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P used the percentage depletion nmethod to
cal cul ate depletion deductions for its mne, M which
was placed in service on or before Dec. 31, 1989. P
was subject to the alternative mninmmtax but did not
make adj usted current earnings (ACE) adjustnents under
sec. 56(9)(4) (O (i) or (F)(ii), I.RC, for depletion
for Meven though Ms adjusted basis had been fully
depl eted for cost depletion purposes. Wen calculating
the sec. 57(a)(1), I.RC, preference for M P included
devel opment costs capitalized under sec. 56(a)(2),
. RC, in Ms adjusted basis.

Held: Sec. 56(9)(4)(F) (i), I.R C, does not
preclude the sec. 56(g)(4)(O (i), I.RC, ACE
adj ustment from applying to depletion.

Hel d, further, unanortized sec. 56(a)(2), |I.RC
costs are not included in Ms adjusted basis for
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pur poses of cal culating sec. 56(g)(4)(O(i), I.RC
ACE adjustnents for depletion.

Hel d, further, because of R s concessi on,

unanorti zed sec. 56(a)(2), I.R C, costs may be
included in Ms adjusted basis for purposes of
calculating sec. 57(a)(1), I.R C, preferences for the

years at issue.

Hel d, further, to the extent that the sane anounts
are not also treated as sec. 57(a)(1), I.RC
preferences, P is required to make a sec.
56(9)(4)(O (i), I.RC., ACE adjustnent for depletion
for M

David D. Aughtry, Arnold B. Sidman, and WIlliam O

G insinger, for petitioner.

Curt M Rubin and Jennifer S. MG nty, for respondent.

OPI NI ON

GCEKE, Judge: This case is before the Court on the parties’

cross-notions for partial summary judgnment. After concessions,!?

the primary issue for decision, for purposes of adjusting

petitioner’s alternative mninmmtaxable income (AMIl) under the

alternative mnimumtax (AMI), is whether section 56(g)(4)(C) (i)?

! Respondent concedes the portions of the adjusted current

earnings (ACE) adjustnents set forth in the notice of deficiency
attributable to petitioner’s Twin Creeks M nes nmade pursuant to

SecC.

56(g)(4) in the amounts of $3, 659, 182, $12, 676, 115,

$22, 655,817, and $6, 574,253 for the years ending Dec. 31, 1994,

Dec.

31, 1995, Dec. 31, 1996, and May 5, 1997, respectively.

2 Unl ess otherwi se indicated, all section references are to
(continued. . .)
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l[imts the depletion deduction for a mne placed in service on or
bef ore Decenber 31, 1989, specifically petitioner’s Mesquite
M ne, to depletion deductions allowed in conmputing earnings and
profits, or whether section 56(g)(4)(F) alone governs al
adj usted current earnings (ACE) adjustnents relating to depletion
regardl ess of when the property is placed in service. W nust
al so deci de whet her unanortized m ne devel opnent costs that nust
be capitalized and anortized under section 56(a)(2) (unanortized
section 56(a)(2) costs) are included in the adjusted basis of
depl et abl e property, specifically the Mesquite M ne, for purposes
of determning (1) the anount of section 57(a)(1l) preferences,
and/or (2) the anount of section 56(g)(4)(C (i) ACE adjustnents
for depletion.

We hold that unanortized section 56(a)(2) costs are not
included in the adjusted basis of depletable property for
pur poses of determ ning the anmount of section 56(g)(4)(C (i) ACE
adjustnents for depletion. In addition, because respondent
conceded that unanortized section 56(a)(2) costs may be incl uded
in the adjusted basis of depletable property for purposes of
determ ning section 57(a)(1) preferences, petitioner is not

liable for any increases in its AMI liability that m ght

2(...continued)
the I nternal Revenue Code (Code) in effect for the years at
issue, and all Rule references are to the Tax Court Rul es of
Practice and Procedure.
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otherwi se arise fromour holding on this issue. W hold further
that section 56(g)(4)(C) (i) applies to depletion of the Mesquite
Mne to the extent that the amount by which the depletion
deductions attributable to the Mesquite M ne exceeded the mne’s
adj usted basis during the years at issue is not also treated as a
section 57(a)(1) preference.

Backgr ound

The record establishes or the parties do not dispute the
follow ng facts.

Petitioner is the successor in interest to the Santa Fe
Pacific Gold Corp. and an alternate agent for the Santa Fe
Pacific Gold Corp. & Subs. Consolidated G oup. At the time it
filed its petition, petitioner’s principal place of business was
Denver, Col orado.

Petitioner owned several gold mnes during the taxable years
endi ng Decenber 31, 1994, 1995, and 1996, and May 5, 1997 (the
years at issue), that were placed in service on or before
Decenber 31, 1989. Petitioner’s Mesquite Mne was placed in
service in Septenber 1981, and petitioner’s two Twin Creeks M nes
were placed in service in Decenber 1987 and March 1989.

Petitioner calculated its depletion deductions using the
percent age depl eti on nmethod under section 613, as opposed to the
cost depletion nmethod under section 612, for regular tax purposes

for all of its mnes during the years at issue. Petitioner was
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subject to the AMI during the years at issue, and it included
section 57(a)(1) preferences for depletion when calculating its
AMTI . When calculating its ACE adjustnent, petitioner did not
make any adjustnents under section 56(g)(4)(C (i) for mnes that
were placed in service on or before Decenber 31, 1989.
Petitioner incurred devel opnent costs under section 616(a) for
its mnes, which it capitalized and anortized over a 10-year
period as required by section 56(a)(2).

On Novenber 13, 2006, respondent issued a notice of
deficiency to petitioner for the years at issue. Respondent nmade
the foll ow ng changes to petitioner’s ACE adjustnents for

depl etion:?®

Year Reported ACE Adj ust ed ACE

1994 $6, 119, 535 $12, 676, 873
1995 18, 517, 208 42,115, 880
1996 3,004, 144 44,790, 687
1997 2,378, 500 13, 738, 815

Petitioner tinely petitioned the Court to review
respondent’s determ nations. The parties filed cross-notions for
partial summary judgnent on the issue of whether section
56(g)(4)(C) (i) requires ACE adjustnents for depletion for m nes
pl aced in service on or before Decenber 31, 1989. Because one of

petitioner’s argunments is that section 57(a)(1) precludes the

3 Respondent al so made ot her adjustnents in the notices of
deficiency that the Court will address in a separate opinion.
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application of section 56(g)(4)(C (i) to depletion, we nust also
determ ne whet her sections 57(a)(1) and 56(g)(4)(C (i) perfectly
overlap when applied to depletion. This in turn depends on
whet her unanorti zed section 56(a)(2) costs are included in the
adj usted basis of depletable property for purposes of determ ning
section 57(a)(1) preferences and/or section 56(g)(4)(C (i) ACE
adj ustments. Respondent concedes that petitioner correctly
reported the portions of the ACE adjustnents attributable to the
TwW n Creeks Mnes. The Twn Creeks M nes were not subject to the
section 56(g)(4)(C (i) ACE adjustnent because their adjusted
bases were greater than the depletion deductions attributable to
them See infra pp. 8-9. The parties filed nmenoranda in support
of their respective notions and in opposition to the opposing
party’s notion, and the Court held a hearing on these issues in
Washi ngton, D.C.

Di scussi on

Summuary Judgment

Summary judgnent is intended to expedite litigation and

avoi d unnecessary and expensive trials. Fla. Peach Corp. V.

Conm ssioner, 90 T.C. 678, 681 (1988). The Court nmay grant

summary judgnment when there is no genuine issue of any nateri al
fact and a decision nay be rendered as a natter of law. Rule

121(b); Sundstrand v. Conm ssioner, 98 T.C 518, 520 (1992),

affd. 17 F.3d 965 (7th Cr. 1994). The parties agree that there
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are no questions regarding any nmaterial facts related to the
i ssue before the Court and that the issue is a pure question of
| aw t hat shoul d be resol ved by sunmmary j udgnent.

1. Statutory Background

Congress enacted the AMI as a part of the Tax Reform Act of
1986 (TRA), Pub. L. 99-514, 100 Stat. 2085, in order to prevent
taxpayers with substantial econom c incone from avoidi ng
significant tax liability by using exclusions, deductions, and

credits. See Snap-Drape, Inc. v Commi ssioner, 105 T.C. 16, 21

(1995), affd. 98 F.3d 194 (5th Cr. 1996). The AMI equal s the
excess of the tentative mninmumtax over the regular tax for the
year. Sec. 55(a). For corporations, the tentative m ni numtax
is 20 percent of so nmuch of AMIl as exceeds the exenption anount,
reduced by the AMI foreign tax credit for the year. Sec.
55(b)(1)(B). AMIlI is the taxable incone of the taxpayer for the
year determned with the adjustnents provided in sections 56 and
58 and increased by the anount of itenms of tax preference in
section 57. Sec. 55(b)(2).

Section 56(g)(1) provides that the AMIl of any corporation
for the taxable year shall be increased by 75 percent of the
excess of the corporation’s ACE over the corporation’s
preadj ustment AMIl, which is the taxpayer’s AMIl determ ned
w thout regard to section 56(g) or the alternative tax net

operating | oss deducti on.



- 8 -
A.  Section 56(q)(4)(Q (i)

Section 56(g)(4)(C (i) provides that in determ ning ACE, no
deduction is allowed for any itemthat would not be deductible
for any taxable year for purposes of conputing earnings and
profits. Section 56(g)(5)(A) provides that the term “earnings
and profits” neans earnings and profits conputed for purposes of
subchapter C. Section 1.312-6(c)(1), Incone Tax Regs., provides:

In conputing the earnings and profits for any period
begi nning after February 28, 1913, the only depletion
or _depreciation deductions to be considered are those
based on (i) cost or other basis, if the depletable or
depreci abl e asset was acqui red subsequent to February
28, 1913 * * *  Thus, discovery or percentage

depl etion under all revenue acts for mnes and oil and
gas wells is not to be taken into consideration in
conputing the earnings and profits of a corporation.

[ Enphasi s added. ]

Sections 611 through 614 govern deductions allowable for
depletion of natural resources. Section 613 allows taxpayers
deductions for depletion that are based on a percentage of gross
i ncone, regardless of the adjusted basis of the property, if the
deductions are larger than they woul d be under the cost depletion
met hod. Section 612 governs cost depletion, an alternate nethod
of cal cul ati ng depl eti on deductions using the adjusted basis of
the property provided in section 1011. See also sec. 1.611-
2(b)(2), Incone Tax Regs.

When the AMI applies, section 56(g)(4)(O (i) offsets the
per manent benefit of the percentage depletion nethod by requiring

an ACE adjustnent if a taxpayer’s depletion deduction exceeds the
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adj usted basis of the property. The section 56(g)(4)(C (i) ACE
adj ust nrent equal s the excess, if any, of the taxpayer’s current
depl eti on deduction for the property for regular tax purposes
over the aggregate of the deductions allowable for the current
year and for future years when cal cul ating earnings and profits.
Section 1.56(g)-1(d)(1), Incone Tax Regs., provides:

no deduction is allowed in conputing adjusted current
earnings for any itens that are not taken into account
in determning earnings and profits for any taxable
year * * *  Thus, to the extent an itemis, has been,
or will be deducted for purposes of determ ning
earnings and profits, it does not increase adjusted
current earnings in the taxable year in which it is
deducted for purposes of determ ning pre-adjustnent
alternative m ni numtaxable inconme. * * * [Enphasis
added. ]

Because a taxpayer is never allowed depletion deductions in
excess of the adjusted basis of the property under the cost

depl eti on nethod, section 56(Qg)(4)(C (i) requires an ACE

adj ustnrent of the anpbunt by which the depletion deduction for the
property exceeds the adjusted basis of the property. However, to
the extent that the taxpayer has an adjusted basis in its
property, section 56(g)(4)(C (i) does not require an ACE

adj ustnment even if the taxpayer deducts an anount for depletion

t hat exceeds what it would be all owed under the cost depletion
met hod because the excess deduction wll be allowed as a

deduction under the cost depletion nmethod in a future year.
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B. Section 56(q)(4)(F)(i)

For a taxpayer subject to the AMI owning m nes placed in
service after Decenber 31, 1989, section 56(g)(4)(F)(i) offsets
both the tenporary and the permanent benefits of the percentage
depl eti on net hod:

(F) Depletion.--

(i) I'n general.--The all owance for depletion with
respect to any property placed in service in a taxable year
begi nning after Decenber 31, 1989, shall be cost depletion
under section 611.

This requires an ACE adjustnment for the difference between a

t axpayer’s depl eti on deduction and the anount that would be
allowed if the taxpayer calculated its depletion deduction using
t he cost depl etion nethod.

To the extent that both section 56(g)(4)(C (i) and (F)(i)
woul d otherwi se require ACE adjustnments (as would be the case if
a mne was placed in service after Decenber 31, 1989, and its
adj usted basis is less than the depl etion deduction), the
t axpayer must nake an upward ACE adj ustnment only under section
56(g)(4)(F)(i). See infra pp. 18-19. Wen a mne’s adjusted
basis is fully depleted, the ACE adjustnents under section
56(g)(4) (O (i) and (F)(i) will both equal the deduction all owed

under the percentage depletion nethod. Because the adjustnent

under section 56(g)(4)(F)(i) wll offset the benefit of deducting
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an anmount that would not be deductible for purposes of conputing
earni ngs and profits, section 56(g)(4)(C (i) does not apply.*

C. Section 57(a)(1)

Section 57(a)(1l) is also designed to offset the pernmanent
benefit of the percentage depletion nethod. It includes as a tax
preference itemthat nust be added to AMIl under section
55(b) (2) (B)

(1) Depletion.--Wth respect to each property (as
defined in section 614), the excess of the deduction

for depletion allowable under section 611 for the

t axabl e year over the adjusted basis of the property at

the end of the taxable year (determ ned w thout regard

to the depletion deduction for the taxable year). * * *

Section 614(a) defines “property” as “each separate interest
owned by the taxpayer in each mneral deposit in each separate
tract or parcel of land.”

Section 1.57-1(h)(3), Incone Tax Regs., which further
expl ains section 57(a)(1), provides:

(3) Adjusted basis. For the determ nation of the

adj usted basis of the property at the end of the

t axabl e year see section 1016 and the regul ations

t her eunder .

Therefore, to the extent that a taxpayer’s depletion
deduction exceeds the adjusted basis of the property determ ned

under section 1016, the taxpayer has a preference item under

4 Exanples 1-4 in the appendix to this OQpinion illustrate
the operation of sec. 56(g)(4)(CO (i) and (F)(i) and the views of
the parties and the Court on whether sec. 56(g)(4)(C (i) applies
to depl etion.
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section 57(a)(1) that will be added to its AMIl under section
55(b) (2).

D. Unanortized Section 56(a)(2) Costs

Section 616(a) allows a taxpayer to currently deduct m ne
devel opnent costs. A taxpayer’s election under section 616(b) to
deduct those costs ratably according to units of ore sold may
defer a portion of the deduction. However, section 291(b)
provi des that, for corporations, the anount that woul d otherw se
be deducti bl e under section 616(a) nmust be reduced by 30 percent,
but that the anmount not allowable as a current deduction may be
anortized and deducted ratably over a 60-nmonth period. As an
alternative, section 59(e) provides that a taxpayer nmay el ect for
regul ar tax purposes to anortize the expenditures that woul d
ot herwi se be allowed as a deduction under section 616(a) over 10
years without regard to section 291.

Section 56(a)(2) provides that if a taxpayer is subject to
the AMI, when cal culating AMII the taxpayer nust anortize over 10
years any m ne devel opnment costs that it would ot herw se have
deducted currently under section 616(a), w thout regard to
section 291. However, if a taxpayer makes an el ection under
section 59(e), section 56(a)(2) does not apply.

A key issue in this case is whether unanortized section

56(a)(2) costs are included in the adjusted basis of depletable
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property when cal cul ati ng section 56(g)(4) (0O (i) ACE adjustnments
and section 57(a)(1) preferences.

[11. The Positions of the Parties

Petitioner argues that section 56(g)(4)(C (i) does not apply
to depl etion because ACE adjustnents for depletion my be nmade
only under section 56(g)(4)(F)(i). Because section
56(g)(4)(F)(i) does not apply to mnes placed in service on or
bef ore Decenber 31, 1989, petitioner argues that no ACE
adj ust nrent shoul d be nmade for depletion for mnes placed in
service on or before Decenber 31, 1989. |In support of this
argunent, petitioner asserts that: (1) Congress created a “grace
period” to protect mnes placed in service on or before Decenber
31, 1989, fromall ACE adjustnents for depletion; (2) the rules
of statutory construction show that section 56(g)(4)(C (i) does
not apply to depletion; (3) the legislative history of section
56(g)(4) confirms that section 56(Qg)(4)(C (i) does not apply to
depletion; (4) the statutory schene of section 56 makes sense
only if section 56(g)(4)(C (i) does not apply to depletion; and
(5) applying section 56(g)(4)(C (i) to depletion would duplicate
the adjustnent for tax preferences under sections 55(b)(2) and
57(a)(1).

Respondent argues that on its face section 56(g)(4)(C (i)
applies to both depletable and ot her property regardl ess of when

it is placed in service, while section 56(g)(4)(F)(i) applies
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only to depletable property placed in service after Decenber 31,
1989. Wil e subparagraphs (C (i) and (F)(i) overlap in sonme
cases, they are not in conflict or anbiguous. Therefore,
respondent argues that there is no need to resort to rul es of
statutory construction or legislative history; but even if we
were to use these tools, they would not alter the plain nmeaning
of the statute.

Respondent further argues that section 56(g)(4)(C (i) does
not nerely duplicate the adjustnent for tax preferences in
sections 55(b)(2) and 57(a)(1l) because sections 56(g)(4)(C (i)
and 57(a) (1) treat unanortized section 56(a)(2) costs
differently.

V. The “Grace Period” Argunent

Petitioner first argues that when Congress enacted the AM,
it included a grace period that protects mnes placed in service
on or before Decenber 31, 1989, from any ACE adj ustnents
resulting fromdepletion deductions. Petitioner clains that this
intention is found in section 56(g)(4)(F) (i), quoted above.
Petitioner argues that because the |imtation “after Decenber 31,
1989, ” also applies to six other specifically identified itens in
section 56(g)(4), Congress nust have intended for this “grace
period” to be an integral part of the AMI schene as a whol e.
Therefore, petitioner believes that section 56(g)(4)(CO (i) does

not apply to depl etable property placed in service on or before
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Decenber 31, 1989, either. Petitioner argues that if we do not
extend the “grace period” to section 56(9)(4)(O (i), we wll
negate the protection for depletable property placed in service
on or before Decenber 31, 1989, that Congress intended when it
limted the application of section 56(g)(4)(F)(i) to property
pl aced in service after that date.

We agree that by imting the reach of section
56(g)(4)(F) (i) Congress provided sone protection for taxpayers
owni ng depl etabl e property placed in service on or before
Decenber 31, 1989. Section 613(a) allows a taxpayer to calcul ate
depl eti on deductions using the percentage depletion nethod for
regul ar tax purposes if that nmethod results in a greater
deduction than a deduction cal cul ated under the cost depletion
met hod. However, for property placed in service after Decenber
31, 1989, section 56(g)(4)(F)(i) offsets the benefit of the
percent age depl eti on nmethod when the AMI applies. Unlike section
56(g)(4)(C) (i), section 56(g)(4)(F)(i) requires an ACE adj ust nent
in any year for which the taxpayer’s percentage depletion
deducti on exceeds the depl etion deduction cal cul ated under the
cost depletion nethod, even if the percentage depletion deduction
is less than the adjusted basis of the property. Therefore,
section 56(g)(4)(F) (i) may require an ACE adjustnent in
situations where section 56(g)(4)(O (i) would not apply. Because

the limtation in section 56(g)(4)(F)(i) protects property placed



- 16 -
in service on or before Decenber 31, 1989, fromthe ACE
adj ust nrent under section 56(g)(4)(F) (i), taxpayers owni ng such
property do not need to make ACE adjustnents for depletion unless
they have already fully depleted the adjusted basis of the
property.

Wil e section 56(g)(4)(F)(i) allows a taxpayer to enjoy the
tenporary benefits of the percentage depletion nethod if it owns
property placed in service on or before Decenber 31, 1989, we do
not see any indication that Congress intended this protection to
extend to the permanent benefits of the percentage depletion
nmet hod once the taxpayer has fully depleted the adjusted basis of
the property. Congress included in section 56(g)(4) both
subparagraph (C) (i) and subparagraph (G, which was redesignated
in 1990 but is materially the sanme as current subparagraph (F),

in TRAS [|f Congress had wished to limt the application of

5> Tax Reform Act of 1986, Pub. L. 99-514, sec. 701(a), 100
Stat. 2320; Omi bus Budget Reconciliation Act of 1990, Pub. L
101-508, sec. 11301(b), 104 Stat. 1388-449. The original sec.
56(g)(4) (G provided:

(G Depletion.—The all owances for depletion with
respect to any property placed in service in a taxable
year beginning after 1989, shall be determ ned under
whi chever of the follow ng nmethods yields deductions
with a smaller present val ue:

(i) cost depletion determ ned under section 611

or

(1i) the nethod used for book purposes.
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section 56(g)(4)(C (i) to property placed in service after
Decenber 31, 1989, it could have included a limtation simlar to
the one found in section 56(g)(4)(F)(i). In the absence of clear
evi dence that Congress intended to protect depletable property
pl aced in service on or before Decenber 31, 1989, fromall ACE
adjustnents related to depletion, we will not restrict the
application of section 56(g)(4)(C (i) to property placed in
service after Decenber 31, 1989.

V. Statutory Construction

Petitioner also argues that the rules of statutory
construction show that section 56(g)(4)(C (i) does not apply to
depletion. Petitioner supports its argument with three theories,
whi ch we address in turn.

A. No Provision Should Be Superfl uous

First, petitioner argues that courts nust attenpt to
interpret statutory provisions so as not to render any ot her

provisions in the sanme enactnent superfluous. See Freytag v.

Comm ssioner, 501 U S. 868, 877 (1991). Petitioner argues that

appl ying section 56(g)(4)(C (i) to depletion renders the
[imtation of section 56(g)(4)(F)(i) to mnes placed in service
after Decenber 31, 1989, superfl uous.

As di scussed above, subparagraphs (O (i) and (F)(i) do serve
different functions. While applying section 56(g)(4)(C (i) to

depletion renders the protection in section 56(g)(4)(F) (i)
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superfluous for the owner of property that has fully depleted the
adj usted basis of the property for cost depletion purposes, the
[imtation on the application of section 56(g)(4)(F)(i) is of
significant benefit for taxpayers with property placed in service
on or before Decenber 31, 1989, that have not fully depleted the
property’s adjusted basis. Petitioner enjoyed this benefit with
respect to its Twwn Creeks Mnes. See supra note 1. Therefore,
appl ying section 56(g)(4)(C (i) to depletable property placed in
service on or before Decenber 31, 1989, does not render the
[imtation in section 56(g)(4)(F) (i) superfluous.

B. The Particular Is Not Included in the General

Petitioner next argues that section 56(g)(4)(C (i) does not
apply to depletion because it is a general provision that
i ncludes what is already included in a nore particular provision,

section 56(g)(4)(F)(i). In United States v. Chase, 135 U S. 255,

260 (1890), the Suprene Court stated:

where there is, in the sane statute, a particular

enact nent, and al so a general one, which, in its nost
conpr ehensi ve sense, would include what is enbraced in
the former, the particular enactnent nust be operative,
and the general enactnent nust be taken to affect only
such cases wthin its general |anguage as are not
within the provisions of the particular enactnment. * * *

Wi |l e respondent agrees with this theory, he disagrees that
it applies in this case. Section 56(g)(4)(F)(i) is the
“particul ar enactnent” that deals specifically with depletion,

but it applies only to property placed in service after Decenber
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31, 1989. In the case of a taxpayer with property placed in
service after Decenber 31, 1989, whose depl eti on deduction
exceeds the adjusted basis of the property for cost depletion

pur poses, petitioner is correct that subparagraphs (O (i) and
(F)(i) would both require the taxpayer to nake the sane ACE
adjustnment to the extent that the depletion deduction exceeds the
adj usted basis of the property. Respondent concedes that in such
situations only the particular provision, section 56(g)(4)(F) (i),
applies. However, section 56(g)(4)(F)(i) does not apply to
property placed in service on or before Decenber 31, 1989.
Therefore, only the general provision, section 56(g)(4)(O (i),
applies to such property, and there is no overlap between the
particul ar and the general. Because the Mesquite M ne was pl aced
in service on or before Decenber 31, 1989, it is subject only to
the adjustnent in section 56(g)(4)(C(i).

C. Anbiquities Mist Be Resol ved Agai nst the Drafter

Petitioner next argues that anbi guous statutes nust be
resol ved against the drafter, in this case the Governnent.
However, this canon of statutory construction applies only where

statutes are anbi guous. Chickasaw Nation v. United States, 208

F.3d 871, 880 (10th Gir. 2000), affd. 534 U S. 84 (2001); see
also Wite v. United States, 305 U S. 281, 292 (1938). As

di scussed above, section 56(g)(4)(C (i) applies to all property

regardl ess of when it was placed in service, and it offsets the



- 20 -
per manent benefit of the percentage depletion nethod and ot her
deductions that are not all owed when cal cul ati ng earni ngs and
profits. Section 56(g)(4)(F)(i) applies only to depletable
property that is placed in service after Decenber 31, 1989, and
it offsets the tenporary and permanent benefits of the percentage
depletion nethod. W decline to read anbiguity into a statute
that has only one neaning on its face.

VI . Leqgi sl ative H story

Petitioner also argues that the legislative history of
section 56(g)(4) clarifies any remaining anbiguities and confirns
that section 56(g)(4)(C) (i) does not apply to depletion.
CGenerally, the Court |looks to legislative history only if the

statute is unclear. Blumyv. Stenson, 465 U. S. 886, 896 (1984);

Wodral v. Comm ssioner, 112 T.C 19, 22 (1999). However, we do

not find section 56(g)(4) unclear.

Furthernore, the legislative history of section 56(g)(4)
does not alter our understanding of the statute. The House
conference report for TRA explains that sonme adjustnments wll be
made to ACE according to how those itens are treated when
cal cul ating earnings and profits, and then goes on to say:
“Additionally, adjusted current earnings requires different
treatment of certain specifically listed itens.” H. Conf. Rept.

99-841 (Vol. I1), at 11-275 (1986), 1986-3 C.B. (Vol. 4), 1, 275.
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We agree that depletion is specifically listed in section
56(g)(4)(F)(i) and is therefore entitled to “different
treatnment”. However, it does not necessarily follow that the
general provisions in section 56(g)(4)(C (i) do not apply to
depl et abl e property that is outside the scope of section
56(9) (4) (F) (i).

VIl. The Statutory Schene of Section 56

Petitioner next argues that applying section 56(g)(4)(C (i)
to depletion conflicts with the statutory schene of section 56
because it: (1) Requires section 56(g)(4)(C (i) to be read in
isolation; (2) conflicts with the regulations; (3) is
i nconsistent wwth section 56(g)(4)(F)(i); and (4) is inconsistent
wi th respondent’s ACE wor ksheets.

Petitioner argues that respondent’s position, that section
56(g)(4)(C) (i) applies to depletion, is plausible only if section
56(g)(4)(C) (i) is read in isolation; and if we are to read
i ndi vi dual paragraphs in isolation, then section 56(Qg)(5)(B)
elimnates all section 56(g)(4) adjustnents.

We agree that phrases nust be construed in the Iight of the
overal | purpose and structure of the whole statutory schene.

Dole v. United Steelwrkers of Am, 494 U S. 26, 35 (1990);

Whodral v. Conm ssioner, supra at 22. However, we disagree that

respondent’s position is plausible only if section 56(g)(4)(C (i)

isread in isolation. Read by itself, section 56(g)(4)(C (i)



- 22 .
applies to all property regardless of when it is placed in
service and offsets the permanent benefit of the percentage

depl etion nethod and ot her deductions that are not allowed in any
year when conputing earnings and profits. Read in the context of
section 56 as a whole, it applies only to depletion if a taxpayer
owns depl etable property with an adjusted basis snaller than the
anount of the taxpayer’s depletion deduction and the property is
not subject to section 56(g)(4)(F)(i); i.e., was placed in
service on or before Decenber 31, 1989. \While section
56(9)(4)(F) (i) may limt its application, section 56(g)(4)(C (i)
does not conflict with the rest of section 56 unless we adopt
petitioner’s position that section 56(g)(4)(F)(i) is the only
section that governs ACE adjustnents for depletion. W decline
to create a conflict where there is none on the face of the
statute.

Furthernore, contrary to petitioner’s argunent, section
56(g)(5)(B) does not elimnate all section 56(g)(4) adjustnents.
Section 56(g)(5)(B) provides:

(5) O her definitions.— For purposes of paragraph (4)--

* * * * * * *

(B) Treatnent of alternative m ninmumtaxable
i ncone. —The treatnent of any itemfor purposes of
conputing alternative mninmmtaxable incone shall be
determ ned without regard to this subsection.
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Whil e we agree that section 56(g)(5)(B) cannot be read in
i sol ati on without causing sonme confusion, it is clear fromthe
statute as a whole that paragraph (5)(B) sinply neans that itens
used in maki ng ACE adjustnents should not be included in
preadj ustnent AMIl as well. O herw se, ACE woul d al ways equal
preadj ustment AMIl, and section 56(g)(1) would be neani ngl ess.

Petitioner also argues that the structure of the regul ations
indicates that depletion is treated separately from ot her
adj ustnments that are based on earnings and profits. Section
1.56(g)-1(d)(3), Incone Tax Regs., contains a partial |ist of
itenms not deductible in conmputing earnings and profits that does
not nention depletion, and section 1.56(g)-1(j), Inconme Tax
Regs., separately addresses depletion. Petitioner argues that
this neans that depletion is never subject to the general
earnings and profits rule. However, the list in section 1.56(Q)-
1(d)(3), Income Tax Regs., is clearly a “partial list”. Section
1.56(g)-1(d)(3), Incone Tax Regs., provides:

Itens described in paragraph (d)(1) of this section

[referring to itens not deductible in conputing

earnings and profits] are not taken into account in

conputing earnings and profits (and thus are not

deducti ble in conputing adjusted current earnings) even
if they are not identified in this paragraph (d)(3).

* * %

Therefore, it does not prove that there cannot be an ACE
adjustnment related to depletion under the general earnings and

profits rule, particularly because the regul ati ons under section



- 24 -
312 specifically include deductions under the percentage
depletion nethod as an itemthat is not allowable as a deduction
when cal cul ating earnings and profits. Sec. 1.312-6(c)(1),
| nconme Tax Regs. Furthernore, the specific regulation that
governs depletion, section 1.56(g)-1(j), Inconme Tax Regs.,
applies only to property placed in service after Decenber 31,
1989.
While noting that inplications drawn from subsequent
| egi sl ation provide a hazardous basis for divining the intent of
an earlier Congress, petitioner next argues that the
parenthetical in section 56(g)(4)(F)(ii), which was added in 1992
by the Energy Policy Act of 1992, Pub. L. 102-486, sec.
1915(a)(2), 106 Stat. 3022, confirms that section 56(g)(4)(O (i)
does not apply to depletion. Section 56(g)(4)(F)(ii) provides:
(1i1) Exception for independent oil and gas
producers and royalty owners.--In the case of any
t axabl e year begi nning after Decenber 31, 1992, cl ause
(i) (and subparagraph (Q(i)) shall not apply to any

deduction for depletion conputed in accordance with
section 613A(c). [Enphasis added.]

Petitioner argues that the use of the parenthetical “(and
subparagraph (C)(i))” indicates that the information inside the
parent heses is redundant. Therefore, the fact that Congress

chose to state in parentheses that section 56(Qg)(4)(C (i) does

not apply to independent oil and gas producers neans that section
56(g)(4) (O (i) would not have applied to those taxpayers in any

event because section 56(g)(4) (O (i) does not apply to depletion.
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Respondent, by contrast, argues that if Congress had believed
that the clause regarding section 56(g)(4)(C (i) was redundant,
it would not have included the clause.
Respondent’ s argunent is nore persuasive. It is a cardina
rule of statutory construction to give effect to every clause in
a statute if possible, and this does not change sinply because

the clause is in parentheses. Mrket Co. v. Hoffrman, 101 U. S

112, 115-116 (1879). Wiile it is inappropriate to give a
parent hetical such weight that it contradicts the plain neaning

of the rest of the statute, see, e.g., Chickasaw Nation v. United

States, 534 U. S. at 89, respondent’s argunent is consistent with
our interpretation of section 56(g)(4)(C(i). Therefore, given
the limted utility of using the views of a subsequent Congress
to make inferences as to the intent of an earlier Congress, we
will not interpret section 56(g)(4)(F)(ii) as neaning that
section 56(g)(4)(C (i) does not apply to depletion.

Petitioner also argues that the Conm ssioner’s corporate AMI
instructions for the last 20 years confirmthat section
56(g)(4)(O (i) does not apply to depletion. Petitioner points
out that the Conmm ssioner’s “Adjusted Current Earnings Wrksheet”
does not list depletion anong the ACE adjustnents for itens not
deductible fromearnings and profits.

Even if we were to find the Conm ssioner’s worksheets to be

m sl eadi ng, these informal publications are not |aw. Zi nernan
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v. Comm ssioner, 71 T.C 367, 371 (1978), affd. w thout published

opinion 614 F.2d 1294 (2d G r. 1979); Geen v. Conm ssioner, 59

T.C. 456, 458 (1972). However, we do not find the worksheets to
be m sl eadi ng because they have a place for “Qher itens” and
point to the partial list in section 1.56(Qg)-1(d)(3), |Incone Tax
Regs., indicating that the worksheets are not conprehensive.

In addition, the Conmm ssioner published a technical advice
menor andum i n 1999 addressi ng anot her taxpayer’'s argunent simlar
to petitioner’s current argunent that section 56(g)(4)(C (i) does
not apply to depletion for property placed in service on or
bef ore Decenber 31, 1989. Tech. Adv. Mem 199910045 (Mar. 12,
1999). The taxpayer’s argunents were rejected for the sane
reasons respondent gives in this case. |d. Therefore,
petitioner’s argunent that respondent is now changing his
position after 20 years is without nerit.

VI, Devel opnent Costs

Petitioner’s final argunent is that if section
56(g)(4)(C) (i) applies to depletion, then section 57(a)(1) is
superfluous or at |east duplicative. Both section 56(g)(4)(CO (i)
ACE adj ustnments and section 57(a)(1) preferences appear to
requi re adjustnments for the sanme anount: the excess of the
depl etion deduction all owed under the percentage depletion nethod

over the adjusted basis of the property.
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Respondent concedes that there may be sonme overl ap between
the two sections and agrees with petitioner that under section
1.56(g)-1(a)(6)(ii), Income Tax Regs., the amount of the ACE
adj ustnent is reduced by the anount taken into account under
section 57(a)(1) to prevent duplication. However, respondent
argues that sections 56(g)(4)(C (i) and 57(a)(1l) do not perfectly
overlap. Respondent concedes that unanortized section 56(a)(2)
costs are added to the adjusted basis of property when
cal culating section 57(a)(1) preferences but argues that they are
not added to the adjusted basis of property when cal cul ating
section 56(g)(4)(C (i) ACE adjustnents. Therefore, the section
57(a) (1) preference will generally be | ess than the excess of the
depl eti on deduction over the property’s adjusted basis as
cal cul ated for purposes of section 56(g)(4)(C (i), and the ACE
adjustnment will be the difference between this excess and the
anount of the section 57(a)(1l) preference.

Petitioner argues that if section 56(g)(4)(C (i) applies to
depl etion, sections 56(g)(4)(C (i) and 57(a)(1l) perfectly overlap
because unanortized section 56(a)(2) costs are included in the
adj usted basis of depletable property for purposes of cal cul ating
both section 57(a)(1) preferences and section 56(g)(4)(C (i) ACE

adj ustnents. ©

6 Exanple 5 in the appendix to this Qpinion illustrates the
operation of secs. 56(a)(2), 57(a)(1), and 56(g)(4)(O (i), and
(continued. . .)
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To decide this issue, we nust consider whether sections
56(g)(4) (O (i) and 57(a)(1l) share the sane definitions of
“property” and “adjusted basis”. Qur analysis shows that they do
and that section 56(a)(2) costs should not be included in the
adj usted basis of property for purposes of calculating the
adj ustments under either section 56(g)(4)(C (i) or 57(a)(1).
However, because respondent conceded in this case that section
56(a)(2) costs may be included in the adjusted basis of property
for purposes of calculating the section 57(a)(1) preference, we
wll allow petitioner to include section 56(a)(2) costs in the
adj usted basis of the Mesquite Mne for the years at issue.

A.  Section 56(q)(4)(Q (i)

The ACE adjustnent in section 56(g)(4)(C (i) is the excess
of the anmount of the depletion deduction allowabl e under the
percent age depl etion nmethod over the adjusted basis of the
property. See secs. 1.312-6(c)(1), 1.611-2(b)(2), Incone Tax
Regs.

Section 614(a) provides the definition of “property” for
pur poses of determ ning depletion deductions:

SEC. 614 (a). Ceneral Rule.--For the purpose of
conputing the depletion allowance in the case of m nes,

wel l's, and other natural deposits, the term “property”
means each separate interest owned by the taxpayer in

5(...continued)
the positions of the parties and the Court.



- 29 -

each mi neral deposit in each separate tract or parce
of land. [Enphasis added.]

Section 1.611-1(d), Inconme Tax Regs., further explains the
di fference between “property” and the entire “m neral
enterprise”:

(1) “Property” neans--(i) in the case of
m nerals, each separate econom c interest owned in each
m neral deposit in each separate tract or parcel of
| and or an aggregation or conbination of such m neral
interests permtted under section 614(b), (c), (d), or
(e), * * *

* * * * * * *

(3) “Mneral enterprise” is the mneral deposit
or deposits and inprovenents, if any, used in mning or
in the production of oil and gas and only so nmuch of
the surface of the land as is necessary for purposes of
m neral extraction. The value of the m neral
enterprise is the conbined value of its conponent parts.

(4) “Mneral deposit” refers to mnerals in
place. When a mneral enterprise is acquired as a
unit, the cost of any interest in the mneral deposit
or _deposits is that proportion of the total cost of the
m neral enterprise which the value of the interest in
t he deposit or deposits bears to the value of the
entire enterprise at the tine of its acquisition.

(5 “Mnerals” includes ores of the netals, coal, oil,
gas, and all other natural netallic and nonnetallic
deposits, except mnerals derived fromsea water, the air,
or fromsimlar inexhaustible sources. |t includes but is
not limted to all of the ninerals and other natural
deposits subject to depletion based upon a percentage of
gross incone fromthe property under section 613 and the
regul ati ons thereunder.

[ Enphasi s added. ]
These definitions nmake it clear that for purposes of determ ning

depl eti on deductions, “property” includes only the actual
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m neral s, not inprovenents or the surface |land that are part of
the entire “mneral enterprise’”. Wile the definition of
“mnerals” is not limted to property eligible for the depletion
deduction under section 613 but also includes oil and gas, it is
l[imted to natural deposits that are exhaustible; i.e., subject
to depletion. Sec. 1.611-1(d)(5), Incone Tax Regs. Therefore,
“property” for purposes of determ ning the allowabl e deduction
for cost depletion purposes does not include unanortized section
56(a)(2) costs because those are not costs paid for exhaustible
m ner al s.

Nei t her the Code nor the regulations specifically state
whet her unanorti zed section 56(a)(2) costs are included in the
adj usted basis used for cost depletion purposes. However,
consistent wwth the definition of “property”, the definition of
“adj usted basis” for cost depletion purposes does not include
unanorti zed section 56(a)(2) costs. Under section 612 the
adj usted basis for purposes of determ ning depletion deductions
is the adjusted basis provided in section 1011. Section 1.612-1,
| ncone Tax Regs., provides:

(b) Special rules. (1) The basis for cost
depletion of mneral or tinber property does not

i ncl ude:

(i) Armounts recoverable through depreciation

deductions, through deferred expenses, and through
deductions other than depletion, * * *
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Because unanorti zed section 56(a)(2) costs are not recovered
t hrough depl eti on deductions but are anortized under section
56(a)(2), they are not part of the adjusted basis for cost
depl eti on purposes.

This is consistent wwth the treatnment of devel opnment costs
that are deferred under section 616(b) (section 616(b) costs) or
di sal | oned and anortized under section 291(b) (section 291(b)
costs). Like section 56(a)(2) costs, section 616(b) costs and
section 291(b) costs are associated with depletable property but
are deducted or anortized separately fromthe depletion
deductions. Under section 616(c), section 616(b) costs are
included in the adjusted basis of the m ne under section
1016(a) (9) for nost purposes but are disregarded for purposes of
conputi ng depl etion deductions under section 611. Simlarly,
under section 291(b)(5) the portion of the adjusted basis of
property attributable to section 291(b) costs is not taken into
account for purposes of determ ning depletion deductions under
section 611.

Petitioner argues that unanortized section 56(a)(2) costs
shoul d be included in the adjusted basis of depletable property
for purposes of both sections 57(a)(1) and 56(g)(4)(C (i) because

section 56(a)(7)’ specifically provides that unanortized section

" Sec. 56(a)(7) was redesignated sec. 56(a)(6) in 1997.
Taxpayer Relief Act of 1997, Pub. L. 105-34, sec. 403(a), 111
(continued. . .)
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56(a)(2) costs are included in the adjusted basis of the
property. As in effect for the years at issue, section 56(a)(7)
provi des:

(7) Adjusted basis.--The adjusted basis of any property

to which paragraph (1) or (5) applies (or wwth respect to
which there are any expenditures to which paragraph (2) or
subsection (b)(2) applies) shall be determ ned on the basis
of the treatnent prescribed in paragraph (1), (2), or (5),
or subsection (b)(2), whichever applies. [Enphasis added.]

Because section 56(a)(2) provides that the section 56(a)(2) costs
shal |l be capitalized and anortized ratably over a 10-year period,
petitioner argues that section 56(a)(7) requires section 56(a)(2)
costs to be included in the adjusted basis of depletable property
for all AMI purposes.

Section 56(a)(7) does provide that devel opnment costs should
be included in the basis of the property to which section
56(a)(2) applies. However, devel opnent costs are incurred to

inprove the entire mneral enterprise, not to acquire the actual

mnerals in place. See sec. 616(a). Therefore, unanortized
section 56(a)(2) costs are added to the adjusted basis of the

m neral enterprise, but they are excluded fromthe adjusted basis
of the mneral deposits for the purpose of determ ning depletion

deductions. See sec. 1.611-1(d)(3) through (5), Inconme Tax Regs.

(...continued)
Stat. 844.
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On the basis of the foregoing discussion, we conclude that
unanorti zed section 56(a)(2) costs are not included in the
adj usted basis of property for purposes of calculating ACE
adj ust nents under section 56(g)(4)(C (i) for depletion.

B. Section 57(a)(1)

Section 57(a)(1l) includes as a tax preference item

(1) Depletion.--Wth respect to each property (as
defined in section 614), the excess of the deduction
for depletion allowable under section 611 for the
t axabl e year over the adjusted basis of the property at
the end of the taxable year (determ ned w thout regard
to the depletion deduction for the taxable year). * * *
[ Enphasi s added. ]

Section 614(a) defines “property” as “each separate interest

owned by the taxpayer in each mneral deposit in each separate

tract or parcel of land.” (Enphasis added.) This is the
definition of “property” that is used for purposes of cost
depl etion, which does not include unanortized section 56(a)(2)
costs. Therefore, unanortized section 56(a)(2) costs are not
part of the property used in determ ning the anount of the
section 57(a)(1l) preference. However, both petitioner and
respondent take the position that, notw thstandi ng the narrow
definition of “property” in section 614(a), unanortized section
56(a)(2) costs are included in the definition of “adjusted basis”
for purposes of section 57(a)(1).

The regul ati ons under section 57(a)(1) reference section

1016 for determ nation of the adjusted basis. Sec. 1.57-1(h)(3),
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I ncome Tax Regs. Section 1016(a)(9) requires adjustnents to
basis for deferred section 616(b) costs, and section 1016(a)(20)
requi res adjustnents to basis for unanortized devel opnment costs
deferred under section 59(e). Wile section 1016 does not
specifically refer to unanortized section 56(a)(2) costs, it does
requi re adjustnments for itens properly chargeable to capital
account and for depletion. Sec. 1016(a)(1) and (2).

The Comm ssioner has historically argued that deferred
section 616 devel opnent costs are part of the adjusted basis used
in calculating the section 57(a)(1) preference on the basis of
the reference to section 1016 in section 1.57-1(h)(3), Incone Tax
Regs., and the references to deferred section 616 devel opnent
costs in section 1016(a)(9) and (20). See Tech. Adv. Mem 83-14-
011 (Dec. 22, 1982); Tech. Adv. Mem 97-47-002 (Nov. 21, 1997);
Field Serv. Adv. Mem 200021006 (May 25, 2000); cf. Field Serv.
Adv. Mem 0614 (June 30, 1993). Wile the pattern in section
1016 is to adjust basis for deferred section 616 devel opnent
costs, respondent’s argunent ignores the fact that the definition
of “property” in section 614(a), which is the definition of
property used by section 57(a)(1l), does not include the entire
m neral enterprise but includes only mnerals in place.

Therefore, section 1016 may require unanortized section 56(a)(2)

costs to be added to the basis of the mneral enterprise, but it
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is only the adjusted basis of the mnerals in place that is used
to calculate the section 57(a)(1) preference.

VWiile not directly on point, the Suprenme Court’s reasoning

in United States v. Hill, 506 U S. 546 (1993), persuades us that

unanorti zed section 56(a)(2) costs are not included in the

adj usted basis of depletable property for purposes of cal cul ating
section 57(a)(1) preferences. The issue in H Il was whet her
unrecovered costs of depreciable tangible itens used to exploit
the taxpayers’ mnes (unrecovered depreciation costs) should be
added to the adjusted basis for purposes of section 57(a)(8),

whi ch was redesignated section 57(a)(1) in 1986 by TRA sec.
701(a), 100 Stat. 2320. [d. at 548. The Suprene Court reasoned
t hat because taxpayers do not deduct unrecovered depreciation
costs through depletion but instead deduct themthrough

depreci ation, the unrecovered depreciation costs are separate
assets fromthe mneral deposits. 1d. at 558-559. This is
simlar to the way that land is treated as a separate asset from
a building that sits on it for purposes of calculating
depreciation, but the |land and the building have a conbi ned

adj usted basis for purposes of determining gain or |oss when they
are sold together. 1d. The Suprene Court relied on the
definitions of “property”, “mneral deposit”, “mnerals in

pl ace”, and “m neral enterprise” found in section 614(a) and

section 1.611-1(d), Inconme Tax Regs., to decide that the term



- 36 -
“property” used in section 57(a)(8) includes only mnerals in
pl ace and excl udes inprovenents. [d. at 553-560. Wile noting
t he taxpayers’ argunent that section 1016 governs adjustments to
basi s, the Suprenme Court concluded that “the conputation of
adj usted basis under 8 1016 is wholly predicated on, rather than
i ndependent of, an understanding of ‘mneral deposit’ as distinct
from'‘inprovenents’ wthin the nmeaning of the regul ati ons under 8§
611.” |d. at 554.

The Suprenme Court declined to extend its reasoning to costs
deferred under section 616, particularly section 616(b) costs,
because section 616(c) sets up a different systemfor section
616(b) costs. 1d. at 564 n.12. However, the Suprene Court’s
findings, that (1) the term “property” as used in section 6l14(a)
includes only mnerals in place and (2) the definition of
“property” is critical to defining the adjusted basis of the
property, apply in the case before us. [d. at 553-554. Because
unanorti zed section 56(a)(2) costs are not directly incurred to
acquire mnerals in place, they are not included in the
definition of depletable property in section 614(a). Under the
reasoning in HIll, this means that they cannot be included in the
adj usted basis of depl etable property for purposes of cal cul ating
section 57(a)(1) preferences.

This interpretation is al so supported by the | egislative

history of the revisions to the AMI in 1986. The House
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conference report states: “The excess over the adjusted basis of

the depletable property is a preference.” H Conf. Rept. 99-841

(Vol. 11), supra at 11-268, 1986-3 C.B. (Vol. 4) at 268 (enphasis
added). Because unanortized section 56(a)(2) costs are not
depl etabl e but are anortized over a 10-year period, this
statenent indicates that they should not be added to the adjusted
basis of the property for purposes of section 57(a)(1).

Petitioner again argues that section 56(a)(7) defines
“adj usted basis” for all AMI purposes and that that section
provi des that unanortized section 56(a)(2) costs are included in
the basis of property. However, section 1.57-1(h)(3), |Incone Tax
Regs., references section 1016, not section 56(a)(7), for the
definition of “adjusted basis” for purposes of calculating
section 57(a)(1) preferences. In any event, our analysis shows
that the property referred to in section 56(a)(7) is the mneral
enterprise, and only the adjusted basis of the mneral deposit is
relevant for determ ning section 57(a)(1l) preferences.

Qur analysis is inconsistent wwth the Conm ssioner’s
hi storical and current position that unanortized section 56(a)(2)
costs may be included in the adjusted basis of depletable
property for purposes of calculating section 57(a)(1)
preferences. However, because respondent has conceded this issue
as it relates to the Mesquite Mne, the parties should

neverthel ess apply respondent’s concession in the Rule 155
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conputation that the parties agree will be necessary after the
remai ni ng i ssue has been resol ved.

| X.  Concl usi on

On the basis of our analysis, unanortized section 56(a)(2)
costs are not included in the adjusted basis of depletable
property when cal cul ati ng the anount of section 56(g)(4)(CO (i)
ACE adj ustnents or section 57(a)(1l) preferences. However,
because respondent conceded that unanortized section 56(a)(2)
costs may be included in the adjusted basis of the Mesquite M ne
for purposes of calculating section 57(a)(1) preferences,
petitioner may include such costs. Therefore, petitioner is not
required to make adjustnents to its calculation of section
57(a) (1) preferences for the Mesquite Mne for the years at issue
and shoul d conpute its AMI consistent with our hol ding that
section 56(g)(4)(C (i) applies to depletion to the extent that
anounts treated as section 56(g)(4)(C (i) ACE adjustnents are not
al so treated as section 57(a)(1) preferences.

To reflect the foregoing,

An appropriate order wll

be issued.
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APPENDI X
Exanple 1: The Operation of Section 56(g)(4)(C (i) and (F) (i)

Taxpayer owns a mne that was placed in service after
Decenber 31, 1989. The nine has an adjusted basis of $100. The
deduction all owed under the percentage depletion nethod is $25,
and t he deduction allowed under the cost depletion nethod is $20.
Taxpayer did not incur any devel opnent costs under section 616(a)
that it is required to capitalize and anortize under section
56(a)(2). |In order to denponstrate the difference between section
56(g)(4) (O (i) and (F)(i), in Exanples 1-4 we assune that section
57(a) (1) does not apply.

Under section 56(g)(4)(F) (i), Taxpayer nust make an ACE
adj ust mrent of $5, which is the difference between the deduction
al | oned under the percentage depletion nmethod ($25) and the
deduction all owed under the cost depletion nmethod ($20).

Taxpayer does not make an ACE adj ustnment under section
56(9)(4) (O (i) because Taxpayer’'s deduction for depletion ($25)
is less than the mine' s adjusted basis ($100), so it does not
exceed the anount allowable as a deduction in any tax year.
Taxpayer will eventually be allowed to deduct $25 under the cost
depl eti on net hod.

Exanpl e 2:

Sane as Exanple 1, except that Taxpayer’s mne was placed in
service on or before Decenber 31, 1989.

Taxpayer is not required to make any ACE adjustnents for
depletion. Section 56(g)(4)(F)(i) does not apply to property
pl aced in service on or before Decenber 31, 1989, and as
di scussed in Exanple 1, Taxpayer is not required to nmake an
adj ust mrent under section 56(g)(4)(O(1).

Exanpl e 3:

Sanme as Exanple 1, except that Taxpayer’s m ne has an
adj usted basis of zero. Therefore, no deduction is allowed under
t he cost depl etion nethod.

Taxpayer must nake an ACE adj ustnent under section
56(9)(4)(F) (i) of $25, which is the difference between the
deduction all owed under the percentage depletion nmethod ($25) and
t he deduction all owed under the cost depletion nethod (zero).

Taxpayer is not required to make an ACE adj ustnent under
section 56(g)(4)(C(i). Because Taxpayer is required to take
into account the excess of the deduction allowed under the
percent age depl eti on nmethod over the anount allowed in any year
($25) in calculating its ACE, Taxpayer is no longer claimng a
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deduction for an itemthat would not be deductible for purposes
of conputing earnings and profits.

Exanpl e 4:

Sane as Exanple 3, except that Taxpayer’s mne was placed in
service on or before Decenber 31, 1989.

Taxpayer is not required to make an ACE adj ustnent under
section 56(g)(4)(F) (i) because that section does not apply to
property placed in service on or before Decenber 31, 1989.

Petitioner argues that section 56(g)(4)(C (i) does not
requi re Taxpayer to make an ACE adjustnent for depletion because
only section 56(g)(4)(F)(i) applies to depletion.

Respondent argues that Taxpayer is required to nmake an
adj ust ment under section 56(g)(4)(C (i) of $25, which is the
di fference between the deduction taken under the percentage
depl etion nethod ($25) and the anobunt that would be allowable in
any year under the cost depletion nethod (zero). Because
Taxpayer did not nake an ACE adjustnent for this anobunt under
section 56(g)(4)(F) (i), nothing prevents section 56(g)(4)(CO (i)
from appl yi ng.

We agree with respondent that section 56(g)(4)(F)(i) does
not prevent section 56(g)(4)(C (i) fromapplying to depletion.

However, as discussed in the Opinion, the $25 difference
bet ween t he amount al |l owabl e under the percentage depletion
met hod and the adjusted basis of the mine will be taken into
account under section 57(a)(1). Therefore, section
56(g)(4) (O (i) wll be preenpted by section 57(a)(1) just as it
was preenpted by section 56(g)(4)(C (i) in Exanple 3.

Exanple 5: The Treatnent of Section 56(a)(2) Costs Under
Sections 57(a)(1) and 56(g)(4)(O (i)

Taxpayer owns property that was placed in service on or
bef ore Decenber 31, 1989. The property has an adjusted basis for
cost depl etion purposes(cost basis) of zero, excluding
unanorti zed section 56(a)(2) costs. Taxpayer has unanortized
section 56(a)(2) costs of $20. Taxpayer is allowed a deduction
of $25 under the percentage depl etion nethod.

Respondent and petitioner both argue that Taxpayer’s section
57(a) (1) preference equals $5:

$25 (depl etion deducti on)

- 0 (cost basis)

- 20 (unanortized section 56(a)(2) costs)
5 (section 57(a)(1) preference)
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Respondent argues that Taxpayer’s section 56(g)(4)(C (i) ACE
adj ust nent equal s $20:

$25 (depl etion deducti on)

- 0 (cost basis)

- 5 (anpunt taken into account under section 57(a)(1))
20 (section 56(g)(4)(CO (i) ACE adjustnent)

Respondent argues that the unanortized section 56(a)(2) costs are
not included in basis for purposes of section 56(g)(4)(O(i).
Petitioner argues that Taxpayer’s section 56(g)(4)(C (i) ACE
adjustnent, if it applies to depletion, would equal zero because
unanorti zed section 56(a)(2) costs are taken into account:

$25 (depl etion deducti on)

- 0 (cost basis)

- 20 (unanortized section 56(a)(2) costs)

- 5 (anpbunt taken into account under section 57(a)(1))
0 (section 56(g)(4)(C (i) ACE adjustnent)

Under the Court’s anal ysis, Taxpayer’'s section 57(a)(1)
preference shoul d equal $25 because unanortized section 56(a)(2)
costs are not taken into account in either calculation:

$25 (depl etion deducti on)
- 0 (cost basis)
25 (section 57(a)(1) preference)

Therefore, Taxpayer’s section 56(g)(4)(C (i) ACE adjustnent
woul d equal zero:

$25 (depl etion deducti on)

- 0 (cost basis)

- 25 (anpunt taken into account under section 57(a)(1))
0 (section 56(g)(4)(C (i) ACE adjustnent)

However, because respondent conceded that petitioner may
i ncl ude section 56(a)(2) costs in the Mesquite Mne’s adjusted
basis for purposes of determ ning the section 57(a)(1)
preferences attributable to that mne, in their Rule 155
conputations the parties should follow respondent’s position (the
section 57(a) (1) preference would be $5 and the section
56(9)(4) (O (i) ACE adjustnent would be $20 in this exanple).



