Clajon Gas Co. , L. P. v. Commissioner, 113 T. C. 180 (U. S. Tax Court 1999)

The U. S. Tax Court ruled that Clajon Gas Co., L. P. ‘s gathering pipelines must be
depreciated using a 15-year recovery period under asset class 46. 0, rather than the
7-year period under class 13. 2. The court determined that Clajon’s primary use of
the pipelines for gas transportation, not production, was decisive. This decision
clarifies the application of asset depreciation rules to non-producer pipeline
companies, impacting how such entities calculate depreciation deductions for tax
purposes.

Parties

Clajon Gas Co. , L. P. (Petitioner) v. Commissioner of Internal Revenue
(Respondent). Clajon Gas Co. , L. P. was the petitioner at the U. S. Tax Court level.

Facts

Clajon Gas Co., L. P., a partnership, owned six natural gas gathering systems in
Texas and two processing plants. Clajon purchased and transported gas from third-
party producers through its gathering systems, which included over 1,100 miles of
pipelines. The Internal Revenue Service (IRS) made adjustments to Clajon’s
partnership returns for the years ending December 31, 1990, September 25, 1991,
December 31, 1991, and June 30, 1992, reducing Clajon’s depreciation deductions
for its gathering pipelines, compressor stations, and meter runs. Clajon had used a
7-year recovery period for depreciation, whereas the IRS determined a 15-year
period was appropriate.

Procedural History

The IRS issued notices of final partnership administrative adjustment on April 28,
1997, adjusting Clajon’s depreciation deductions. Clajon challenged these
adjustments before the U. S. Tax Court. The Tax Court reviewed the case under the
de novo standard of review, meaning it independently evaluated the evidence and
legal issues. The court’s decision was reviewed by a panel of judges, indicating its
significance.

Issue(s)

Whether the proper cost recovery period for Clajon’s gathering pipelines,
compressor stations, and meter runs is 7 years under asset class 13. 2 (Exploration
for and Production of Petroleum and Natural Gas Deposits) or 15 years under asset
class 46. 0 (Pipeline Transportation)?

Rule(s) of Law

Under Internal Revenue Code Section 167(a), a reasonable allowance for
depreciation is permitted for property used in trade or business. Section 168 sets
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forth the Accelerated Cost Recovery System, which establishes specific recovery
periods for different classes of assets. The relevant asset guideline classes are
defined in Rev. Proc. 87-56, 1987-2 C. B. 674. Class 13. 2 includes assets used by
petroleum and natural gas producers for production, with a class life of 14 years and
a recovery period of 7 years. Class 46. 0 includes assets used in the transportation of
gas, with a class life of 22 years and a recovery period of 15 years.

Holding

The U. S. Tax Court held that Clajon’s gathering pipelines, compressor stations, and
meter runs must be depreciated using a 15-year recovery period under asset class
46. 0, as Clajon was not a natural gas producer and its primary use of the assets was
for transportation, not production.

Reasoning

The court’s reasoning focused on the interpretation of the asset guideline classes
and the relevant regulations. It determined that the primary use of the property by
the taxpayer, Clajon, was crucial in determining the asset class. The court rejected
Clajon’s argument that its gathering pipelines should be classified under 13. 2, as
Clajon was not a producer of natural gas. The court cited Section 1.
167(a)-11(b)(4)(iii)(6) of the Income Tax Regulations, which states that property
should be classified according to the taxpayer’s primary use, even if that use is
insubstantial compared to the taxpayer’s overall activities. The court also
distinguished its decision from Duke Energy Natural Gas Corp. v. Commissioner,
172 F. 3d 1255 (10th Cir. 1999), which had reversed a similar Tax Court decision.
The court noted that it was not bound by the Tenth Circuit’s decision, as Clajon’s
appeal would lie to the Fifth Circuit. The court emphasized that the asset guideline
classes were intended to reflect the anticipated useful life of assets to specific
industries or groups, and that Clajon’s use of the pipelines for transportation aligned
with the description in asset class 46. 0. The court also considered the composite
nature of class lives, which are based on the average useful life of assets within a
class, rather than the life of any individual asset.

Disposition

The U. S. Tax Court ruled that Clajon must use a 15-year recovery period for
depreciation of its gathering pipelines, compressor stations, and meter runs. The
decision was to be entered under Rule 155 of the Tax Court Rules of Practice and
Procedure, which allows for the computation of the tax liability based on the court’s
findings.

Significance/Impact

The Clajon Gas Co. , L. P. decision clarifies the application of depreciation rules to
non-producer pipeline companies, emphasizing that the primary use of the asset by
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the taxpayer is determinative of the asset class. This ruling impacts how such
entities calculate their depreciation deductions for tax purposes, potentially
affecting their tax liabilities. The decision also highlights the segmented approach to
asset classification within the oil and gas industry, recognizing different asset
classes for various activities. Subsequent courts and practitioners must consider this
ruling when classifying similar assets for depreciation purposes, ensuring that the
taxpayer’s primary use, rather than industry usage, guides the classification
decision.
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