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Producers Chemical Co. v. Commissioner, 50 T. C. 940 (1968)

A portion of production expenses on oil and gas leases must be capitalized as part of
the acquisition cost when the leases are purchased subject to retained production
payments.

Summary

Producers Chemical Co. purchased interests in oil and gas leases with the sellers
retaining production payments from 85% to 95% of the production until payout. The
company deducted all expenses related to the leases, including direct lifting costs,
overhead,  depreciation,  and  fracturing  costs.  The  Commissioner  disallowed
deductions for expenses exceeding the income from the leases during the payout
period, requiring these to be capitalized as part of the lease acquisition cost. The
Tax Court agreed, holding that expenses related to producing oil to pay out the
production payments are part of the acquisition cost, but allowed fracturing costs as
deductible development expenses.

Facts

Katex Oil Co. , a subsidiary of Producers Chemical Co. , purchased interests in oil
and gas leases in Hutchinson County, Texas, in 1961 and 1962. The sellers retained
production payments payable from 85% to 95% of the production until a specified
amount was paid out. The leases were producing oil at low levels when acquired.
Katex drilled new wells, rock-fractured existing wells to increase production, and
allocated  overhead  expenses  and  depreciation  to  the  leases.  The  company
anticipated that income during the payout period would not cover all expenses, and
it  deducted  all  expenses  incurred,  including  fracturing  costs  as  development
expenses.

Procedural History

The Commissioner determined deficiencies in Producers Chemical Co. ‘s income tax
for the fiscal years ending March 31, 1962 through 1965, disallowing deductions for
operating expenses that exceeded the oil and gas income from the leases subject to
production payments. The Tax Court reviewed the case, considering whether these
expenses should be capitalized as part of the cost of acquiring the leases.

Issue(s)

1. Whether a portion of the production expenses on oil and gas leases must be
capitalized as part of the acquisition cost when the leases are purchased subject to
retained production payments.
2. Whether allocated overhead expenses, depreciation, and fracturing costs are part
of the operating costs to be capitalized.

Holding
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1.  Yes,  because  expenses  related  to  producing  oil  to  pay  out  the  production
payments are considered part of the cost to acquire the leases.
2.  Yes,  because  allocated  overhead  expenses  and  depreciation  are  part  of  the
operating costs, but fracturing costs are deductible as development expenses.

Court’s Reasoning

The Court reasoned that when a taxpayer purchases leases subject to production
payments, a portion of the production expenses during the payout period should be
capitalized as an additional  cost  of  acquiring the leases.  This  is  because these
expenses are necessary to produce the oil that pays off the retained production
payments, effectively serving as part of the purchase price. The Court rejected the
taxpayer’s argument that there was no statutory authority for such capitalization,
emphasizing  that  these  expenses  were  not  ordinary  and  necessary  business
expenses but were tied to the acquisition of an asset. The Court also held that
overhead and depreciation should be included as production costs, but fracturing
costs  were  considered  development  expenses,  deductible  under  the  taxpayer’s
election to expense such costs.

Practical Implications

This decision affects how oil and gas companies account for expenses on leases with
retained  production  payments.  It  requires  companies  to  capitalize  a  portion  of
production expenses as part of the acquisition cost, which impacts the timing of
deductions and the calculation of taxable income. Companies must carefully allocate
expenses between those related to the payout period and those after payout. The
ruling also clarifies that fracturing costs can be deducted as development expenses
if the taxpayer elects to expense such costs. Later cases may apply this ruling when
considering  the  capitalization  of  expenses  in  similar  transactions,  potentially
influencing the structuring of lease acquisitions and the tax planning strategies of
oil and gas companies.


