Houston Oil & Minerals Corp. v. Commissioner, 92 T. C. 1331 (1989)

Intangible drilling and development costs (IDC) recapture under IRC Section 1254
does not apply to the transfer of nonoperating mineral interests carved out from
working interests.

Summary

Houston Oil & Minerals Corporation transferred overriding royalty interests to a
trust for its shareholders as part of a corporate restructuring. The IRS argued that
this transfer constituted a disposition of “oil, gas, or geothermal property” requiring
IDC recapture under IRC Section 1254. The Tax Court held that because the
transferred interests were nonoperating mineral interests, they did not qualify as
“oil, gas, or geothermal property” under the statute, and thus no recapture was
required. The decision hinged on the definition of property under Section 1254,
which only applies to properties to which IDC are chargeable, and the court’s
emphasis on the risk-taking associated with IDC deductions.

Facts

Houston Oil & Minerals Corporation (HOMC) was engaged in oil and gas exploration
and production. As part of a merger with Tenneco, HOMC created a trust and
transferred overriding royalty interests to it, which were distributed to HOMC's
shareholders. These interests were carved out of HOMC’s working interests in
various oil and gas leases. The overriding royalties amounted to 75% of net proceeds
from productive properties and 5% of gross proceeds from exploratory properties.
HOMC continued to own and operate the working interests from which the royalties
were carved out.

Procedural History

The IRS determined a tax deficiency for HOMC, asserting that the transfer of
overriding royalties to the trust constituted a disposition of “oil, gas, or geothermal
property” under IRC Section 1254, requiring IDC recapture. HOMC petitioned the
U. S. Tax Court, which heard the case on the stipulated facts and ruled in favor of
HOMC, holding that the transferred interests were not subject to recapture.

Issue(s)

1. Whether the transfer of overriding royalty interests to a trust constitutes a
disposition of “o0il, gas, or geothermal property” under IRC Section 1254, requiring
recapture of previously deducted intangible drilling and development costs (IDC).

Holding

1. No, because the overriding royalty interests transferred were nonoperating
mineral interests, which are not considered “oil, gas, or geothermal property” under
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IRC Section 1254(a)(3). The statute requires that IDC be chargeable to the property
disposed of, and IDC are only chargeable to working interests, which HOMC
retained.

Court’s Reasoning

The court’s decision was based on the statutory language of Section 1254, which
defines “oil, gas, or geothermal property” as property to which IDC are properly
chargeable. The court found that IDC are chargeable only to working interests, not
to the nonoperating royalty interests that were transferred. The court emphasized
the relationship between risk-taking and IDC, noting that HOMC retained all the
risks and responsibilities of the working interests post-transfer. The court also
considered the legislative history of Section 1254, which aimed to prevent tax
shelters from avoiding IDC recapture by selling operating interests at capital gain
rates. HOMC'’s transfer did not fit this scenario, as it did not dispose of any working
interests. The court concluded that requiring IDC recapture in this case would be
inconsistent with the statute’s purpose and the risk-based rationale for IDC
deductions.

Practical Implications

This decision clarifies that the transfer of nonoperating mineral interests carved out
from working interests does not trigger IDC recapture under pre-1986 law.
Practitioners should note that this ruling applies only to transactions occurring
before the 1986 Tax Reform Act, which amended Section 1254 to include
nonoperating interests. For similar pre-1986 cases, this decision allows companies
to restructure and distribute royalty interests without triggering recapture, as long
as they retain the working interests. The case also underscores the importance of
the risk-taking element in IDC deductions, which courts will consider in interpreting
the applicability of Section 1254. Practitioners should be aware that while this
decision may open some planning opportunities for pre-1986 transactions, the IRS
has tools to prevent abuse in ongoing cases.
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