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19 T.C. 501 (1952)

Estimated  amounts  for  backfilling  strip-mined coal  lands  are  not  deductible  as
accrued expenses when no backfilling has been done and the obligation has been
assumed by others.

Summary

J.E. Vincent and related entities challenged tax deficiencies related to their coal
mining  operations.  The  Tax  Court  addressed  several  issues,  including  the
deductibility  of  reserves  for  backfilling  strip-mined  land,  overriding  royalty
deductions, depletion calculations, the fair market value of a note received, and the
basis  for  depreciation  of  a  coal  tipple.  The  court  disallowed  deductions  for
backfilling  reserves  where  the  work  hadn’t  been  done  and  the  obligation  was
assumed by others, but allowed deductions for reasonable overriding royalties. It
determined payments to coal strippers did not create an economic interest, and the
note had a fair market value when received. It also addressed income assignment
issues and tipple depreciation basis.

Facts

J.E. Vincent operated coal strip-mining businesses individually and through several
corporations. Gregory Run Coal Company was formed in 1945, acquiring coal leases
from Vincent that required backfilling after mining. Gregory Run contracted with
Summit  Fuel  Company  for  mining  operations.  J.E.  Vincent  Company,  Inc.,  was
formed later. A key lease could not be formally assigned to J.E. Vincent Company,
Inc. Vincent sold coal through Weaver Coal Company. Disputes arose regarding
deductions  for  estimated  backfilling  costs,  overriding  royalties,  and  the  proper
calculation of depletion.

Procedural History

The Commissioner of Internal Revenue determined deficiencies in the income and
profits taxes of J.E. Vincent, Gregory Run Coal Company, and J.E. Vincent Company,
Inc. The cases were consolidated in the Tax Court. The Tax Court reviewed several
issues related to deductions, income calculation, and depletion allowances.

Issue(s)

1. Whether Gregory Run Coal Company is entitled to deductions for estimated costs
of backfilling strip-mined coal lands.

2.  Whether Gregory Run Coal Company is  entitled to deductions for overriding
royalties and tipple rental.

3. Whether Gregory Run Coal Company, J. E. Vincent, and J. E. Vincent Company,
Inc., should exclude from gross income from the mining properties the sums paid to
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coal strippers for mining and transporting coal.

4. Whether J. E. Vincent realized income on the receipt of a note in connection with
the assignment of leases, and if so, whether that income is subject to depletion.

5. Whether sums received by J. E. Vincent from sales of coal and paid over by him to
J.  E.  Vincent  Company,  Inc.,  were  income  to  J.  E.  Vincent  or  to  the  payee
corporation.

6.  Whether,  for depreciation purposes,  the basis of  a tipple purchased by J.  E.
Vincent Company, Inc., was cost or the basis in the hands of the transferor.

Holding

1. No, because Gregory Run Coal Company had not performed the backfilling, and
the obligation to do so had been assumed by others.

2. Yes, because the accrued amounts were reasonable and represented ordinary and
necessary business expenses.

3. No, because the payments to the coal strippers did not result in the strippers
having an economic interest in the coal.

4. Yes, because the note had a fair market value equal to its face amount and should
be included in income in the year of receipt; no, because the note did not give the
payee an economic interest in the properties.

5.  Yes,  because  Vincent  retained  sufficient  rights  in  the  income-producing
properties,  making  all  income  from  sales  of  coal  his  income.

6. The basis is the cost at the time of acquisition, even if the prior owner’s cost was
smaller.

Court’s Reasoning

Regarding backfilling reserves, the court followed Ralph L. Patsch, 19 T.C. 189,
stating that a current deduction requires an obligation to pay, not merely to perform
services. The court distinguished Harrold v. Commissioner, where backfilling was
imminent and completed shortly after the tax year. Here, no backfilling occurred,
and other parties had assumed the responsibility. For overriding royalties, the court
found  the  amounts  reasonable  based  on  Vincent’s  lease  assignment  and
Williamson’s tipple usage. Payments to Summit Fuel were deemed compensation for
services, not an economic interest, citing Morrisdale Coal Mining Co., 19 T.C. 208.
The court found Vincent’s note had fair market value and was taxable income, but
not subject to depletion as it represented a sale of leases, not a retained economic
interest.  The court relied on Lucas v. Earl,  281 U.S. 111, and Commissioner v.
Sunnen, 333 U.S. 591, to treat income paid to J.E. Vincent Co., Inc., as Vincent’s
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income, because he retained control of the underlying leases and contracts. Finally,
the tipple’s basis for depreciation was its cost to the purchasing company, not the
transferor’s cost.

Practical Implications

This  case  clarifies  the  standards  for  deducting  accrued  expenses,  particularly
concerning future obligations like backfilling in mining operations. It highlights that
a mere obligation to perform services is insufficient; a definite liability to pay a fixed
or reasonably ascertainable amount is required. It emphasizes that payments to
contractors do not automatically grant those contractors an economic interest for
depletion purposes; the arrangement must transfer significant risks and rewards
tied to the mineral extraction. It also reinforces the principle that income is taxed to
the one who controls the underlying asset and the flow of income from it, even if
that income is directed to another entity. The case demonstrates how the IRS and
courts  scrutinize  transactions  between  controlling  shareholders  and  their
corporations.


