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Eighth Circuit allows liquidating plan

[n the November 1984 issue of Agriculiural Law Update, the question of whether a
ereditor’s Chapter 1] liquidating plan can be confirmed over the objection of a farm debior
was considered. In a pair of cases decided on Nov. 2, 1984, the Eighth Circuit Court of Ap-
peals joined the Fifth Circuit in concluding that a farmer who files a petition under Chapter
11 of the Bankruptcy Code, but who fails to submit a plan of reorganization within 120 days
from filing, is vulnerable to a liquidating plan filed by one of his creditors. Matier of Bution
Hook Cartle Co. Inc., 747 F.2d 483 (8th Cir. 1984), and Matiter of Cassidy Land and Cartle
Co. [nc., 747F.2d 487 (8th Cir. 1984). The court held that, while the Bankruptcy Code gives
farmers special defensive protection by exempting them from inveluntary Chapter 7 liquida-
tions and involuntary conversions to Chapter 7, there is no evidence of Congressional intent
to confer on a farmer an offensive capability denied to other Chapter 11 debiors — suspen-
sion of collection efforts upon filing of a petition, coupled with a bar on submission of a
creditor's liquidation plan upon farmer’s failure to file a timely rehabilitation plan.

~ Phiitip L. Kunke!

Equitable subordination of an operating
lender’s claim in bankruptcy

As a genceral principle, the Bankruptcy Code contemplates that all simitarly situated creditors
be reated equally with respect to their claims against a debtor. Exceptions to this general
principle of equality apply to preferential transfers (Sec. 547), fraudulent conveyances (Sec.
£48), unperfecied transfers (Sec. 544), and certain statutory liens (Sec. 543). A further excep-
lion, developed by the courts, applies when a creditor engages in inequitable conduct which
results in injury (o or unfair advantage over other creditors of a debtor. The resulting adjust-
ment of claims results from the application of the doctrine of “‘equitable subordination.”’

The doctrine recently has been invoked in the case of an operating lender who dealt direct-
ty with other creditors of a farm debtor. The debtor in /n Re Osborne, 42 B.R. 988 (W.D.
Wisc, 1984), a Chapter 7 bankruptcy, had been engaged in a cattle feeding operation. During
1981, when the debtor was experiencing severe financial diffliculties, the operating lender, the
Production Credit Association (PCA) of River Falls, Wisc., on several occasions mer and
discussed the debtor’s financial situation with three other creditors.

When the debtor filed his Chapter 7 petition in January 1982, the three creditors brought
an action seeking equitable subordination of the PCA's claimn, alleging that the PCA con-
trolled the debtor’s cattle business and that it had misrepresented to them the degree of sup-
port that it would provide to the debtor,

The district court held thart the PCA did not exercise the degree of control required by
prior case law to compel subordinarion of its claim. (See In Re American Lumber Co., 5
B.R. 470 (D. Minn., 1980}, and Matter of Teltronics Services Inc., 29 B.R. 139 (Bkrtcy.
E.D.N.Y., 1983).) While the PCA, because of its security interest in most of the debtor’s as-
sets and the debtor’s continuing need for funds, had considerable power over the debtor, it
exercised that power only in isolated instances,

However, the court did not stop with the resolution of the control issue. 11 carefully exam-
ined the refationship of the PCA with each of the three objecting creditors. With regard to
two of the creditors, a bank and an inpul supplier, the court found that the PCA had not
made guarantees or commitments of continued pavment of the debtor’s obligations. Indeed,
officials of the two institutions admitted that the PCA had not made any such commitments,
Thus, the claim of the PCA was not subordinated 1o the claims of the bank and the input
supplier.

However, with regard 10 a feed supplier. the court concluded that the PCA had engaged in
conduct that was “‘ar least inequitable.'’ In reaching this conclusion, the court pointed Lo
several factors: the PCA was clearly aware of the feed supplier’s concerns about the size of
the debtor’s account; the PCA responded to feed supplier's inquiries with “*equivocation
and outright misrepresentations;™ the PCA continued 1o reassure the [eed supplier concern-
ing pavment even in the weeks immediately preceding its decision to terminate the debtor’s
loan; the PCA must have known that its decision to terminate the debtor’s loan made the
supplier’s prospects for payment **bleak (0 nonexisien(;”’ the course of conduct of the PCA
was deliberate; the PCA had superior knowledge concerning the debtor’s ability to pay and a

(continued on nexi pagel




EXxcessive tax
assessments
overturned

Agricultural property owners were granted
relief from a county's tax asscssment be-
cause the tax assessors did not give suffi-
cient weight 1o the existing agricultural use.
Sibley v. Cobb Ce. Bd. of Tax Assessors,
171 Ga. App. 65, 318 S.E.2d 643 (1984).

The Court of Appeals interpreted
Georgia law as requiring property rax as-
sessors 1o consider four criteria when as-
sessing real property: (a) existing zoning of
the property, (b} existing use of property,
(c) existing covenants or restrictions in deed
and (d) anv other factors deemcd pertinent
in arriving at fair marker value, including
speculative value. The court found that the
assessors had given disproportionate weight
to the speculative value of the properties as
opposed Lo their existing use, thereby caus-
ing the assessments to be excessive.

— Terence J. Centner
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superior position due to ils security interest:
and the PCA knew that the feed supplier
fel: compelled to continue selling feed to
preserve the cattle, although the PCA was
the only party likety to benefit,

The district court conciuded that *‘the
PCA misrepresentations led [the feed sup-
plier] on to continue delivering feed to the
Osbornes despite their steadily growing ac-

count, and that misconduct on the part of
the PCA caused injury to the supplier.” 42
B.R. 988 at 1000.

The Osborne case presents grave risks to
any operating Jender that atiempis to
monitor a farming operation which is ex-
periencing financial difficulties.

— Phillip L. Kunkel

Farmers Home Administration debt

adjustment program

A brief description of the Farmers Home
Administration (FmHA) debt adjustment
program {DAP) appeared in Agricultural
Law Update Vol. ! No. 2 (November 1983).
DAP is not to be confused with the FmHA
special debt set-aside program discussed in
the same article.

The Oct. 19, 1984 interim rule author-
izing DAP has now been amended and
made final. 50 Fed. Reg. 6880 (1985) (10 be
codified at 7 C.F.R. § 1980.124, and at Ex-
hibit B to subpt. B of pt. 1980) (effective
Feb. 15, 1985). DAP originally had provid-
ed for FmHA guarantees of certain non-
FmHA loans to farmers upon write-down
and forgiveness of at least 10% of the out-
standing indebtedness. DAP now offers
two approaches to lenders:

Lenders that participate in this program
must write down existing indebtedness to
the extent necessary to assure that the new
guaranteed loan will show a posilive cash
flow each year of the loan. The write-down
ean take either of two forms:

An upfront write off of existing in-
debtedness of at least 10%.

A reduction in the interest rate, the
present value of which reduction over
the term of the loan must be equal to
the value of an upfront write-down of
existing indebtedness of at least 10%.
Id. at 6882,
The lender will have 10 agree to more than
the 10% minimum write-down, or an ap-
propriate interest rate reduction in lieu
thereof, if this is necessary to generate the
required projected positive cash flow (cash
in flow of at least 110% of each year’s an-
ticipated cash outflows).

Assuming a write-down of at least 10%,
positive cash flow projections, adequate
security, a borrower who meets FmHA eli-
gibility requirements, as well as certain
other essentials, FmHA will guarantee 90%
— not up to 90% as under the original DAP
scheme — of the remaining adjusted debt.
If the interest rate reduction option is used
in lieu of a write down of principal, the
FmHA guarantee level will create the same
government guarantee exposure that would
have resulted had a principal write-down
been used to generate the same positive cash

flow situation for the farmer borrower.
Sample calculations appear at 50 Fed. Reg.
6883-85 (1985).

Further changes in the DAP regulations
are under consideration at this writing and
may be announced in the Federal Register
before the mailing of this issue of Agn-
cuoltural Law Update. It is probable that the
percentage in the positive cash flow 1est will
be changed from 110% to 100% and that a
third basic approach will be offered to
lenders -— some combination of an upfront
write-down of indebtedness and an interest
rate reduction.

— Donald B. Pedersen

Farmer failed to show
impossibility of
performance

The Court of Appeals of Kentucky found
the defense of impossibility of performance
to be inapplicable to a sales contract signed
by a farm corporation to deliver 35,000
bushels of No. 2 white corn to a grain mer-
chandiser. Wickiiffe Farms Inc. v.
Owensboro Grain Co., No. 83-CA-138-MR
(Ky. Aug. 24, 1984).

The farm corporation argued that a
severe drought constituted an excuse by
failure of presupposed conditions, codified
as KRS§ 355.2-615 (UCC§ 2-615). The
court disagreed, finding that the commer-
cial code provision only excused a grower
from delivery of a specific crop which failed
if the contract designated the acreage upon
which the crop was 1o be grown.

Parol evidence of additional terms was
permitted by Kenrucky’s adoption of Sec-
tion 2-202 of the Uniform Commercial
Code (UCC) so long as the additional terms
were consistent with the written contract.
Parol evidence by the grower that the corn
was 10 be produced off specific acreage was
inconsistent with the written contract and
thus failed to constitute a basis of possible
celief for the grower.

— Terence J. Centner
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Corporation ignored for income tax purposes

In Bysery v, United States, 596 F.Supp. 574
(W.D. Wis. 1984), the taxparers formed a
corporation for the purpose of operaling a
dairy farm. However, no assets were ever
transferred to the corporation. The cor-
poration had no officers, no bank account
and filed no annual reports with the siate.
Thke asscts that were supposed to be
transferred to the corporation were used by
the taxpavers in a dairy operation. Income
and expenses of the operation were funnel-
ed through a bark aceount in the join:
names of the parties that were supposed 1o
transfer assets to the corporation. After
about two vears, disagreements arose bet-
ween the parties stemming froin the failure
to transfer assets to the corporation.
Corporate tax returns were filed for 1975
and 1976, reporiing the income and ex-
penses from the joint operation. After the
disagreements arose, the taxpavers retained
a new accountant who reported the income
and expenses from the dairy operation on
individual returns for 1977 and thereafter.
The new accouniant also filed amended in-

dividual returns for 1975 and 1976, which
reported the income and expenses from the
dairy operation, The amended individual
returns resulted in a refund from 1975 and
1976 as well as a net operating loss that was
carried back to generate a refund for the
previous three years.

The Internal Revenue Service (IRS) par-
tially disallowed the refund claims. The
reasons for denying the claims were that the
amended returns were filed after the due
date of the original return and that the in-
come and expenses must be reported on the
corporate return,

The court disagreed with the IRS. The
court held that 1he returns could be amend-
ed anytime within three years of the due
date of the original return. The court also
held that the corporate structure should be
ignored for income tax purposes since the
parties never operated the dairy farm as a
corporation. The fact that they intended to
operaie as a corporation is not enough to
establish a corporation for tax purposes.

—Philip E. Harris

Moratorium provision applied to any adverse
action on a borrower’s debt

In Shick v. Farmers Home Administraiion,
748 F.2d 35 (ist Cir., 1984), the Farmers
Home Administration {FinHA) held a se-
cond mortgage on a Massachusetts dairy
farm, and a first chaucl mortgage on
livestock and equipment. The security in-
strument contained usual language forbid-
ding sale or disposition of the collateral
without FmHA’s written consent and that
failure 1o comply constituted deflault. Bor-
rowers were af all times current in their pay-
ments to FmHA, but sold some of their
livestock without consent. FmHA respond-
ed with a notice of acceleration. After an
unsuccessful local hearing on the decision
to accelerate, borrowers did not appeal 10
the next administrative level. Insiead, this
action was initiated, claiming violation of
FmHA’s enabling legislation.

The District Court granted the govern-
ment’s motion (o dismiss on the ground
that the plaintiffs had not exhausted ad-
ministrative remedies. While finding merit
in the District Court's determination, the
First Circuit did reverse — in pari because it
agreed with borrowers that failure of
FmHA 10 give notice to them of the avail-
ability of a moratorium on repayment of
the FmHA loans ar the tinie the loans were
accelerated {7 U.S.C. § [981a) cxcused bor-
rowers from exhausting their remedies,

The District Court had found 1he
moratorium provision inapplicable, arguing
that it applied only (o situations where bor-
rowers were unahle to make payments due

on their loans. Interpreting the provisions
more broadly, the First Circuit ruled that a
borrower must be given an opportunity to
demonstrate eligibility for moraterium
relief **...whenever the FmHA takes any
adverse action on his debt.”” In dicrum, the
Court emphasized that for a borrower to
successfully state a claim for relief under
§1981a, he must show three things: (1) that
fajlure to pay is due to ‘‘circumstances
beyond the borrower’s control;” (2) that
the borrower is Lemporarily unable to con-
tinue making payments; and (3} thar any ef-
fort to make payments would unduly im-
pair the standard of living of the borrower.

— John H. Davidson

Farmers Home
Administration and
the federal prosecutor

There is every indication of energetic
criminal prosecution of farmers who, with-
out prior consent, dispose of collateral
mortgaged 10 the Farmers Home Adminis-
tration (FmHA). In U.S. v. Lisko, 747 F.2d
1232 (8th Cir. 1984) the borrower repaid all
loans after selling property without FmHA
permission, and was sentenced to six mon-
ths imprisonmeni plus three years proba-
tion.

— John H. Davidson

58TATE
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This month we iniroduce a new fea-
ture in Agricultural Law Updare, Re-
poriers are being appointed for all
states and will be submitiing state
agricultural law developments of
local and genera!l interest on a regular
basis. We will publish a list of the
names and addresses of all staie re-
porters in a forthcoming issue.

NORTH DAKOTA, Statutory ex-
ception limiting landowner’s use of
honey bees for pollenation purposes
upheld as Constitutional exception to
state’s two-mile radius restriction on
commercial beekeeping locations,
Richter v. Jones, Civil No. 34921 (S.
Central Jud. Dist., 1985). — Alfen C.
Hoberg, assistanr attorney general.

PENNSYLVANIA. Pennsylvania
adopts the Worker and Community
Right to Know Act, recognizing that
employees, their families and the gen-
eral public face potential danger
from exposure to chemicals introduc-
ed into the workplace and the general
environment. The Act requires em-
ployers to list hazardous substances
and environmental hazards in the
workplace. Employees and the
general public have a right to this in-
formation. Act 159 of 1984, ap-
proved Oct. 5, 1984, Effective dates
are staggered with the earliest being
April 3, 1985, — John C. Becker,
Pennsytvania Srare Universiry.

PENNSYLVANIA. Ef Concilio
De Los Trabajadores v. Common-
wealth, 484 A2d 817 (Pa. Common-
wealth Ct. 1984). Under the Penn-
sylvania Seasona! Farm Labor Act,
persons who reside in living quarters
owned, leased or operated by an em-
plover or farm labor contractor and
occupied by four or more unrelated
persons, are defined as scasonal
farmworkers even if their employ-
ment is neither seasonal nor tem-
porary. In this case, workers were
employed to grow and harvest mush-
rooms throughout the year. The
court held that the Department of
Eavironmental Resources has a duty
to inspect mushroom industry farm
labor camp housing meeting the
above description. Guidelines and
regulations inconsistent with the
holding were declared invalid. —
John C. Becker, Pennsvivania State
University.
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Mineral owner’s tax treatment of oil and gas payments received
independent of production

by Judon Fambrough

Mineral owners are offered several
economic incentives for enlering an oil and
2as lease. As a rule, they are tendered (1) an
outright sum for sizning the {ease (known as
a bonus), (2) a promise of an annual
stipulated sum (known as a delay rental) o
heep the Jease in force unol production
commenues o1 the leuse expires, and (3) a
promise of a fraction of the oil and gas pro-
duced from the property (known as a rosvai-
tv). In the eveni the lease is cntered, the
mineral owner (or lessor) may find other
promises of additional economic value such
as minimum royaliies, payment of ad
valorem 1aves and compensation for
damages 1o the land.

Each promised payment, if received, has
certain tax implications to the recipient.
Mincral owners should undersiand the pro-
per tax treatment of each pavment in order
to avoid any 1ax pendliies and to attempt
some tax minimization.

The pavments accruing independent of
production can be broken down into three
general areas. Thev are: {a) payments
before production, (b) puaymems due to
temporary inrerruptions in prodaction and
(c) payments for damages 10 the land. The
mineral owner should remember that when
dealing with the first two categories, the
labcels or titles attached to the payments in
the lease do not necessarily control their rax
treatment. Rather, two characteristics ac-
companying each payment are critcal
They are recoupability — 1.e., can the pay-
mcui be recovered or deducted by the pro-
ducer (or lessee) from the mineral owner's
share of subsequent production and
aveidability — i.e., can the fulure payment
to the mineral owner be prevented or avoid-
ed by the lessee’s cilher abandoning the
lease or beginning dcvelopment and pro-
duction thereon.

(A) Payments Before Production

(1) Bonuses

Bonuses are an initial, unconditional

Judon  Fambraugh is a lecturer and
attorney-ai-tuw an the Agricultural
Economics Deparvment at Texas A & M
University. He o recefved  his  bachelor’s
degree from the Universiy of Arkansas and
fus muaster's degree from the University of
Missoury, boith in agriculiurul econontcs.
He received his J.D. deeree from the
University of Missourr afso. He curremiy
teaches a course m il and gas faw and does
research for the Texas Real Estute Research
Coenter.

payment disbursed to the mineral owner
(lessor) for executing the mineral leasc.
Unless otherwise provided in the lease,
bonuses are neither recoupable nor
avoidable. In other words, the lessee cannot
recover the bonus payvment from the
mineral owner's share of future production
nor may the payment bt avoided by ter-
minating or producing the Jcased property.
As such, mineral owners must report the
bonus pavments as ordinary income.
However, a portion of the payment may be
eligible for a tax deduction known as a
depletion allowance.

There are two types of depletion
allowances permitted by the Inlernal
Revenue Code (IRC). One is cost depletion,
the other is percentage.' The Tax Reduction
Act of 1975 appeared 1o restrict the usage
of percentage depletians to occasions where
actual production occurs and then only up
to 1,000 barrcls of averuge daily produc-
tion. Thus after 1975, lessors were relegated
to the use of cosi depletion for pavments
received in advance of production.

On Jan. 10, 1984, the U.S. Supreme
Court ruled in a 5-4 decision thar Section
613A (added by the Tax Redaction Act of
1975y was not intended to deny the
allowance for percentage depletion on ad-
vance royalty or lease bonus income.’ Ac-
cording to the case, “*The legislative history
of Section 613A discloses a clear congres-
sional intent to relain the percentage deple-
tion rules that existed in 1975, and under
which taxpayers leasing their interests in
mirreral deposits were entitled to a percen-
tage depletion on any bonus or advance
royalty whether there was production of the
underlying mineral or not.”” The decision
has been heralded as a landmark decision
for mineral owners.

Typically, bonuses are paid in a lump
sum at the beginning of the lease peried.
Although some tax deductions are available
for bonus payments via depletion allowanc-
es. mineral owners wishing to lower their
tax burden even further may consider tak-
ing the bonus on an annual installment
basis rather than in a lump sum. This would
allow the income to be spread over more
than one tax year.

To qualify for such instaliment reporting,
the mineral owner must satisfy all 1three of
the following requirements contained in
Revenue Ruling 68-606. They are: (1) the
installment bonus must nof be transferable,
{2) the installment bonus must not be readi-
iy saleable and (3) the taxpaver must be us-
ing the cash-receipts-and-disbursement

method af accounting.

(2) Delay Rentals

Delay rentals (or rentals, as they are
somerimes called) are a penalty paid by the
lessee for failing to drill upon, or exploir,
the leased property within certain time
periods. Generally, the time periods are
based on 12-month intervals. Delay rentals
are required, not for exrracting the oil or
gas, but for the privilege of deferring drill-
ing operation for another year. The failure
of the lessee to pay required rentals ofien
terminates the lease.

The tax treatment of delay rentals is quite
clear. They are non-recoupabte, avoidable
payments. As such, the mineral owner must
report them as ordinary income. No type of
depletion allowance is allowed.

(3) Advance Rovalties

Advance royalties are a payvment
tendered to the lessor, either in a lump sum
or periodically, until such time as produc-
tton commences. After that, no further
royalties are paid until the Jessee has
recouped the advance royalties from the
lessor’s share of production. (See IRC
612-3bl). Revenue Ruling 77-489 implies
that it makes no difference whether the pay-
mnent is avoidable or not. Either characteris-
tic may be present and the payment would
still be characterized as an advance royalty.
The critical facior is that it must be recoup-
able. To the lessor, advance royalties con-
stitute ordinary income subject to the
higher of cost or percentage depletion.’

Advance royallies are rarely found in
connection with oil and gas leases. Instead,
advance royalties are more popular in leases
having much longer primary terms, such as
in coal and lignite leases. The 1ax advantage
more evenly distributes the lessor's rovalty
over the life’of the lease.

(4) Minimum Royalties

It 1s difficult, if not impossible, to rendily
distinguish advance royalties from
minimum royalties. The two share many
commeaen characteristics, The [RC frequent-
ly discusses the two payments in the same
senience or section.® The tax treatment af-
forded advance royalties are more clearly
defined than minimum rovaliies.

IRC 612-3b3 defines minimum rovalties
as a substantially uniform annual payment
required throughout the life of the lease, in
the absence of mineral production requiring
a greater amouni. At first glance, it appears
the major difference between minimum
rovalties and advance royalties is that
minimum royalties are not recoupable.
However, there are other subtle differences.
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Basically, the only accurate statement
that cun be made concerning minimum
rovalties is that they do not possess anv uni-
quely distinguishing characteristics. They
could possibly possess any combination of
the four characleristics menrioned carlier —
recoupible or non-recoupable, avoidable or
non-avoidable. The exact manner in which
minimum royaitics are taxed depends solely
upon their characleristics negotiated in the
lease.

Probably the most common characteris-
tics the owners will negoiiate are avoid-
ability and non-recoupability. In other
wards, the lessee can avoid the payments by
terminating the lease. But at the same time,
the lessee cannot recoup the payment from
the lessor’s share of future production. As
such, the payments are taxed the same as
delay rentais — i.e., ordinary income not
subject 10 any type of depletion allowance.

It would be difficult to imagine a land-
owner negotiating a nen-avoidable, non-re-
coupable mimmum royalty payment. This
would mean the lessee would be reguired to
make the minimum payments for a stipu-
lated period of time, regardless of whelher
the lease had terminated or not. However,
if such a payment were obtained, it would
be taxed to the landowner the same as
bonus payments received on the insiallment
basis as described earlier.

Minimum royalties are commonty found
in oil and gas leases, but 1n a different form
than just described. Basically, the lease pro-
vides that the minimum royalty payment
will arise only after production begins.
Then, if the lessor’s share of subsequem
production falls below some stipulated
amount ($50 per acre per year in the exam-
ple), the lessee must either make up for the
difference or forfeit the lease. This type of
mnimum royalty provision keeps the lessee
from maintaining a lease only with minimal
royalty payments. (See Table A}. To deter-
mine the taxability of these payments, the
landowner must ascertain whether the
minimum royalties are avoidable or non-
avoidable, recoupable or non-recoupable.

{5) Exploration and Easement Rights

Payments for exploratory (or seismo-
graphic) rights and easemeni rights rep-
resent anclher important pre-preduction
payment 1o mineral owners who also own
the surface. Generally, these are treated in
one of two ways. lf the payments represent
compensation (or rental) for the use of the
land (and not for damages), the surface
owner must report them as non-depletable
ordinary income.®* However, if the
payments represent remuneration for sur-
face or subsurface damages, the owner
should be permilted (o treat a portion of
such amounts as a non-laxable return of
capital, thus lowering the basis in the land.
(See Section C on Damages for a full discus-

sion}. If the damage payments exceed the
surface owner's basis in the land, the excess
would constitute taxable income.

{6) Ad ¥slorem Taxes

The last pre-production payment general-
ly available 1o mineral owners are the pay-
ment of the lessor's ad valorem (property)
taxes by the lessee on the leased property.
In most states, no ad valorem taxes are as-
sessed on the mineral estale until after oil or
eas production begins. The assessments are
then made according (o the percentage of
interest each party has in the venture. For
example, if the mineral owner has reserved
a one-eighth royalty, the mineral owner

would be charged with cne-eighth of the an-
nual mineral tax assessment and the lessee
would be charged with the remaining seven-
eighths.

Recently, mineral owners who also own
the surface have been negotiating surface
damauge clauses in leases to offset this rule.
A surface damage clause makes the pro-
ducer liable for a/f surface damages regard-
less of the cause or nature.

The tax treatment of surface damages de-
pends upon whether compensation is re-
ceived by the surface owner. For example,
assume surface owner A has two acres (otal-
ly destroyed by operations of an oil com-

S/A

$200

$150 —

$104 —

$ 50 —

TABLE A
MINIMUM ROYALTIES AFTER PRODUCTION

Lessor’s Royalty
Curve

Minimum Royaliies

<
‘-_‘__.-
— .
-~

| L T |

1980 1981 1982 1983

1984 1985 1986 1587 1988

TABLE B
TAX SUMMATION OF PAYMENTS
RECEIVED BY MINERAL OWNERS INDEPENDENT OF PRODUCTION

Avoidabhle

Non-avoidable

*1

. [ 1
Recoupable Advance royalties

* Senme minimum royalties

*2
* Advance royalties
* Some minimum royalties

*3

* Delay rentals

¢ Ad valorem taxes
¢ Shut-in payments
Non-recoupable .

Compensation for use of
land (not damages)
* Most minimum royalties

*4
* Bonuses
¢ Few minimum royaliies

cenlage or cost depletion.

All the above classifications may be altered by specific lease provision.
*1 Payments in this category represent ordinary income subject 10 the higher of per-

*2 Pavments in this category have the same tax treatment as those in Category |.
*3 Payments in this category represent non-depletable ordinary income.

*4 Payments in this category have the same tax treatment as those in Category 1.
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pany. Damages are estimated at $10,000-
$20,000 for {ost profits 10 growing crops —
the balance for pcrmanent damages to the
land. 1t A had purchased the surlace acre-
age three vears earlier for $300 per acre,
how would the damage payments be taxed
if A is fully paid?

First, A must report the damages to the
growing crops as ordinary income. Some-
times such paymenis are characterized as
lost profils. Either way they are taxed the
same — as ordinary income.’

Secondly, the permancnt damages to the
land must be divided into (wo categories.
One portion represenis the non-laxable
return of capital {or basis); the excess repre-
sents taxable income. Thus, 31,000 of the
remaining 38,000 would constitute the non-
taxable rcturn of A's invesiment in the two
acres. The remaining $7,000 would be tax-
able income. Since A has owned the proper-
ty for over one year, the $7,000 would be
capital gains income.®

A more perplexing tax problem faces sur-
face owners who are not compensated for
surface damages. In the leading case of
Pugh,'* the Board of Tax Appeals agreed
that the landowner had sustained %50,000
of uncompensated damages to the land due
1o impregnation of the soil with oil and salt
water. However, the taxpayer was not en-
titled 1o a loss deduction in the absence of a
sale or other disposition of the property.
““A loss 15 not sustained during the taxable
yzar unless ascertained and realized more
definitely than by an opinion of changed
market value.”” The speculation could be
removed by a sale or other disposition of
the land. In no event, though, could the
non-taxable loss for uncompensated
damages exceed the taxpayer’s adjusted
basis in the land destroved.

The Internal Revenue Service {IRS) has
adopted the following guidelines for taxing
the payments.*

(1) In the absence of production, the prop-
erly taxes paid by the lessee for the lessor
represent delay rentals to the mineral owner
— i.e., non-depletable ordinary income.
(2) To the extent income generated from
production equals, but does not exceed, the
lessor’s portion of the ad valorem 1axes, the
payment is considered royalty income to the
mineral owner. To the extent income gen-
erated from production does not exceed the
lessor’s portion of the ad valorem taxes, the
excess paid by the lessee represents non-de-
pletable ordinary income to the lessor.

(B) Pavmenis for Temporary Interruptions
in Produchion

Most leases contain (wo provisions which
allow the lessee the privilege of conlinuing
the lease during periods when production is
temporarily suspended. The first is known
as a *‘shut-in,”” and the other as a “force
majeure.”” Unless otherwise stipulated in
the lease, the payments forthcoming from

either provision are avoidable and non-re-
coupable. By this, they ar¢ non-depletable
ordinary income to the mineral owner.

The shut-in provisions control the lease
whenever the gas (and sometimes oil) is not
being ‘“‘sold or used'” by the lessee. The
leading cause of such interruptions are the
lack of a market for the product or the un-
availability of transmission facilities such as
pipelines.

The shut-in paymenis have two different
names. If the lease will be forfeited (or lost)
by the lessee’s missing the payment, it is
called a shut-in royalty; if not, it is called a
shut-in rental. In either case, the U.S. Fifth
Circult Court has ruled the payments are
cleariy non-depletable ordinary income in
the same nature as delay rentals.” For areas
not in the Fifth Circuit, the tax treatment
should be scratinized more closely,

The force majeure clause, on the other
hand, governs the lease whenever apera-
tional activities must be suspended for rea-
sons beyond the lessee’s control. The
leading causes are labor strikes, adverse
weather conditions and governmental regu-
lations. Generally, no pavments are re-
quired to keep the lease in force during such
stoppages. If payments should be required,
they would receive the same tax treatment
as the shut-in payments just described.

(C) Paymenis for Damages to the Land

As a general rule, the lessee or producer
is not liable to the surface owner for any
damages inflicted on the surface during the
reasonable development of the oil and gas
interest. This rule stems from the fact that
the mineral estate is viewed in most jurisdic-
tions as the dominant estate. This gives the
mineral owner (and the mineral lessee) the
right to use as much of the surface as is rea-
sonably necessary for the full enjoyment
and development of the mineral property.
Only when the producer goes beyond what
is reasonable or negligently injures the sur-
face will the lessee be liable for surface
damapes.

Conclusion

The primary concern of most mineral
owners when negotiating an oil and gas
lease is to get the greatest monetary return
possible. While this is a natural tendency,
the mineral owner may find a great deal of
each payment subject to taxation. By hav-
ing some basic knowledge of the tax laws
regulating the payments received indepen-
dent of oil and gas production, the mineral
owner should be able to realize both a high
monetary return and the lowest possible tax
liability.

‘JRC Section 612 allows cost depletion. IRC
Section 613A allows percentage depletion.

*Conmissioner v. Engle from Seventh Circuit
and Ffarmar v. U.5. from U.S. Court of Appeals
were heard and decided together on Jan. 10.
1984, As referred Lo in this arlicle, the full text of
the case was taken from Volume 52, No. 26, pp.
4033-403%9 of The United States Law Week.

'TREAS. REG. Sec. 1.612-3(b) (1) as modified
by the recent Supreme Court decision noted
above.

*See TREAS. REG. Sec. 1.62-3(b) (3) for exam-
ple.

'A.L. Wassonv. U.S., 51 AFTR 1733 affd. at |
AFTR 2d 564.

‘Rev. Ruling 72-165.

tJohnson et.al. v. Phinney, 287 F 2d 544, 7
AFTR 2d 860, (5th Cir.; 1961).

'Levy Collins Jr., Paragraph 59, i74 P-H Memo
TC. Here the court stated, ““And it is well
established that a sum received in settlernent
based upon a claim of loss of business profits
constitutes taxable income, but where the
seltlement representis damage for lost capital
rather than for lost profit, the money received is
a return of capital and is not taxable.*”

*Ibid. Further in the opinion the court stated,
““Ta the extent the payments were...for
damages (o capilal, (they are) taxable only to the
extent they exceed the basis (in the caphall.””

YPugh v. Commissioner of Internai Revenue, 49
F 24 76, % AFTR 1280 (Sth Cir.; 1931), Cert.
Denied 284 U.S. 642,

Priority of security interests

Conflicting security interests in farm equip-
ment presented the Court of Appeals of
Kentucky an opporiunity to reconcile Sec-
tions 9-306 and 9-308 of the Uniform Com-
mercial Code (UCC), as embodied in
KRS$§§ 355.9-306 and 355.9-308. /.. Case
Co. v. Borg-Warner Acceptance Corp.,
No. 83-CA-A-MR (Ky. Feb. 10, 1984),

An equipment manufacturer sold two
pieces of farm equipment to a farm equip-
ment dealer subject to a security interest
perfected by the manufacturer, Pursuant to
the terms of the security agreement, the
dealer sold the equipment to customers.
Both customers executed retail installment

contracts, which the dealer assigned to
Borg-Warner.

Borg-Warner filed financing statements
covering the equipment and assumed the
position of a purchaser of chatte] paper
who gave new value and took possession of
the paper in the ordinary course of busi-
ness, KRS§ 355.9-308 (UCC§ 9-308). Borg-
Warner thereby qualified as an unpaid
transferee of chattel paper and pursuant to
KRS§ 355.9-306(5)(b) (UCC § 9-306(5)(b)),
Borg-Warner’s security interest took priori-
ty over the perfected security interest of the
equipment manufacturer,

— Terence J. Centner
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Recent publications

Arkansas Bar Assocuation, -1 Sywem fur
Acehvising Landowners, Furmers, Ranchers
and Agribusiiess {(1984).

R. Coltrane, lmmneration Reforim and
Agricultural Lebor (USDAZERS Ag. Feon.
Report No. 510, 1984),

S. Rediield, Vanrsfung Furmbend: -1 Legul
Sofunon for the Staies (Leainglon Books,
194.4).

G. Douglass, ed., Culiivartine Agriculivral
Literacy: Chotlenve for the Liberal Ares
(W.K. Kellogg Foundation, 1985).

— Donuld B. Pedersen

Capital gains
treatment not
rejected

A laxpaver who received soybeans as a gift
from a farmer asked the Internal Revenue
Service (IRS) far a ruling on the following
two questions:

1. Arethe sovbeans a capital asset in the
hands of the donee?

2. Can the donor's holding peried be
tacked to the donee’s holding period
for purposes of the long-term capital
gain helding period?

In a letter dated Dec. 20, 1984, the IRS
stated that it will not issue an advance rul-
ing on these questions for two reasons.
First, the determination rcquested is
primarily one of fact, Secondly, the TRS
does nol issue advance rulings gn the ques-
tion of whether or not property is held pri-
marily for sale to customers in the ordinary
course of business.

This refusal to rule tacitly approves the
taxpayer’s position thar the character of the
grain in the hands of the donce depends
upon the donee’s use of the grain. The fact
that the grain was inventory in the hands of
the donor does not preciude the grain from
being a capital asset in the hands of the
donee.

Therefore, if the transaction is carried
out properly, a farmer can not only shift
the income from grain to a donec but the
character of the income can also be con-
verted from ordinary income Lo capital
gains.

By refusing to rule on the questions
presented, the 1RS has given no indication
of its position on the second question.
While it did not take this opportunity to re-
ject the argument that the holding periods
can be racked, it also did not tacitly ap-
prove of the argument by saving the deter-
mination was prmarily one of fact.

—Phitip E. Harris

Breach of warranty-tractor-loss of crops

In the recent case of Svila v. Massey-
Ferguson Inc., 595 F. Supp. 590 (E.D.
Mich. 1984), a farmer, using alternative
theories of negligence, common law implied
warranties and Uniform Commercial Code
(UCC) warranties, sought to recover
economic damages from the manufacturer
of a tractor which malfunctioned and
prevented the farmer from planting his
crops. The judge rejected all of these
theorics and granted Massey’s motion for
summary judgment. A nuinber of reasons
were given. The court characterized the loss
of crops as a pure economic loss (direct and
consequential) and, under Michigan law, a
plaintiff cannot utilize a negligence-produet
liabitity theory to recover an economic loss.

Thus, the UCC must provide the source
for a plaintiff’s cause of action when a pure

economic loss is involved. The farmer’s
claim was not sustainable under the UCC
because the four-year statute of limitations
in § 2-725(2) had run, The court, however,
went on to discuss briefly the substance of
the warranty claim. After noting the UCC
warranty provisions, not commeon jaw war-
ranty rules, were applicable, the court con-
cluded that the record indicated the farmer
had understood the acceptance of the trac-
tor and the dealer’s express warranty ex-
cluding all other warranties, express or im-
plied. Accordingly, any common law im-
plied warranty theory was barred.

A new informative source on warranties
is B. Clark and C. Smith, The Law of Prod-
uct Warranties (Warren Gorham and La-
mont, 1984).

— Keith G. Meyer

Eighth Circuit adopts narrow view of lien

avoidance powers

Under Seetion 522(0N(2), the debtor may
avoid a non-possessory, non-purchase
money security interest in certain types of
property to the extent that such a security
interest impairs an exemption in such prop-
erty 10 which the debror would have been
entitled under State Law Exemptions or the
Bankruptcy Code Lxemptions.

Included in the 1vpes of properiy set
forth in Section S22(f)(2) are household
goonds and furnishings, wearing apparel, ap-
pliances, books, animals, crops, musical in-
struments and jewelry that are held *‘pri-
marilv (or the personal family or household
use of the debtor' and *‘implements, pro-
fessional books or tools of the trade’’ of the
debtor.

In Marrer of Thompson, 750F.2d 628
(8th Cir. 1984}, the Eighth Circuit Court of
Appeals adopted a narrow view of the lien
avoidance powers of Section 522. In
Thompson, the debtors attempted to avoid
a non-purchase money, non-possessary se-
eurity interest in 210 pigs, all of which were

under six months of age. Under lowa law,
such an exemption was allowed.

The only issue, therefore, was whether
the lien avoidance provisions of Section 522
could be applied to such property. The
Court found that Congress had intended
Section 522(f}2) to apply only 1o thosc
“personal goods necessary to the debtor’s
new beginning and of littie resale value.”
According to the Court, the primary goal of
the lien avoidance statute was Lo prevent
creditors from forcing debtors in bankrupt-
¢y o reaffirm consumer debts, It was not
intended to apply to hogs, which con-
stituted a capital business venture.

The holding in Thompson would appear
to directly conflict with the previous hold-
ing of the Third Circuit in Augustine vs.
U.S., 675 F.2d 582 (3rd Cir. 1982). In
Augustine, the Third Circuit allowed the
debiors to avoid liens in farm implements,
including a tractor, totaling $i1,800.

— Phithp L. Kunke!

Liguidations of Farm Credit System Banks

and Associations

The Farm Credit Administration {FCA),
acting through the Federal Farm Credit
Board, has published proposed amend-
ments 1o its regulation relating 1o voluntary
and involuntacy liquidation of Farm Credit
System Banks and Associations, The ex-
isting rcgulations appear at 12 C.F.R.
611.1130. The proposed regulations incor-
porate the provisions contained in the

orders that have been issued by the FCA to
date in connection with specific receiver-
ships, and set forth powers and duties of re-
ceivers, rights of creditors and stock-
holders, and inventory and examination re-
quirements associated with recetverships.
The proposed rule appeared at 50 Fed. Ree.
6000 (1985).

— Donald B. Pedersen
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A 4Lt Disringuished Service AAward

The Armerican Agricultural Law Association inviles nominations for the ** Distinguished Service Award."” The Award is designed 10 recognize
distinguished cantrtbutions to agricultural law in practice, research, 1eaching, extension, administration or business. Any member of Lhe Associ-
alion may nominate ancther member for selection by submitting the name 10 the Chair of the Awards Committee. Any member making a nomi-
natien should submic hiographical information in five copies of no more than four pages each in support of the nominee, A nominee must be a
current member of the Association and must have been a member thereof for at least the preceding three vears, Nominations for this year musl

ke made by May 1.

Second Annual Student Writing Competition ——
The Association 1s also spensoring its second annual student writing competiton. This year, the Association will award twa cash prizes in the
amounts of $500 and $250. Fhe competition is open to all undergraduate, graduate or law students currenily enrolled at any of the nation's col-
leges or law schools, The winning paper must demonstrate origmal thought on a question of current interest in agricultural law. Articles will be
judged for preceptive analysis of the issues, thorough research, originality, timeliness, and writing clarity and style. Papers must be submitied 1o
the Association by May 1, 1985,
{nquiries concerning both programs should be directed to either:

Professor David A, Mvyers Professor Neil D. Hamilton
President-Elect Chair, Awards Comunitiee

Amenican Agricnltural Law Association  or  American Agricultural Law Association
Valparaiso University School of Law Drake University Law School
Valparuisg, Indiana 46383 Des Moines, lowa 50311

(219) 464-5477 (515) 271-2947

A 414 requests nonlinees
The AALA Nominating Commuiitee requests your candidate suggestions and selection comments for the 1985-86 ofTice of the president-elect and
two ncw membuers of the Board of Directors for the three-year term of 1985-88, To be considered, namimations must be received by the Commilt-
tce Chairmaun, J.W. Loouey, no later than April 1, 1985, Please communicale your nominations and cousinents to:

Dean J.W. Looney, University of Arkansas School of Law, Waterman Hall, University of Arkansas, Fayetteville, AR 72701
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