Johnson Inv. & Rental Co. v. Commissioner, 70 T. C. 895, 1978 U. S. Tax Ct.
LEXIS 62 (1978)

Payments for the use of property that are contingent on the quantity of minerals
extracted and sold are royalties, not rents, for the purposes of personal holding
company income taxation.

Summary

Johnson Investment & Rental Company leased land to Boone Quarries, Inc. , for
quarrying operations, receiving payments based on the tonnage of rock sold. The
key issue was whether these payments constituted royalties or rents under the
Internal Revenue Code’s personal holding company provisions. The U. S. Tax Court
ruled that the payments were royalties because they were contingent on the
quantity of minerals extracted and sold, thus classifying Johnson as a personal
holding company subject to the corresponding tax. The court also determined the
amount of Johnson’s deduction for qualified indebtedness, following the
Commissioner’s calculations.

Facts

Johnson Investment & Rental Company (Johnson) owned land known as the Semon
farm, which it leased to Boone Quarries, Inc. (Boone) for the purpose of operating a
quarry. The lease, effective from August 15, 1961, required Boone to pay Johnson 5
cents for each ton of rock sold from the quarry. These payments were reported as
royalties by both parties on their tax returns. Johnson was closely held by Harold E.
Johnson, Sr., and his family, who also owned a significant interest in Boone.

Procedural History

The Commissioner of Internal Revenue determined deficiencies in Johnson’s federal
corporate income taxes for the years ending January 31, 1966 through 1971,
classifying Johnson as a personal holding company due to the royalty payments
received from Boone. Johnson petitioned the U. S. Tax Court, arguing that the
payments were rent, not royalties. The court heard the case and issued its decision
on September 11, 1978.

Issue(s)

1. Whether payments received by Johnson from Boone, based on the tonnage of rock
sold, constituted royalties within the meaning of section 543 of the Internal Revenue
Code of 1954.

2. If Johnson was classified as a personal holding company, whether it was entitled
to a deduction for payment of qualified indebtedness in excess of the amount
allowed by the Commissioner.

Holding
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1. Yes, because the payments were contingent on the quantity of minerals extracted
and sold, and thus were royalties, not rents, under the Internal Revenue Code’s
definition.

2. No, because the court sustained the Commissioner’s computations regarding the
deduction for qualified indebtedness, allowing a deduction only for the year 1966.

Court’s Reasoning

The court applied the distinction between rents and royalties established in prior
case law, stating that rent is a fixed payment for the use of property, while royalty is
contingent on the use of the property, specifically the quantity of minerals extracted.
The court rejected Johnson’s arguments that Missouri state law should govern the
characterization of the payments and that the payments were intended to be rent
based on the lease terms. The court emphasized that federal tax law controls the
classification of income for tax purposes, and the substance of the transaction
(payments contingent on mineral extraction) was determinative. The court also
upheld the Commissioner’s calculations regarding the deduction for qualified
indebtedness, finding no errors in the computations.

Practical Implications

This decision clarifies that payments for the use of property that vary with the
quantity of minerals extracted and sold are royalties, not rents, for personal holding
company tax purposes. Legal practitioners must carefully analyze the nature of
payments under lease agreements, particularly in mineral extraction contexts, to
correctly classify income and determine potential personal holding company status.
The ruling may impact how companies structure lease agreements involving mineral
rights to avoid unintended tax consequences. Subsequent cases have followed this
distinction in classifying payments, reinforcing the need for precise drafting of lease
agreements to align with tax objectives.
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