23 T.C. 516 (1954)

The transfer of an oil payment right for consideration other than development of the
oil property is a sale of a capital asset, with any gain taxed as capital gain, rather
than ordinary income subject to depletion.

Summary

The case involved a taxpayer who transferred an oil payment to a contractor in
exchange for the construction of a house. The IRS argued the transfer was an
assignment of income, taxable as ordinary income. The U.S. Tax Court disagreed,
holding that the transfer of the oil payment, which had been held for over six
months, constituted a sale of a capital asset. Therefore, the gain realized from the
transaction was taxable as long-term capital gain. The court distinguished this
situation from assignments of income and emphasized that the oil payment itself was
a capital asset, and its transfer, not tied to further development of the oil property,
constituted a sale of that asset.

Facts

John Hawn owned an oil payment valued at $1,000,000, with a zero basis, which he
had held for over six months. On October 1, 1949, he transferred an oil payment of
$120,000 from this larger payment to a contractor, A.E. Hinman, in exchange for the
construction of a residence. The agreement specified that Hinman would receive
payments from the oil production until he received $120,000. At that point, the oil
payment would revert to Hawn. Hawn received $20,809.79 from Hinman in 1949.
The IRS determined that the consideration Hawn received was ordinary income
subject to depletion and taxed the gain as such. Hawn argued that the gain was
taxable as long-term capital gain under Section 117 of the 1939 Code.

Procedural History

The Commissioner of Internal Revenue determined a deficiency in Hawn'’s income
tax for 1949. Hawn contested this determination, arguing that the gain from the oil
payment transfer was taxable as capital gain, not ordinary income. The U.S. Tax
Court reviewed the case, focusing on the nature of the transfer and the applicable
tax principles. The court sided with the taxpayer, leading to the decision under Rule
50.

Issue(s)

1. Whether the consideration received by Hawn in exchange for the oil payment
constituted long-term capital gain proceeds or ordinary income subject to depletion.

2. If the consideration was capital gain, what was the extent of the consideration
received by and taxable to Hawn in 1949.
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Holding

1. Yes, the consideration received by Hawn was long-term capital gain, because the
transfer of the oil payment was a sale of a capital asset.

2. The Court gave effect to the Commissioner’s concession that the consideration for
the oil payment was $20,809.79, which the court then determined to be capital gain.

Court’s Reasoning

The court focused on the nature of the oil payment and the transfer. It recognized
that the oil payment was a capital asset. The court distinguished this situation from
cases involving assignments of income, which are taxed as ordinary income. The
Court quoted from G.C.M. 24849, which provided that “consideration received for
the assignment of a short-lived in-oil payment right carved out of any type of
depletable interest in oil and gas in place is ordinary income subject to the depletion
allowance where such consideration is not pledged for use in further development.”
However, the court determined that this rule did not apply here because Hawn's
assignment was not related to development and thus constituted a sale of a capital
asset. The court found that the oil payment right was transferred to Hinman until he
had collected $120,000. The court also noted that Hinman’s payments to Hawn were
for the purchase of the capital asset, and the gain was therefore capital gain.

The dissenting judge argued that the transfer was an assignment of income, as
Hawn essentially assigned his right to receive income from the oil payments to the
builder. The dissent cited established Supreme Court precedent to support the
position that a taxpayer cannot avoid taxation on income by assigning it to another
person before receipt.

Practical Implications

This case clarifies the tax treatment of oil payments when transferred for reasons
other than the development of the underlying oil property. The ruling indicates that
such transfers are treated as the sale of a capital asset and are subject to capital
gains tax rates, assuming the payment has been held for the requisite time. This is a
practical distinction from cases where the oil payment is used to finance further
development of the oil property, which might be treated differently. The case
highlights the importance of the purpose of the transfer in determining the tax
consequences. This case illustrates the importance of carefully structuring
transactions involving oil payments to achieve the desired tax outcomes. For
practitioners, it reinforces that a transfer of an in-oil payment right, that is not
pledged for development, is a capital asset.

This ruling has been applied in subsequent cases dealing with the nature of oil and
gas interests. The distinction between the sale of a capital asset and the assignment
of income remains a critical consideration in the tax planning of oil and gas
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transactions. The case stands for the proposition that, when the oil payment is
transferred for reasons other than the oil property’s further development, it is the
transfer of a capital asset.
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