18 T.C. 961 (1952)

Intangible drilling costs are not deductible as expenses when the drilling is part of
the consideration for acquiring an interest in leased premises, and a depletion
deduction is allowed only to those with an economic interest in the oil in place.

Summary

Southwest Exploration Co. (Southwest) acquired drilling rights from the State of
California for submerged oil property. Southwest was required to drill offset wells
and continue drilling operations. Southwest also obtained drill sites from upland
owners, agreeing to pay them 24.5% of net profits. The Tax Court addressed two
issues: whether Southwest could deduct intangible drilling costs as expenses, and
whether Southwest could take a depletion deduction on the amount paid to upland
owners. The court held that the drilling costs were part of the consideration for
acquiring the drilling rights and were not deductible. However, the court also held
that Southwest was the sole recipient of an economic interest and could include the
payments to upland owners in its gross income, subject to depletion.

Facts

The State of California granted Southwest the right to drill and develop submerged
oil property. The agreement required Southwest to drill offset wells and continue
drilling until 83 wells were drilled. Southwest acquired necessary drill sites from
upland owners, agreeing to pay them 24.5% of its net profits. Prior to 1938, the
State permitted offshore drilling from various structures; the 1938 State Lands Act
changed this, requiring all wells to be drilled from filled lands or slant-drilled from
littoral drill sites.

Procedural History

The Commissioner of Internal Revenue disallowed Southwest’s deduction of
intangible drilling costs and its depletion deduction on payments to upland owners.
Southwest petitioned the Tax Court for review. The Tax Court upheld the
Commissioner’s disallowance of the intangible drilling costs deduction but ruled in
favor of Southwest regarding the depletion deduction.

Issue(s)

1. Whether intangible drilling costs incurred by Southwest were deductible as
expenses under applicable regulations?

2. Whether Southwest could include the amount paid to upland owners (24.5% of net
profits) in its gross income and take a depletion deduction on that amount?

Holding
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1. No, because the drilling of the wells was part of the consideration for acquiring
the drilling rights from the State of California, making the costs capital expenditures
recoverable through depletion allowances, not deductible expenses.

2. Yes, because Southwest was the sole recipient of an economic interest in the
submerged oil deposits, and the payments to upland owners were not royalties or
rents based on an economic interest therein, making those amounts includible in
Southwest’s gross income subject to depletion.

Court’s Reasoning

Regarding the intangible drilling costs, the court reasoned that the option to deduct
such costs as expenses only applies when drilling on property held in fee or under a
lease by the taxpayer. When drilling is consideration for acquiring an interest, the
costs are capital expenditures. The court found that drilling the wells was the
primary consideration for the Easement Agreement. The court emphasized that the
agreement prescribed a drilling program that contemplated the full development of
the entire acreage. The court quoted United States v. Sentinel Oil Co. to emphasize
that drilling expenditures can be consideration for passing title to land.

Regarding the depletion deduction, the court stated that the deduction is allowed
only to those with a capital investment or economic interest in the oil in place. The
court determined that Southwest acquired the sole right to exploit the oil property.
The upland owners did not acquire a capital interest in the oil in place; their right to
a percentage of net profits was merely a contractual right. One agreement
specifically stated that it did not transfer any right, title, or interest in the State
lands or Easement. The court emphasized, “[A]ln allowance for depletion is
warranted only where, by agreement between the parties, the taxpayer has obtained
a capital interest in the oil and gas in place, to the severance and sale of which one
must look for the return of capital consumed in that process.”

Practical Implications

This case clarifies the distinction between deductible intangible drilling costs and
capital expenditures. It underscores that drilling costs incurred as consideration for
acquiring a lease or other interest in mineral rights must be capitalized and
recovered through depletion, not expensed. The case also reinforces the principle
that a depletion deduction is available only to those holding an economic interest in
the minerals in place, not to those with a mere contractual right to share in net
profits. Later cases distinguish this ruling based on the specific terms of agreements
and the degree of control and ownership exercised by the parties involved.
Attorneys should carefully analyze the nature of agreements and the economic
realities of mineral rights transactions to determine the proper tax treatment of
drilling costs and depletion deductions.
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