32 T.C. 759 (1959)

To qualify as a “producer” of minerals for the purpose of the excess profits tax
credit, a corporation must extract minerals from a property in which it owns an
economic interest, and the corporation must not be receiving a share of net profits
but be directly responsible for the extraction process.

Summary

Grandview Mines leased its mining property to American Zinc, with Grandview
receiving a percentage of the net profits. The IRS determined deficiencies in
Grandview’s income taxes, challenging its depletion allowance calculation, the
deductibility of a payment made to American Zinc to equalize profits, and its
entitlement to an exempt excess output credit. The Tax Court held that Grandview’s
depletion should be based on its share of net profits, the payment to American Zinc
was a capital expenditure, and Grandview was not a “producer” eligible for the
excess output credit under the Excess Profits Tax Act of 1950 because it did not
extract the minerals, but was only compensated from net profits. The court
emphasized the plain meaning of the statute and regulations.

Facts

Grandview Mines owned mining properties, including equipment and a
concentrating plant. In 1936, Grandview entered an agreement with American Zinc
for the development of these properties, granting American Zinc an option to
purchase the plant and the right to mine and extract ore. The agreement defined
royalties based on the net smelter returns of the concentrates produced. In 1950,
the parties altered the agreement, switching to a 50-50 profit-sharing arrangement.
The agreement defined net profit as total proceeds less operating expenses. In 1951,
the agreement was amended retroactively, providing that Grandview would receive
46.5% of the net profits. Grandview computed percentage depletion on its share of
gross income and paid American Zinc $18,957.20 to equalize profits under the
contract. Grandview also did not take an excess output credit for determining its
excess profits tax liability.

Procedural History

The IRS determined deficiencies in Grandview’s income taxes. Grandview petitioned
the Tax Court for a redetermination, disputing the depletion allowance calculation,
the deductibility of the payment to American Zinc, and the denial of the excess
output credit. The Tax Court heard the case and issued its decision.

Issue(s)

1. Whether Grandview’s depletion computation should have been based on a
percentage of gross income or net income from the property.
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2. Whether the payment of $18,957.20 to American Zinc in 1951 was deductible as
an ordinary and necessary business expense.

3. Whether Grandview was entitled to deduct an exempt excess output credit in
determining excess profits net income.

Holding

1. No, because Grandview’s depletion allowance was properly computed on the basis
of its share of the net profits.

2. No, because the payment in 1951 of $18,957.20 was not an ordinary and
necessary business expense; it was a capital expenditure.

3. No, because Grandview was not a “producer” of minerals as defined by section
453 of the Excess Profits Tax Act of 1950, so it was not entitled to deduct an exempt
excess output credit.

Court’s Reasoning

The court found that the agreement between Grandview and American Zinc
provided that Grandview was entitled to a percentage of net profits, not gross
receipts, which is the basis for determining the depletion allowance. The court noted
that despite the parties’ attempt to have Grandview compute its depletion allowance
based on gross receipts, tax deductions must align with the Internal Revenue Code.
Therefore, Grandview’s gross income for depletion purposes was its share of the net
profits. The court held that, under the terms of the contract, and since Grandview
did not actually extract minerals, but instead relied on American Zinc to do so,
Grandview was not entitled to an excess output credit. The Court emphasized that a
“producer” for purposes of the excess profits tax act must actually extract the
minerals. The Court said: “The plain fact of the instant case is that petitioner is not
the extractor of the minerals from the property. American is the extractor. Thus
petitioner is not a “producer” as defined by section 453(a)(1).”

Practical Implications

This case underscores the importance of clearly defining terms within agreements,
especially those affecting tax liabilities. For similar situations, attorneys must ensure
that the client’s economic interest and the nature of its activities align with the
relevant tax code provisions. Parties cannot contract around tax rules; deductions
are determined by the IRC. The case illustrates how the IRS and the courts will
scrutinize the substance of transactions, not just the form, when determining tax
consequences. The distinction between a “producer” and a party that is only entitled
to compensation out of net profits is key for determining eligibility for the excess
output credit. If the client is relying on an independent contractor or another party
to extract the minerals, or otherwise is not directly involved in the extraction
process, it is unlikely they will be deemed a producer, and this should be explained
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to the client.
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