24 T.C. 1160 (1955)

The substance of an agreement, rather than its form, determines whether payments
received for mineral rights are treated as ordinary income or capital gains, and
whether the taxpayer is entitled to a depletion allowance.

Summary

In 1946, Alberta Barker entered an agreement with Steers Sand and Gravel
Corporation, granting Steers the exclusive right to extract sand and gravel from her
land for 15 years, with an option to extend for another 10 years. The agreement
stipulated a fixed payment per cubic yard of material removed, along with minimum
quarterly payments. Barker reported the income as capital gains. The IRS
determined the payments were ordinary income subject to a depletion allowance.
The Tax Court sided with the IRS, holding that despite the agreement’s form as a
“sale,” it functioned like a lease, with payments representing income subject to
depletion, rather than proceeds from the sale of a capital asset.

Facts

Alberta C. Barker inherited a tract of land in Northport, New York. Steers Sand and
Gravel Corporation (Steers) owned adjacent land and had been extracting sand and
gravel since 1923. Barker negotiated an agreement with Steers granting Steers the
exclusive right to remove sand and gravel from her property for 15 years, with a 10-
year extension option. The agreement provided for an advance payment and a per-
cubic-yard payment, with minimum quarterly payments. Barker’s property was
undesirable for residential purposes because of the excavation activities and the
dust and noise created by Steers’ operations. Barker reported payments received
from the agreement as long-term capital gains, claiming her land’s fair market value
would remain unchanged after gravel removal, thus her basis was zero.

Procedural History

The Commissioner of Internal Revenue determined deficiencies in Barker’s income
tax for 1946, 1947, and 1948, arguing the payments were ordinary income. Barker
petitioned the U.S. Tax Court, challenging the Commissioner’s ruling. The Tax Court
consolidated the cases and ruled in favor of the Commissioner.

Issue(s)

1. Whether the agreement between Barker and Steers constituted a sale of a capital
asset.

2. If so, what would the correct basis of the property be.

Holding
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1. No, because the agreement was in substance a lease and the payments were
ordinary income subject to depletion.

Court’s Reasoning

The court focused on the substance of the agreement rather than its terminology. It
examined the rights and obligations of both parties. Despite the agreement using the
term “sale,” the court found that the agreement functioned as a lease, granting
Steers the right to enter and extract minerals in exchange for payments. The court
cited prior cases like *Otis A. Kittle* and *William Louis Albritton*, where similar
arrangements involving “leases” and “royalties” were treated as generating ordinary
income. The court emphasized that the nature of payments, regardless of their
designation, determined the tax treatment. The court stated, “It is well established *
* * that the name used by the parties in describing a contract and payments
thereunder, do not necessarily determine the tax consequences of their acts.”
Because of the nature of the agreement, the Tax Court ruled that the receipts in
controversy were ordinary income subject to a depletion allowance.

Practical Implications

This case highlights the importance of considering the economic substance of an
agreement over its formal label. It provides guidance for structuring and analyzing
agreements involving mineral rights or other natural resources, ensuring proper tax
treatment. Tax advisors and attorneys must carefully review agreements involving
mineral rights, timber, and other natural resources to determine whether they are
treated as a sale or a lease for federal income tax purposes. Agreements that grant
exclusive rights to extract resources, with payments tied to extraction, are more
likely to be treated as leases, triggering ordinary income and depletion allowances.
The case informs how the IRS and the courts will examine such transactions. The
case also highlights that an allowance for depletion is available when calculating the
tax liability on the income.
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