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Landreth v. Commissioner, 50 T. C. 803 (1968)

A seller of a production payment in an ABC transaction is not taxable on the income
from that payment if the buyer bears the ultimate risk of nonproduction.

Summary

In Landreth v. Commissioner, the U. S. Tax Court ruled that George Landreth, who
sold working interests in oil and gas leases and reserved production payments, was
not taxable on the income from those payments after selling them to a financially
stable  partnership,  Petroleum  Investors,  Ltd.  The  court  held  that  since  the
partnership bore the risk of nonproduction, Landreth’s agreement to potentially
repurchase the bank loan did not constitute a guarantee of the production payments,
and thus he had no economic interest in them. This decision clarifies that in ABC
transactions, the tax treatment hinges on which party retains the economic risk.

Facts

George Landreth sold working interests in several  oil  and gas leases to Myron
Anderson and Marvin Hime, reserving production payments totaling $60,000. He
then sold these payments to Petroleum Investors, Ltd. (Investors), which financed
the purchase through a $60,000 loan from the First National Bank of Midland. To
secure the loan, Landreth agreed to repurchase or find a buyer for the note if the
bank demanded it after 36 months. Investors had a substantial net worth and was
not aware of Landreth’s agreement with the bank. The production payments were
used to service the bank loan, but the note was not fully paid by its maturity date,
leading to extensions.

Procedural History

The Commissioner of Internal Revenue determined a deficiency in Landreth’s 1962
income tax, asserting that he should be taxed on the production payment income
due to his agreement with the bank. Landreth petitioned the Tax Court, which found
in his favor, holding that he had no economic interest in the production payments
after their sale to Investors.

Issue(s)

1. Whether Landreth’s agreement with the bank to repurchase or find a buyer for
the note constituted a guarantee of the production payments, thereby retaining an
economic interest in them?

Holding

1. No, because Landreth’s agreement was with the bank and not a guarantee of the
production payments themselves. Investors, not Landreth, bore the ultimate risk of
nonproduction, and thus Landreth had no economic interest in the payments after
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their sale.

Court’s Reasoning

The  Tax  Court  reasoned  that  for  tax  purposes,  the  key  question  was  whether
Landreth retained an economic interest in the production payments after selling
them to Investors. The court emphasized that Investors, with its substantial net
worth, bore the ultimate risk of nonproduction, as its liability on the note to the bank
was not limited to the production payments. Landreth’s agreement with the bank
was not a guarantee of the production payments but rather a potential obligation to
repurchase the note,  which did not negate the transfer of economic interest to
Investors. The court distinguished this case from Anderson v. Helvering and Estate
of H. W. Donnell,  where the holders of the production payments had additional
security beyond the oil in place. The court also relied on Commissioner v. Brown,
which supports recognizing sales on credit, and rejected the notion that a guarantor
realizes income when the principal debtor makes payments.

Practical Implications

This decision clarifies that in ABC transactions, the tax treatment of production
payments depends on which party retains the economic risk. Practitioners should
ensure that the buyer of the production payment has substantial assets and that any
agreements with lenders do not undermine the transfer of economic interest. The
ruling may encourage the use of ABC transactions in the oil and gas industry by
providing certainty on the tax treatment of production payments. Subsequent cases,
such as Estate of Ben Stone, have followed this reasoning, reinforcing the principle
that the economic risk must be borne by the buyer for the sale to be effective for tax
purposes.


