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Pleasanton Gravel Co. v. Commissioner, 64 T. C. 519 (1975)

Payments  for  extracted sand and gravel  are  royalties,  not  capital  gains,  if  the
property owner retains an economic interest dependent on the extraction.

Summary

Pleasanton Gravel Co. argued that payments received from Jamieson Co. for sand
and gravel extracted from its land should be treated as capital gains from a sale
rather than royalties. The Tax Court, applying the economic interest test, held that
the payments were royalties because Pleasanton retained an economic interest in
the deposits, as the payments were contingent on extraction. This ruling classified
Pleasanton as a personal holding company subject to the personal holding company
tax, and upheld the Commissioner’s deficiency assessment, dismissing procedural
objections regarding the statute of limitations and second examination.

Facts

Pleasanton  Gravel  Co.  entered  into  an  agreement  with  Jamieson  Co.  in  1959,
granting Jamieson Co. the right to extract sand and gravel from Pleasanton’s land.
The  agreement  stipulated  that  Jamieson  Co.  would  pay  Pleasanton  a  specified
amount per ton of material removed, based on a sliding scale tied to the wholesale
price.  Over  the  years,  Jamieson  Co.  extracted  over  14  million  tons  by  1969.
Pleasanton reported this income as ordinary income on its tax returns and sought to
reclassify it as capital gains, arguing it had sold its entire interest in the deposits.

Procedural History

The Commissioner assessed deficiencies in Pleasanton’s Federal income taxes for
the taxable years ending October 31, 1967, 1968, and 1969, asserting that the
income from the sand and gravel  was  royalty  income subjecting Pleasanton to
personal holding company tax. Pleasanton petitioned the Tax Court, challenging the
deficiency notice and raising procedural issues concerning the statute of limitations
and the validity  of  the Commissioner’s  examination.  The Tax Court  upheld  the
deficiencies and rejected Pleasanton’s procedural objections.

Issue(s)

1. Whether the payments received by Pleasanton Gravel Co. from Jamieson Co. for
sand and gravel extracted from its land were royalties or capital gains from the sale
of its interest in the deposits.
2.  Whether  the  assessment  of  the  deficiencies  was  barred  by  the  statute  of
limitations.
3. Whether the Commissioner’s second examination of Pleasanton’s returns for 1967
and 1968 was invalid due to the returns being stamped “Closed on Survey. “

Holding
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1. No, because the payments were royalties as Pleasanton retained an economic
interest in the deposits dependent on extraction.
2.  No,  because  the  statute  of  limitations  was  extended  to  six  years  due  to
Pleasanton’s failure to file the required personal holding company schedule with its
returns.
3. No, because the “Closed on Survey” stamp did not constitute a closure after
examination, and procedural rules do not invalidate deficiency notices.

Court’s Reasoning

The Tax Court applied the economic interest test established by the Supreme Court
in Palmer v. Bender, determining that Pleasanton retained an economic interest in
the sand and gravel because its return on investment was contingent on Jamieson
Co.  ‘s  extraction  and  sale  of  the  material.  The  court  emphasized  that  the
agreement’s structure, including the sliding scale payment based on market prices
and the lack of any obligation for Jamieson Co. to remove all deposits, demonstrated
that  Pleasanton’s  income  was  royalty  income.  The  court  rejected  Pleasanton’s
argument that the contract constituted a sale, citing the conditional nature of the
payments  as  indicative  of  a  retained  economic  interest.  Regarding  procedural
issues, the court found that the six-year statute of limitations applied under section
6501(f)  due  to  Pleasanton’s  failure  to  file  the  required  schedule,  and  that  the
“Closed on Survey” stamp did not bar further examination under section 7605(b) or
section 601. 105(j), as it did not indicate a closure after an actual examination.

Practical Implications

This decision clarifies that for tax purposes, the substance of an agreement rather
than its form determines whether payments are royalties or capital gains. Property
owners must carefully structure agreements to avoid unintended tax consequences
if they wish to claim capital gains treatment. The ruling reinforces the importance of
complying  with  specific  IRS  filing  requirements  to  avoid  extended  statutes  of
limitations, and highlights that procedural stamps like “Closed on Survey” do not
necessarily  preclude further IRS action.  Practitioners advising clients  in  similar
situations should ensure that agreements are drafted to reflect the intended tax
treatment and that all filing obligations are met to prevent extended audit periods.


