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27 T.C. 133 (1956)

A taxpayer possesses an economic interest in mineral deposits and is entitled to a
depletion deduction if they have the exclusive right to mine the mineral, must look
to the sale of the mineral for profit, and the price received is dependent on market
conditions.

Summary

In McCall v. Commissioner, the U.S. Tax Court addressed whether a coal mining
partnership had an “economic interest” in the coal it mined under a contract with a
lessee, entitling it to percentage depletion deductions under the Internal Revenue
Code.  The  court  held  that  the  partnership  did  possess  the  requisite  economic
interest. The court focused on the partnership’s exclusive right to mine all coal in
the designated area and that the price received for the coal was tied to market
fluctuations.  The  court  rejected  the  Commissioner’s  argument  that  the  lessee’s
control  over  production  prevented  the  partnership  from  having  an  economic
interest.  The  court’s  decision  clarified  the  criteria  for  determining  when  an
independent contractor in a mining operation can claim a depletion allowance.

Facts

Walter  B.  McCall,  Sam G.  McCall,  and a third party  formed the Rebecca Coal
Company partnership. Rebecca Coal Company entered into a contract with Norma
Mining Corporation,  the lessee of  certain  coal  lands.  The contract  granted the
partnership the exclusive right to deep mine all  coal from the Upper Seaboard
Seam. The partnership was to provide all necessary materials, labor, and equipment,
and to pay all taxes and assessments. Norma agreed to pay the partnership $4.00
per ton, subject to adjustment based on coal market fluctuations. Norma reserved
the right to suspend mining operations if it couldn’t sell the coal at a reasonable
profit. During 1952, the partnership mined coal and received $162,562.31 in gross
income. The partnership claimed a percentage depletion deduction on its tax return,
which the Commissioner of Internal Revenue disallowed.

Procedural History

The  Commissioner  of  Internal  Revenue  disallowed  the  partnership’s  claimed
percentage depletion deductions for the 1952 tax year. Walter B. McCall and Marie
S. McCall, and Sam G. McCall and Ruth W. McCall petitioned the U.S. Tax Court,
challenging the Commissioner’s decision.  The cases were consolidated.  The Tax
Court ruled in favor of the petitioners, holding that the partnership was entitled to
the depletion deduction.

Issue(s)

Whether the partnership possessed an “economic interest” in the coal it mined1.
under the contract with Norma Mining Corporation.
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Whether, based on the existence of an “economic interest,” the petitioners2.
were entitled to take the percentage depletion deduction in computing their
income.

Holding

Yes, because the partnership had an exclusive right to mine all the coal in a1.
specific area and its compensation was dependent on the market price of the
coal.
Yes, because possessing the required “economic interest” entitles the2.
taxpayers to a percentage depletion deduction.

Court’s Reasoning

The court relied on sections 23(m) and 114(b) of the 1939 Code, which provide for
depletion  deductions.  The  central  legal  question  was  whether  the  partnership
possessed an “economic interest” in the coal. The court cited precedent, focusing on
whether the contractor has an exclusive right to mine all the coal in a given area
and must look to the sale of  the mineral  for  their  profit,  with the price being
dependent  on  market  conditions.  The  court  found  that  the  contract  gave  the
partnership the exclusive right to deep mine all the coal within a specified area.
Furthermore, while the contract set a base price of $4.00 per ton, this price was
subject  to  adjustment  based  on  coal  market  fluctuations.  This  satisfied  the
requirement that the partnership’s profit was tied to market conditions. The court
acknowledged that Norma Mining Corporation had the right to suspend mining, but
determined that  such control  was not  sufficient  to  destroy Rebecca’s  economic
interest,  as  Rebecca  had  the  exclusive  right  to  mine  when  operations  were
conducted. The court concluded that the partnership was entitled to the depletion
deduction.

Practical Implications

This case provides specific guidance for coal mining operations and, by extension,
other mineral extraction activities. It emphasizes the importance of the contractual
relationship between the mineral owner and the operator. For tax advisors, the case
suggests that the key factors in determining whether a contractor qualifies for the
depletion allowance are: (1) the exclusivity of the mining rights; (2) whether the
contractor’s compensation is tied to the sale and market price of the mineral; and
(3)  the  degree  of  control  the  mineral  owner  retains  over  production.  Mining
operations can structure their contracts to clearly establish the operator’s economic
interest. Later cases would cite this decision for the proposition that an “economic
interest” is present when the operator has an investment in the minerals in place,
looks to extraction for a return, and bears the risk of extraction.


