Louisiana Land and Exploration Company and Subsidiaries v. Commissioner
of Internal Revenue, 92 T. C. 1340 (1989)

The transfer of overriding royalty interests carved out of working interests does not
constitute a disposition of ‘oil, gas, or geothermal property’ under Section 1254,
hence no recapture of intangible drilling and development costs is required.

Summary

In Louisiana Land & Exploration Co. v. Commissioner, the Tax Court ruled that the
company did not have to recapture intangible drilling costs (IDC) upon transferring
overriding royalty interests to a trust for shareholders. The key issue was whether
these interests constituted ‘oil, gas, or geothermal property’ under Section 1254.
The court held that since the IDC were chargeable only against working interests,
which the company retained, the transfer of non-operating royalty interests did not
trigger recapture. This decision was based on the statutory language and the
legislative intent to target tax shelter abuses, not applicable here.

Facts

Louisiana Land and Exploration Company (LLE) held working interests in numerous
oil and gas leases. In 1983, LLE carved out overriding royalty interests from these
working interests and transferred them to a trust for its shareholders as a property
dividend. The purpose was to enhance shareholder value by providing them with a
direct economic interest in LLE’s properties. LLE continued to bear all exploration,
development, and production costs and retained the exclusive right to operate the
leases. The Commissioner of Internal Revenue asserted that this transfer constituted
a disposition of ‘oil, gas, or geothermal property’ under Section 1254, necessitating
the recapture of previously deducted IDC.

Procedural History

The Commissioner determined a deficiency in LLE’s federal income tax for 1983,
asserting that the transfer of overriding royalties required the recapture of IDC
under Section 1254. LLE challenged this determination in the U. S. Tax Court. The
case was submitted fully stipulated, and the Tax Court ruled in favor of LLE, holding
that the overriding royalties did not fall under the definition of ‘oil, gas, or
geothermal property’ as required for recapture.

Issue(s)

1. Whether the transfer of overriding royalty interests carved out of working
interests constitutes a disposition of ‘oil, gas, or geothermal property’ under Section
1254(a)(3), thereby triggering the recapture of previously deducted intangible
drilling and development costs.

Holding
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1. No, because the overriding royalty interests transferred were non-operating
mineral interests, and the IDC were chargeable only against the retained working
interests, not the transferred royalties.

Court’s Reasoning

The court’s decision hinged on the interpretation of ‘oil, gas, or geothermal
property’ under Section 1254(a)(3), which incorporates Section 614. The court noted
that IDC are chargeable only against working interests, which LLE retained, not
against the transferred overriding royalties. The court emphasized that the
legislative intent behind Section 1254 was to address tax shelter abuses, not
applicable to LLE’s actions. The court also considered the risk-taking nature of IDC
deductions, which remained with LLE as the operator. The court concluded that the
transfer of non-operating interests did not trigger recapture because LLE continued
to incur IDC and the trust did not. The court referenced a House Report which
stated that an interest not constituting an operating interest does not qualify as ‘oil
or gas property’ for recapture purposes.

Practical Implications

This decision clarifies that the transfer of non-operating mineral interests does not
trigger IDC recapture under the pre-1986 tax law. Legal practitioners should note
that this ruling applies only to transactions before the Tax Reform Act of 1986,
which expanded Section 1254 to include non-operating interests. For similar cases
pre-1986, attorneys can argue that retaining operating interests while transferring
non-operating interests avoids recapture. This ruling also underscores the
importance of risk analysis in IDC deductions, reinforcing that only the party
bearing the operational risks should be subject to recapture. Businesses in the oil
and gas sector should be aware of the potential tax benefits of structuring
transactions to separate non-operating interests while retaining operational control.
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