this ruling
based on differing lease terms concerning royalty calculation and lessee’s usage
rights. This case helps to provide clarity on defining gross income from property to
determine the allowable depletion deduction. As the court stated, “the only royalty
interest the petitioner retained in the oil was one-sixth of that produced and saved
and remaining after deduction of the oil used by the lessee for its operations under
the lease.”


