Rowan Drilling Co. v. Commissioner, 13 T.C. 80 (1949)

When a taxpayer’s business changed during the base period, the Variable Credit
Rule (VCR) normalizes the base-period earning level by considering all relevant
factors and then determining whether that earning level was fully utilized during the
tax year.

Summary

The Rowan Drilling Co. (Petitioner) sought relief from excess profits tax, arguing its
average base period net income didn’t reflect normal operations due to commencing
business and changing its business character during the period. The court
addressed how to apply the Variable Credit Rule (VCR) and the abandonment rule in
determining a fair and just constructive average base period net income (CABPNI).
The court found neither party correctly interpreted the VCR, and that the VCR
should be applied by normalizing the petitioner’s base-period earning level through
consideration of all relevant factors, considering drilling costs, production rates, and
then assessing whether that earning level was fully utilized during the tax year. The
court rejected arguments that focused solely on production rates or well-days of
operation, instead considering all factors relevant to normal earnings.

Facts

Rowan Drilling Co. was incorporated in 1938 and engaged in drilling and operating
oil wells. It qualified for relief under Section 722(b)(4) because it commenced
business during the base period, and its average base period net income did not
reflect normal operations. The company had a plan to drill seven additional wells.
The plan was based on information compiled by its geologist and petroleum
engineer, showing the expected future production and decline of existing and
proposed wells. The company used the maximum efficient rate of production (MER),
a controlled flow of oil. The Commissioner determined a constructive average base
period net income (CABPNI) in the amount of $95,731, resulting in a deficiency of
$494.57 in income tax and a liability of $27,297.26 and an overassessment of
$6,846.96 in excess profits tax for the taxable year ended March 31, 1941.

Procedural History

The case was heard before the Tax Court. The Commissioner determined a CABPNI.
Rowan Drilling Co. contested the Commissioner’s determination regarding its excess
profits tax and sought a refund. The court adopted the commissioner’s report. The
Tax Court reviewed the case, focusing on the application of the Variable Credit Rule
(VCR) in determining the company’s CABPNI for excess profits tax purposes.

Issue(s)

1. Whether the Variable Credit Rule (VCR) should be applied based on well-months
of operation or barrels of oil produced?
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2. Whether the so-called abandonment rule should apply based on the declining
production rate and eventual exhaustion of the wells?

Holding

1. No, because neither party correctly interpreted or applied the VCR; the court
applied it by normalizing the petitioner’s base-period earning level through
consideration of all relevant factors and then considering whether that earning level
was fully utilized during the tax year.

2. No, because no adjustment based on abandonment was warranted given that
there was no measurable exhaustion and the petitioner had to drill at least 9 new
wells at some future time in order to fulfill its minimum lease requirements.

Court’s Reasoning

The Court rejected the commissioner’s argument that the VCR should be based on
well-months of operation, and the petitioner’s argument that it should be based on
barrels of oil, because it did not give any consideration to drilling costs and the
decline in production rates. The court reasoned that the VCR should be applied by
normalizing the taxpayer’s base-period earning level through consideration of all
relevant factors. The court stated, “We conclude that neither party has correctly
interpreted or applied the V.C.R.. We apply it by normalizing petitioner’s base-
period earning level through consideration of all relevant factors and then
considering whether that earning level was fully utilized during the tax year before
us.
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