Keystone Coal Company, Petitioner, v. Commissioner of Internal Revenue,
Respondent, 30 T.C. 1008 (1958)

A taxpayer who leases property used in a trade or business, such as coal mining
equipment, is entitled to a depreciation deduction for that property, even if the
lessee pays a royalty based on the amount of coal mined.

Summary

Keystone Coal Company leased its coal properties and mining equipment to various
lessees. The leases specified royalty payments based on the coal mined, along with
minimum royalty payments for both the coal and the use of the equipment. The
Commissioner of Internal Revenue disallowed Keystone’s depreciation deductions on
the leased equipment, arguing the lease merged the interests in the coal and
equipment into a single depletable interest. The Tax Court held that Keystone was
entitled to depreciation deductions, finding that the Commissioner’s approach, as
outlined in Revenue Ruling 54-548, was an invalid interpretation of the tax code and
not supported by existing regulations. The Court emphasized that the statute
allowed depreciation for property used in a trade or business, regardless of the
royalty structure.

Facts

Keystone Coal Company owned and operated the Keystone Mine, including
buildings, equipment, and machinery. Due to a declining coal market, Keystone
leased its coal properties and equipment. The leases provided for royalties per ton of
coal mined, plus additional payments for the use of the equipment, with minimum
annual payments irrespective of the tonnage mined. The Commissioner disallowed
Keystone’s claimed depreciation deductions for 1952 and 1953, asserting that these
deductions were not allowable due to the lease agreements. The market for
Keystone’s coal was declining, and the lessees mined less coal than the minimum
tonnage specified in the leases. Keystone reported the income from the leases as
long-term capital gains under section 117j and 117k(2) and rental income.

Procedural History

The Commissioner of Internal Revenue determined deficiencies in Keystone’s
income tax for the years 1952 and 1953, disallowing the claimed depreciation
deductions. Keystone challenged this disallowance in the U.S. Tax Court.

Issue(s)

Whether the Commissioner erred in denying Keystone a deduction for depreciation
on its depreciable property leased for coal mining under the specific lease
agreements.

Holding
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Yes, because the Tax Court held that Keystone was entitled to depreciation
deductions on its mining equipment and facilities, regardless of the lease terms.

Court’s Reasoning

The court rejected the Commissioner’s argument, which was based on Revenue
Ruling 54-548, that the lease agreements merged the interests in the coal and the
equipment. The court found that this ruling was not supported by the relevant
sections of the Internal Revenue Code, specifically sections 23(1), 23(m), and
117(k)(2). The court pointed out that Section 23(1) explicitly allows for depreciation
of property used in a trade or business. Further, section 23(m) addresses depletion
and depreciation of improvements separately, indicating that depreciation should be
allowed irrespective of royalty or depletion calculations. The court found that
Revenue Ruling 54-548 was an attempt by the Commissioner to legislate and to deny
a deduction specifically provided for in the tax code. The court emphasized that “the
petitioner was entitled to a deduction for depreciation of its depreciable property
during the taxable years under section 23 (1) and (m) as well as Regulations 118,
section 39.23 (m)-1, and that right was not affected by section 117 (k) (2) which
does not relate in any way to depreciation.”

Practical Implications

This case affirms that taxpayers leasing out depreciable property used in a trade or
business are entitled to depreciation deductions, even if the lease includes royalty
payments based on production or minimum royalty payments for the use of the
equipment, unless there is a specific provision in the tax code that prevents the
deduction. It is important for lessors of property used in mining operations to
properly account for depreciation in their tax filings. This decision reinforces the
importance of adhering to the statutory provisions when determining allowable
deductions. This case is still relevant today for taxpayers involved in leasing tangible
property. Later cases might distinguish this ruling based on whether the payments
are for the use of equipment, or are instead payments for the coal itself, which may
require different tax treatment.
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