Perry Construction Co. v. Commissioner, 28 T.C. 101 (1957)

To claim a depletion allowance, a taxpayer must possess an economic interest in the
mineral in place, which requires both an investment in the mineral and income
derived from its extraction, with the taxpayer looking solely to the mineral’s
extraction for a return of capital.

Summary

The Perry Construction Company (Perry) was a partnership engaged in strip mining
coal. Perry contracted with coal companies to extract coal, delivering all mined coal
to the companies for a set price per ton. The contracts granted the coal companies
the right to terminate the contracts or alter delivery quantities. Perry claimed a
depletion allowance for the coal mined. The court determined Perry did not have an
economic interest in the coal and thus was not entitled to the depletion allowance
because it did not have an investment in the coal in place nor did it depend solely on
coal extraction for its income. Additionally, the court addressed a loss claimed by
Perry related to an investment in a school and the date of an equipment upset,
ruling against Perry on the first but for Perry on the second issue.

Facts

Perry, a partnership, strip mined coal under contracts with the Hudson Coal
Company and Glen Coal Company. The contracts, terminable at Hudson’s will,
specified a price per ton of coal delivered. Perry supplied all equipment and
materials but did not hold title to the coal. Hudson could suspend or terminate the
contracts or alter coal delivery quantities. Perry delivered coal to Hudson and
received payments based on the delivered tonnage. The contracts expressly stated
that Hudson was entitled to percentage depletion. Perry also invested in the
Pennsylvania School of Excavating Equipment. The school went bankrupt, assigning
its claim against the Veterans’ Tuition Appeals Board to Perry, which Perry claimed
as a loss. Finally, Perry’s equipment was damaged.

Procedural History

The Commissioner of Internal Revenue determined deficiencies in Perry’s income
taxes, disallowing Perry’s claimed depletion allowance, the loss from the school
investment, and adjusting the date of equipment damage. Perry petitioned the Tax
Court, challenging the Commissioner’s determinations. The Tax Court considered
the issues relating to depletion allowance, the loss on the school investment, and the
correct date of the equipment upset.

Issue(s)

1. Whether Perry had an economic interest in the coal, entitling it to a depletion
allowance.
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2. Whether Perry sustained a deductible loss related to advances made to the
Pennsylvania School of Excavating Equipment.

3. Whether the upset of Perry’s equipment occurred on or about May 1, 1950, or on
August 24, 1950.

Holding
1. No, because Perry did not have an economic interest in the coal.

2. No, because Perry accepted a worthless debt in cancellation of its claim against
the partners of the school.

3. Yes, the upset occurred on August 24, 1950.
Court’s Reasoning

The court relied on the Supreme Court’s test for determining an “economic
interest”: (1) an investment in the mineral in place and (2) income derived from
extraction, with the taxpayer looking to extraction solely for capital return. Perry’s
contracts were terminable at will and did not require Perry to mine all coal. Perry
did not hold title to the land or coal. Payment was based on tonnage delivered, not
on the sale of coal by Hudson. The court distinguished Perry’s situation from cases
where contractors received a percentage of the sales price or a price that fluctuated
with the market or exclusive right to mine all the coal in an area. The court cited
that, “the phrase ‘economic interest’ is not to be taken as embracing a mere
economic advantage derived from production, through a contractual relation to the
owner, by one who has no capital investment in the mineral deposit.” Because
Hudson could control production and owned the coal, Perry had no economic
interest. Regarding the loss on the school investment, the court found the claim
Perry accepted was worthless. Finally, the court adjusted the basis of the equipment
for depreciation purposes as of the correct date of the equipment upset based on the
evidence presented.

Practical Implications

This case clarifies the requirements for claiming a depletion allowance in strip
mining and similar extraction operations. It emphasizes the need for a capital
investment in the mineral itself, not just a contractual right to extract it. This case is
important for the following reasons:

- It highlights that contracts terminable at will and a lack of control over mineral
quantities are factors weighing against an economic interest.

- It reinforces the principle that depletion allowances are designed to recover
capital invested in minerals in place, not merely to provide a benefit for extraction
activities.

- It establishes the fact that economic interest requires an investment in the mineral
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and income linked solely to its extraction.

Attorneys advising strip miners must carefully analyze contracts to determine if the
client has a sufficient economic interest to claim depletion. Contractual rights must
grant the taxpayer control and investment in the mineral, not just the ability to
perform services. Understanding this distinction is critical for proper tax planning
and avoiding disallowed deductions.
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