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CLAJON GAS CO, L.P., AQU LA GAS PI PELI NE CORP.,
TAX MATTERS PARTNER, Petitioner v.
COWMM SSI ONER OF | NTERNAL REVENUE, Respondent

Docket No. 15968-97. Filed Cctober 25, 2002.

Part nership C owned and operated natural gas
gathering systens to transport gas purchased from
natural gas producers. Ctreated certain pipeline and
rel ated conponents of the gathering systens as natural
gas production assets within asset class 13.2 of Rev.
Proc. 87-56, 1987-2 C.B. 674, with a 7-year recovery
peri od.

Hel d: Because C s use of its gathering systens
determ nes the proper asset class, and because C was
not a “natural gas producer”, the conponents in
guestion are not within asset class 13.2; rather, they
are used by Cto transport gas and are, therefore,
within asset class 46.0, with a 15-year recovery
period. W shall follow our decision in Duke Energy
Natural Gas Corp. v. Conm ssioner, 109 T.C. 416 (1997),
revd. 172 F.3d 1255 (10th Cir. 1999).
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M chael Thompson, Martin M Loring, and Lori J. Sellers, for

petitioner.

Robert M Morrison, Mchael C. Prindible, and Todd A. Ludeke

for respondent.

HALPERN, Judge: By notices of final partnership
adm ni strative adjustnent dated April 28, 1997, respondent made
adj ustnents to partnership returns filed by Cdajon Gas Co., L.P
(Cajon), for taxable years endi ng Decenber 31, 1990, Septenber
25, 1991, Decenber 31, 1991, and June 30, 1992 (the audit years).
Taking into account issues and itens resolved by the parties, the
sole adjustnents in dispute are respondent’s adj ustnents reducing

Cl ajon’s deduction for “pipeline depreciation”, as foll ows:

Tax Year Ended Adj ust ment
12/ 31/ 90 $7, 920, 799
9/ 25/ 91 19, 644, 092
12/ 31/ 91 4,372,916
6/ 30/ 92 12, 187, 347

The issue for our decision is the proper cost recovery period to
be used by Cajon in determning its depreciation deductions for
the property in question.

Unl ess otherw se indicated, all section references are to
the Internal Revenue Code in effect for the years at issue, and
all Rule references are to the Tax Court Rules of Practice and
Pr ocedur e.

Petitioner bears the burden of proof. Rule 142(a).
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FI NDI NGS OF FACT
Sonme facts are stipulated and are so found. The stipul ation
of facts, with acconpanying exhibits, is incorporated herein by
this reference.

Pri nci pal Pl ace of Business

At the tine the petition was filed, Cajon’s principal place
of business was in San Antoni o, Texas.

Nat ural Gas Producti on Process

Natural gas is extracted fromthe earth through gas wells.
It | eaves the earth at the well head and passes into flow |ines.
The flow lines carry the gas to a separator |ocated at the well
site or to a central production facility (which serves two or
nore wells), where, anong other things, oil, water, and sand are
renmoved fromthe gas. The gas next flows to a neter installation
for nmeasurenent and then enters a gathering system

A gathering systemis a system of interconnected
subterranean pipelines and related facilities, including
conpression stations and netering installations, that aggregates
gas fromnultiple wells for delivery to a transmssion line or a
gas processing plant. A gathering systenis smaller dianeter
pi pel i nes, sonetines called feeder lines or lateral |ines,
connect individual wells or one or nore central production

facilities to larger dianmeter lateral lines or trunk |ines that
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eventual ly deliver the gas to a gas processing plant or to a
transm ssion |ine.

Gas contai ni ng substantial anmounts of natural gas |iquids
(NG&.s), such as ethane, propane, butane, and natural gasoline
(termed “wet gas”), nust be fractionated to renmove NGLs before
the gas can be transmtted to consuners. Fractionation occurs at
gas processing plants, where the resulting conponents are residue
gas (primarily nmethane) and extracted NG.s. The NG.s are
delivered by truck, rail, or pipeline to another specialized
processing plant for further fractionation and marketing. The
residue gas is delivered to a transm ssion |ine.

The person extracting the gas fromthe earth may own the
gathering system or it may be owned by an independent pipeline
conpany (i.e., a conpany not in the business of extracting gas
fromthe earth).

Clajon’'s Gathering Systens

During the audit years, Clajon’s activities included
pur chasi ng, transporting, processing, and selling natural gas and
NG&s. dajon owned six natural gas gathering systens, all
| ocated in Texas (the Texas gathering systens), and two natural
gas processing plants, one in College Station, Texas (which was
closed in early 1990), and one in La Grange, Texas. The Texas
gat hering systens were known as the Sout heast Texas Pipeline

System which gathered wet gas for delivery to the processing
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pl ants, and the Mentone Pipeline System Gonez Pipeline System
Maverick County Pipeline System Rhoda Wil ker Pipeline System
and Panol a County Pipeline System which gathered gas containing
little or no NGs (terned “lean gas”) for delivery to purchasers’
transm ssion pipelines. The Panola and Rhoda WAl ker Systens
provi ded conpressi on and dehydration services. The Gonez and
Ment one Systens provi ded dehydration services.

The Texas gathering systens included nore than 1,100 mles
of feeder, lateral, and trunk lines. Cajon, via the Texas
gat hering systens, purchased and transported gas from 190 third-
party gas producers and nore than 1,000 wells.

Clajon did not own any oil or natural gas reserves and did
not own an economc interest in any well connected to the Texas
gat heri ng systens.

Clajon’'s Contractual Rel ati onshi ps

During the audit years, gas flowed through the Texas
gat hering systens under the follow ng types of contracts:
wel | head purchase contracts, gas processing contracts, and gas
transportation contracts.

Under a wel | head purchase contract, C ajon purchases a
producer’s gas at a neter |located at the producer’s well. The
price may be fixed, or it may be cal cul ated based upon the price
received by Cajon for residue gas at the tailgate of the gas

processi ng pl ant.
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A gas processing contract is simlar, except that C ajon and
t he producer share revenues fromC ajon’s sale of extracted NGs
and residue gas.
Under a gas transportation contract, Cl ajon charges its
custoners a fee to nove gas through one of the Texas gathering
syst ens.

Depreci ation Adjustnents in D spute

Respondent’ s adj ustnments to “pipeline depreciation” consi st
of separate adjustnents with respect to “pipelines”, “conpressor
stations” and “neter runs”. C ajon depreciated those assets
using a 7-year recovery period. Respondent determ ned that
Cl aj on shoul d have used a 15-year recovery period. W shal
generally refer to the foregoing elenents of Cajon’ s gathering
system collectively and wi thout distinction, as “gathering
pi pelines”.

OPI NI ON

| nt r oducti on

This case involves a dispute as to the length (in years) of
the recovery period that Cajon nust use in calculating its
annual depreciation deductions for the gathering pipelines. On
simlar facts, we decided in the Comm ssioner’s favor in Duke

Energy Natural Gas Corp. v. Comm ssioner, 109 T.C 416 (1997),

revd. 172 F.3d 1255 (10th Cr. 1999). Petitioner urges us not to

foll ow our decision in Duke Energy and to adopt the reasoni ng of
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the Court of Appeals for the Tenth Grcuit in that case. Duke

Energy Natural Gas Corp. v. Conm ssioner, 172 F.3d 1255 (10th

Cr. 1999), revg. 109 T.C 416 (1997). As explained bel ow, we

foll ow our decision in Duke Enerqgy, and we hold that the proper

recovery period for the gathering pipelines is 15 years.

1. Applicable Statutory and Adm ni strative Provisions

Section 167(a) allows “as a depreciation deduction a
reasonabl e al | onance for the exhaustion, wear and tear * * * of
property used in * * * [a] trade or business”. Section 167(b)
references section 168 for determ nation of the depreciation
deduction in the case of property to which section 168 applies.
Section 168 is entitled “Accel erated Cost Recovery Systeni, and
it sets forth a cost recovery system based not on the useful life
of an item of property but, instead, on certain congressionally
determ ned (accel erated) recovery periods. |In pertinent part,
section 168(a) provides: “the depreciation deduction provided by
section 167(a) for any tangi ble property shall be determ ned by
using * * * the applicable recovery period”. Pursuant to section
168(c) and (e), the recovery period for property is based upon
(but, generally, is shorter than) its “class life”. Section
168(i)(1) defines “class life” as “the class life * * * which

woul d be applicable with respect to any property as of January 1,
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1986, under subsection (m) of section 167".! Section 167(m (1),
in pertinent part, provided for depreciation “based on the class
life prescribed by the Secretary which reasonably reflects the
anticipated useful life of that class of property to the industry
or other group.” Section 167(m (which was added to the |Internal
Revenue Code by section 109 of the Revenue Act of 1971, Pub. L
92-178, 85 Stat. 508) codified, with certain nodifications, the
Asset Depreciation Range (ADR) system described in section
1.167(a)-11, Inconme Tax Regs., and, in particular, the
regul ati ons’ adoption of asset guideline classes and periods or
“class lives”.?2 See H Rept. 92-533, 1972-1 C B. 498, 514-516;
S. Rept. 92-437, 1972-1 C. B. 559, 584-588.

Consistent with the directive in section 167(m (1) to
prescribe class |ives for depreciable assets, section 1.167(a)-
11(b)(4)(ii), Inconme Tax Regs., provides that asset guideline
cl asses and periods (lives) wll be “established, suppl enented,
and revised * * * and will be published in the Internal Revenue

Bulletin.” The regulation references Rev. Proc. 72-10, 1972-1

1 Sec. 167(m was deleted fromthe Internal Revenue Code by
t he Omi bus Budget Reconciliation Act of 1990, Pub. L. 101-508,
sec. 11812(a)(1), 104 Stat. 1388-534.

2 A notice of proposed rul emaki ng was published in the
Federal Register on Mar. 13, 1971, 36 F. R 4885, and a Treasury
Decision setting forth final regulations was published in the
Federal Register on June 23, 1971, 36 F.R 11924. See T.D. 7128,
1971-2 C. B. 132. The final regulations were subsequently
nmodi fied, in 1973, to conformthe ADR systemto sec. 167(m. See
T.D. 7272, 1973-1 C. B. 82.
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C.B. 721, as setting forth the applicable “asset guideline
cl asses”. Rev. Proc. 72-10 was the first of several revenue
procedures establishing asset guideline classes, each superseding
or obsoleting its predecessor and culmnating in Rev. Proc. 87-
56, 1987-2 C.B. 674.® Rev. Proc. 87-56 is the revenue procedure
establ i shing asset guideline classes that is in effect for
pur poses of this case.

The Rev. Proc. 87-56 asset guideline classes at issue in
this case are as foll ows:

[ Asset Cass] 13.2 Exploration for and Production of

Petrol eum and Natural Gas Deposits: Includes assets
used by petrol eum and natural gas producers for
drilling of wells and production of petrol eum and

nat ural gas, including gathering pipelines and rel ated
storage facilities. Al so includes petrol eum and
natural gas offshore transportation facilities used by
producers and others consisting of platforns (other
than drilling platforns classified in Oass 13.0),
conpressi on or punping equi pnent, and gathering and
transm ssion lines to the first onshore transshi pnent
facility. * * *

[ Asset Class] 46.0 Pipeline Transportation: |ncludes
assets used in the private, commercial, and contract
carrying of petroleum gas and other products by neans
of pipes and conveyors. The trunk lines and rel ated
storage facilities of integrated petrol eum and natural
gas producers are included in this class. * * *

8 Rev. Proc. 87-56, 1987-2 C.B. 674, was issued to take
into account anmendnents nade to sec. 168 as part of the Tax
Ref orm Act of 1986, Pub. L. 99-514, 100 Stat. 2121.
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Property within Asset Cass 13.2 (13.2) is assigned a class
life of 14 years and has a recovery period of 7 years; property
wthin Asset Cass 46.0 (46.0) is assigned a class |ife of
22 years and has a recovery period of 15 years. Rev. Proc. 87-
56, 1987-2 C.B. at 678, 684.%

I[Il. dass Lives Are Conmposite Lives

Hi storical material pertaining to the ADR system establishes
that the class lives contenplated in section 1.167(a)-
11(b)(4)(ii), Incone Tax Regs., and established by Rev. Proc. 87-
56, supra, and preceding revenue procedures, are conposite |lives.
In other words, each class life is based on the useful |ives of
the assets constituting the class but does not necessarily equal
the useful life of any constituent asset.

In June 1971, contenporaneous With the adoption of section
1.167(a)-11, Income Tax Regs., by T.D. 7128, 1971-2 C. B. 132, the
Departnent of the Treasury published “Asset Depreciation Range
(ADR) Systent (U.S. Governnment Printing Ofice: 1971 O 428-904)
(hereafter referred to as Treasury Publication or T.P.). The

Treasury Publication states that, in 1962, with the publication

4 The recovery periods assigned to property within 13.2 and
46.0 are in accordance with sec. 168(c)(1) and (e)(1), which,
toget her, provide that the recovery period for property with a
class life of 10 or nore years but |less than 16 years is 7 years,
and the recovery period for property with a class |ife of 20 or
nmore years but less than 25 years is 15 years.
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of Rev. Proc. 62-21, 1962-2 C. B. 418, the Treasury introduced a
fundanmental change in the concept of depreciation. T.P. at 212-
213. The fundanental change was to classify assets on a basis
other than the particular life of the particular asset to the
particular user. |d. at 215. On the new basis, assets were
classified “as a stock of capital even though assets within a
cl ass were heterogeneous with respect to ages, useful lives, and
physi cal characteristics.” 1d. “Assets wthin the class would
have individual lives far |onger and far shorter than the
guideline class life.” 1d. at 215-216. The Treasury Publication
describes Rev. Proc. 62-21 as providing a substitute for the
t housands of asset classifications of the previous system 1d.
at 212-213. Under Rev. Proc. 62-21, “assets were grouped by
broad i ndustrial classifications and by certain broad general
asset classifications, with a ‘guideline |life established for
each of these classes.” 1d. at 213. An exanmi nation of the asset
gui deline classes in Rev. Proc. 62-21 discloses that, generally,
the classes are tied to particular business activities. The
drafters of the revenue procedure recognized that the anticipated
useful life of many assets, even the sane types of assets, wll
vary in accordance with the experience of persons using such
assets. The drafters assuned that persons in the sane business

activity would have sim |l ar experiences and, except for assets
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used by businesses generally (e.g., trucks and railroad cars),
generally classified assets by business activity.

The Treasury Publication describes the ADR and class life
system t hen being established by Treasury decision (T.D. 7128,
1971-2 C. B. 132, adopting section 1.167(a)-11, Incone Tax Regs.)
as, essentially, an extension and nodification of the asset
gui deli ne cl ass approach taken in Rev. Proc. 62-21. T.P. 212-
219. The Treasury Publication describes adoption of the new
system as being pronpted, in part, by (1) recognition that it had
been nore than 7 years since there had been any significant
changes in the guidelines classes or lives, and (2) requests from
menbers of Congress that Treasury study the adequacy of the then
exi sting depreciation allowances. |d. at 215, 217-218.

Refl ecting the approach that had been taken in Rev. Proc.
62-21, supra, and section 1.167-11, Incone Tax Regs., Congress,
in section 167(m (1), provided that, for each class of property,
the Secretary nust prescribe a class life that reflects the
anticipated useful life of that class of property “to the
i ndustry or other group.” Pursuant to that mandate, the
Secretary had the authority to, and did, subdivide industries,
est abl i shing asset guideline classes inclusive of one or nore
sectors of the industry and exclusive of others. Thus, the sane

asset used in nore than one sector of an industry m ght be
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included in two or nore asset guideline classes, each with its
own (different) class life.®> Gathering pipelines are subject to
depreci ation by both natural gas producers (under 13.2) and
pi pel i ne conpani es (under 46.0).

| V. Duke Ener gy

I n Duke Energy Natural Gas Corp. v. Commi ssioner, 109 T.C.

at 421, we concluded that the taxpayer’s gathering systens were
“used primarily by a pipeline conpany [the taxpayer] to carry gas
to a production facility, which * * * brings themwthin asset
class 46.0.” In reaching that conclusion, we rejected the
taxpayer’s argunment “that its gathering systens are included in
asset class 13.2 because the systens are used by petrol eum and
natural gas producers to produce natural gas in that the systens
are essential to the production and sale of gas in the market.”

Id. W noted: “The nere fact that the gathering systens may

> For exanple, Rev. Proc. 87-56, 1987-2 C.B. 674, provides
that “assets used in the drilling of onshore oil and gas wells”
are generally includable within Asset Class 13.1, which has a
6-year class |life and a 5-year recovery period. Asset Class 13.1
specifically excludes “assets used in the performance of any of
these activities * * * by integrated petrol eum and natural gas

producers for their own account”. Asset Cass 13.2, on the other
hand, which specifically pertains to “assets used by petrol eum
and natural gas producers for drilling of wells and production of
petrol eum and natural gas” has a 14-year class |life and a 7-year
recovery period. An onshore oil drilling rig, therefore, has a
shorter class life and recovery period if owned and used by a

per son whose sole activity is well drilling than it would have if

owned and used by an integrated oil and gas producer.
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have hel ped producers produce and sell their gas in the market
does not nmean that the systens are exploration or production
assets within * * * asset class 13.2.” |d.

In reversing our decision in Duke Energy, the Court of

Appeal s for the Tenth Circuit reasoned that “the plain | anguage
of Asset Class 13.2 leads nost logically to a reading that

i ncl udes Duke’s gathering systens even though they are ‘used by’
producers through contractual arrangenents with Duke.” Duke

Energy Natural Gas Corp. v. Conm ssioner, 172 F.3d at 1259. The

Court of Appeals stated that “Duke’s gathering systens are
literally used by producers for gas production in a nunber of
different ways”, id. at 1258, noting the parties’ agreenent that
“producers woul d not be able to produce natural gas in the
absence of an adequately designed gathering systenf, id. After
reviewi ng the overall function and usage of gathering systens,
the Court of Appeals stated that “the econom c character of
Duke’s gathering activities is nore akin to production than

pi peline operation.” 1d. at 1259. The Court of Appeals rejected
the Governnent’s argunent that the words “used by” in 13.2

i ncorporate an ownership requirenment, reasoning: “‘Use’ does not
mean ‘own’ in either the legal dictionary definition of the word
use * * * nor in everyday parlance.” 1d. Utimtely, the Court

concl uded as foll ows:
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Because of the primary use of gathering systens in
t he process of producing natural gas, as well as the
pl ai n | anguage of the asset class descriptions, Duke's
gathering systens fit nore logically wthin Asset C ass
13.2 than Asset Cass 46.0. [Fn. ref. omtted.]

Id. at 1262.°

V. Nonappl i cati on of Gol sen v. Conm ssSi oner

Under the rule of Golsen v. Conm ssioner, 54 T.C. 742, 757

(1970), affd. 445 F.2d 985 (10th Cr. 1971), this Court wll

6 The Court of Appeals for the Tenth G rcuit distinguishes
bet ween “gat hering pipelines”, which “fall within Asset C ass
13.2", and “trunk lines and related storage facilities”, which
“fall within Asset Class 46.0", stating that “it is undisputed
that trunk lines and gathering systens are nmutually excl usive
terms referring to different types of pipeline systens.” Duke
Energy Natural Gas Corp. v. Comm ssioner, 172 F.3d 1255, 1259
(10th Gr. 1999), revg. 109 T.C 416 (1997). Petitioner argues
that Cajon’s trunk lines are part of its gathering system and,
like the rest of the system nust be included within 13. 2.
Petitioner urges that we distinguish the Court of Appeals’
classification of trunk lines on the basis that that court nust
have consi dered Duke Energy’s trunk lines to be transm ssion
rat her than gathering pipelines. Because we conclude that all of
the pipelines in the Texas gathering systens fall within 46.0, we
need not address the Court of Appeals’ refusal to treat trunk
lines as part of the gathering systemfor asset classification
pur poses.

In concluding that petitioner’s trunk lines are includable
within 46.0, we obviously reject petitioner’s suggestion that the
specific inclusion, within 46.0, of “trunk lines * * * of
integrated * * * natural gas producers” necessarily inplies the
exclusion of its trunk lines fromthat asset class (since it is
not an integrated natural gas producer). W view the quoted
| anguage as sinply intended to clarify that an integrated
producer’s trunk lines are not to be considered gathering
pi pelines includable within 13.2. That | anguage has no bearing
upon the inclusion, within 46.0, of trunk |ines owned and used by
a pipeline conpany |ike petitioner.
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“follow a Court of Appeals decision which is squarely in point
where appeal fromour decision lies to that Court of Appeals”.
At the tine the petition was filed, Cajon’s principal place of
busi ness was San Antoni o, Texas. Pursuant to section
7482(b) (1) (E), an appeal fromour decision in this case would
likely lie to the Court of Appeals for the Fifth Crcuit, where
there is no authority on point. W are, therefore, not required
by &olsen to follow the Court of Appeals for the Tenth Crcuit’s

decision in Duke Energy Natural Gas Corp. v. Conm Sssioner, supra.

VI. The Gathering Pipelines Fall Wthin 46.0 Rather Than 13.2
Because Clajon WAs Not a “Producer,” and It Is Cdajon’s Use
That |s Rel evant

A.  Analysis
1. dajon Ws Not a “Producer” of Natural Gas

In order for the gathering pipelines to be included in 13. 2,
it is necessary that they be “used by” a natural gas “producer”
for “production of” natural gas. There is, thus, both an “actor”
requi renent (used by) and an “activity” requirenment (the
production of natural gas) necessary for 13.2 classification.

The actor requirenent is satisfied if the gathering pipelines are
used by a natural gas “producer”. Duke Energy conceded that it
was “not a producer of gas as that termis used in the asset

cl ass descriptions of MACRS.” Duke Energy Natural Gas Corp. V.

Conmm ssioner, 172 F.3d at 1256 n.2 (apparently referring to the
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asset guideline classes set forth in Rev. Proc. 87-56, supra).
Al t hough petitioner has not specifically conceded (nor has it
been stipulated) that Cajon is not a producer of natural gas,
counsel for petitioner tacitly admtted as nuch during the trial
and, again, during the posttrial oral argunent. Simlarly,
petitioner’s expert w tness acknow edged that a gas gatherer is
not a producer of natural gas. Therefore, we find that C ajon
was not a producer as that termis commonly used in the natural
gas industry. Authorities in the oil and gas field agree. See
WIllianms & Meyers, Manual of G| and Gas Terns 846 (1lth ed.
2000), generally defining a producer as “[a]n operator who owns
wel |l s that produce * * * gas.”’

2. The Relevant “Use” Under 13.2 and 46.0 Is That of
t he Taxpayer, C ajon

a. | nt roducti on

I n Duke Energy Natural Gas Corp. v. Commi ssioner, supra, the

Court of Appeals focused upon industry (rather than taxpayer)
usage of Duke Energy’s gathering system It concluded: “Wthin
the industry and in the functional and contractual relationship
bet ween producers and nonproducer gathering system owners, Duke’s

gathering systens are literally used by producers for gas

" The parties have stipulated that Cajon owns no oil or
natural gas reserves, nor does it own an econom c interest in the
wel I's connected to the Texas gat hering systens.
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production”. 1d. at 1258. This focus fails to take into
account, and is contrary to, an inportant aspect of the
regul ati ons authorizing the i ssuance of Rev. Proc. 87-56, 1987-2
C.B. 674, and its predecessor revenue procedures. The
regul ations require not only that property be classified by the
type of activity in which the property is used but also that the
t axpayer depreciating property on the basis of a particular class
life nust itself be engaged in (be the actor in) the activity
described in the asset guideline class. WMreover, the Court of
Appeal s’ focus fails to take into account the segnmented approach
to the natural gas industry taken in Rev. Proc. 87-56, supra.

b. The Requl ati ons

Section 1.167(a)-11(b)(4)(iii)(b), Inconme Tax Regs., states
that “property shall be included in the asset guideline class for
the activity in which the property is primarily used” and that
“Ip]roperty shall be classified according to primary use even
t hough the activity in which such property is primarily used is

i nsubstantial in relation to all the taxpayer’'s activities.”

(Enphasi s added.) Because the regulation considers the
substantiality of the primary use activity in relation to all of

the taxpayer’s activities, we interpret the regulation as

conparing a part to the whole (i.e., one of the taxpayer’s

activities is conpared to all of the taxpayer’s activities) so
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that it is the taxpayer’s prinmary use of the property that is

relevant. It is, thus, the taxpayer’s primary use of the

property, and not sone other person’s use, that determ nes
classification.® The taxpayer in question, of course, is the
person electing to use asset guideline classes for purposes of
conputing its depreciation deductions for property placed in
service during the year.® That it is only the electing

t axpayer’s use that counts is verified by the special rule in the
regul ations that applies to | eased property. After stating the
general rule that “property shall be included in the asset

guideline class for the activity in which the property is

8 Cenerally, as in this case, the taxpayer is the owner of
the property. See, however, sec. 1.167(a)-4, |Incone Tax Regs.,
whi ch provides for |essee depreciation of permanent |easehold
i nprovenents to a | essor-owner’s prem ses; see al so Depot
| nvestors, Ltd. v. Conm ssioner, T.C Meno. 1992-145 (all ow ng
| essee cost recovery of a | easehold inprovenent over the
remai ning | ease term.

® Sec. 1.167(a)-11(b)(1), Inconme Tax Regs., provides: “The
al l omance for depreciation of eligible property * * * to which
the taxpayer elects to apply this section shall * * * constitute
t he reasonabl e al |l owance for depreciation of such property under
section 167(a).” (Enphasis added.)

Al though Cajon is a partnership and, thus, not itself
subject to the incone tax, see sec. 701 (partners not partnership
subject to incone tax), the depreciation deduction is taken in
conputing Clajon’s taxable incone, see sec. 703(a), and the
regul ations provide that, if a partnership places eligible
property in service, the partnership is to make the election to
apply sec. 1.167(a)-11, Incone Tax Regs., sec. 1.167(a)-
11(e)(3)(ii), Incone Tax Regs.
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primarily used”, section 1.167(a)-11(b)(4)(iii)(b), Inconme Tax
Regs., cross-references paragraph (e)(3)(iii) “for [the] rule for
| eased property”. The referenced paragraph provides: “In the
case of a lessor of property [claimng an all owance for

depreci ation of |eased property], unless there is an asset
guideline class in effect for | essors of such property, the asset

gui deline class for such property shall be determned as if the

property were owned by the I essee.” (Enphasis added.) That
provi si on woul d be whol Iy unnecessary under the “industry usage”

rational e of the Court of Appeals in Duke Energy Natural Gas

Corp. v. Conmi ssioner, supra.!® Moreover, the regulation

drafter’s anal ogy to deened ownership by the | essee strengthens
the presunption that, in general (outside the special case for
| eased property), it is the taxpayer-owner’s use of property that
determnes its proper classification.

It is true that, in the case of the activity-based

classifications,! Rev. Proc. 87-56, supra, does not specifically

10 Under that rationale, the fact that the property in
guestion is | eased woul d have no beari ng what soever on the
determ nation of the asset guideline class for such property, for
it is of no consequence whether the | essor or | essee of property
is considered the ower if, as stated by the Court of Appeals for
the Tenth Circuit in Duke Energy Natural Gas Corp. v.
Conm ssi oner, supra at 1259, primary use of the property is
unrel ated to ownershi p.

11 Sonme of the asset guideline classes set forth in Rev.
Proc. 87-56, 1987-2 C. B. 674, are based upon the type of property
(such as trucks or railroad cars) as distinguished fromthe

(continued. . .)
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state that only the taxpayer’s activities are relevant. W
concl ude, however, that, because such |[imtation is contained in
t he regul ati ons pursuant to which Rev. Proc. 87-56, supra, was
issued, it is inplicit in all activity-based classifications,
including 13.2 and 46.0. W nust, therefore, ook to such

classifications to see which describes petitioner’s activities.?!?

(... continued)
activity in which property is used.

12 The dissenters assune that, as described by Judge Fol ey,
the “central issue” in this case is whether Cajon’s gathering
pi pelines were “used by * * * producers for * * * production of *
* * pnatural gas”. Judge Foley, finding no anbiguity in the verb
“to use”, criticizes us for failing to be governed by the “plain
| anguage” of 13.2. The dissenters ignore the fact that a simlar
criticismcould be | evel ed agai nst them since the plain | anguage
of 46.0, which includes “assets used in * * * carrying * * * gas”
(enphasi s added), unanbi guously includes C ajon’s pipelines.
Assum ng, arguendo, that the producers use C ajon’s pipelines
(rather than sinply benefit fromdC ajon’s own use of its
pi pelines), the “central issue” is which use — the producers’ or
Clajon’s — controls the determ nation of the proper recovery
period. The proper inquiry is not whether 13.2 is or is not
anbi guous but, rather, whether 13.2 is applicable at all.

The dissenters’ reliance on the plain | anguage of 13.2 to
support their analysis is also undercut by their ultimte
reliance not on the plain | anguage of 13.2 but on the
regul ations, which clarify that the primry use of property
controls its classification under Rev. Proc. 87-56. Moreover,
the dissenters fail to reconcile their plain | anguage anal ysis
with the special rule for | eased property found in section
1.167(a)-11(e)(3)(iii), Income Tax Regs. That rule, which, in
effect, looks to the lessee’s primary use of property in
determining its proper asset guideline class, necessarily inplies
that, under the general rule applicable to nonleased property
(1.e., under the first sentence of section 1.167(a)-
11(b)(4)(i1i)(b), Income Tax Regs.), it is the owner-taxpayer’s
primary use of property that determnes its proper asset

(continued. . .)
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C. Rev. Proc. 87-56

(1) Intra-Industry Asset { asses

The focus of the Court of Appeals on industry usage of
gat hering pipelines also ignores the fact that Rev. Proc. 87-56,
1987-2 C.B. 674, does not provide one asset guideline class for
t he whol e “gas industry”. Rather, several classifications apply
to the industry, each designed to enconpass a segnent of the
i ndustry, including “Ofshore Drilling” (13.0), “Drilling of Ol
and Gas Wells” (13.1), “Exploration for and Production of
Petrol eum and Natural Gas Deposits” (13.2), “Pipeline
Transportation” (46.0), “Natural Gas Production Plant” (49.23),
“Gas Utility Trunk Pipelines and Rel ated Storage Facilities”
(49.24), and “Liquefied Natural Gas Plant” (49.25).

That segnented approach to the oil and gas industry is
entirely consistent wwth the statutory schene. Under fornmer

section 167(m (1), the depreciation allowance for property

2, .. continued)
gui deline class. Thus, Judge Foley's interpretation of the third
sentence of section 1.167(a)-11(b)(4)(iii)(b), Inconme Tax Regs.,
as referencing the insubstantiality of anyone’s primary use of
property in relation to all of the taxpayer’s activities is not
sustai nable. Mreover, we note that, had O ajon | eased rather
than owned its gathering systens, the | essor would have been
required by the regulations to treat Cajon’s (not the
producers’) primary use of such systens as controlling the
determ nation of the proper asset guideline class. There is no
concei vabl e basis for interpreting section 1.167(a)-
11(b)(4)(iii)(b), Incone Tax Regs., as treating the producer’s
primary use as controlling where the pipeline conpany owns rat her
than | eases its gathering systens.
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i ncluded in any asset guideline class nmust be based upon the
“class |ife prescribed by the Secretary which reasonably reflects
the anticipated useful |ife of that class of property to the

i ndustry or other group.” (Enphasis added.) Such an approach is

al so consistent with Treasury’'s description of section 1.167(a)-
11, Inconme Tax Regs., as, essentially, an extension of the
conposite class life systemadopted in Rev. Proc. 62-21, 1962-2
C.B. 418. See supra sec. III.

(2) Asset Cass 13.2

Asset guideline class 13.2 describes property, including
gat hering pipelines, used by natural gas producers. Since,
however, we have found that petitioner is not a natural gas
producer, its gathering pipelines are not 13.2 property. G ven
the conposite nature of class lives, that is an appropriate
result. |If a taxpayer is not engaged in the activity described
in an asset guideline class, then the associated class life is
not representative of the life of any class of business assets
owned by him Only by coincidence would the class life be the
useful life of any asset owned by the taxpayer. To permt such a
t axpayer to depreciate a particular asset or type of asset on the
basis of a conposite class |life designed for a conpletely
different group of taxpayers utilizing a conpletely different m x
of assets would be to frustrate the overall intent and design of

the class life system adopted by Congress and i npl emented by the
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regul ations and by Rev. Proc. 87-56, supra. Petitioner is not a
gas producer and, therefore, has no claimon 13. 2.

The point is aptly illustrated by the treatnent of drilling
equi pnent under Rev. Proc. 87-56, supra. Asset class 13.1
(13.1), entitled “Drilling of Gl and Gas Wells”, provides a
6-year class |life and 5-year recovery period for “assets used in
the drilling of onshore oil and gas wells”, e.g., an oil or gas
drilling rig. The sane assets “used by petrol eum and natural gas
producers” fall within 13.2, which, as noted above, provides a
l4-year class life and 7-year recovery period. Just as a
drilling rig may have two different class |ives and recovery
peri ods, dependi ng upon the asset class within which it is
i ncl udabl e, so too may gat hering pipelines be subject to
different class |ives and recovery periods dependi ng upon the
user and the asset class appropriate to that user.

(3) Asset dass 46.0

Petitioner argues that 46.0 is intended to enconpass only
transm ssion pipelines. |In support of its argunent, petitioner
states that, wthin the natural gas industry, “the term
‘transportation pipeline’ is synonymous with ‘transm ssion
pi peline’”, and that the Federal Energy Regul atory Comm ssion
(FERC) di stingui shes between gathering, over which it |acks
jurisdiction, and the interstate transportation of natural gas,

over which it has jurisdiction, a distinction upon which the
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Court of Appeals for the Tenth Circuit also relies. See Duke

Energy Natural Gas Corp. v. Conm ssioner, 172 F.3d at 1261-1262.

W reject petitioner’s argunent for several reasons.

To begin wth, 46.0, although entitled “Pipeline
Transportation”, enconpasses “assets used in the private,
commercial, and contract carrying of * * * gas * * * by neans of
pi pes”. (Enphasis added.) The alleged termof art,
“transportation”, nowhere appears in the descriptive |anguage of
46.0, and it is clear that Cajon’s primary use of its gathering

pipelines is “in* * * carrying * * * gas”.® Thus, the plain

3 |In our discussion to this point, we have not
di sti ngui shed between the pipelines, conpression stations, and
metering installations constituting what we have ternmed “the
gat hering pipelines”. Although respondent nade separate
adj ustnents with respect to such conponents, the adjustnents were
simlar, and the bulk of the adjustnents (in excess of 90
percent) were with respect to the pipelines. (Less than 0.5
percent were with respect to the neter runs.) W have had no
need to distinguish anong the conponents since the issue is
whet her petitioner is a natural gas producer, not whether the
conponents of its gathering systemare within the neaning of the
term“gathering pipelines” as it is used in 13.2. Wth respect
to the placenment of such conponents within 46.0, certainly
Clajon’s primary use of its pipelines was in carrying or
transporting gas. Mreover, because the sole function of field
conpression is, in the words of petitioner’s expert, “to push the
gas fromone |location to another through the gathering systeni,
the same is true of Clajon’s conpressor stations. The so-called
“meter runs” are not separately discussed in either the trial
record or the briefs. However, if they are sinply nmeters used to
ascertain the quantity of gas flow ng through the pipelines (the
definition of a “neter” set forth in Wllians & Meyers, Manual of
Ol and Gas Terns 626 (11th ed. 2000)), we see no reason to
differentiate themfromthe pipelines in terns of primary use.
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| anguage of 46.0 supports the inclusion of Cajon’s gathering
pi pelines within that asset class.

Secondly, we do not agree with the conclusion of the Tenth
Circuit Court of Appeals that FERC s distinction between
gathering and transm ssion |ines necessarily establishes that
FERC consi ders gat hering systens as related to production.!* See

Duke Energy Natural Gas Corp. v. Conm ssioner, supra at 1262. I n

section 1(b) of the Natural Gas Act of 1938, Pub. L. 688, 52
Stat. 821, currently codified at 15 U. S.C. sec. 717(b) (2000)
(N&A), it is provided that the NGA “shall apply to the
transportation of natural gas in interstate comerce * * * but
shall not apply to * * * the production or gathering of natural
gas.” The quoted | anguage indicates that Congress consi dered
“gathering” to be separate and distinct from “production”

I ndeed, had it considered “gathering” to be included within the
term “production”, Congress would not have found it necessary to
separately exclude both from Federal regulation. Mbreover, that
FERC does not consider gathering and transportation (of gas) to

be nmutually exclusive terns is illustrated by another decision of

4 At hough we have found that petitioner’s gathering
pipelines are ineligible for inclusion wthin 13.2, a finding
that such pipelines are primarily production rel ated m ght
justify their classification (in the hands of a nonproducer) as
“Personal Property Wth No Class Life” entitled to the sane
7-year recovery period. See Rev. Proc. 87-56, 1987-2 C. B. 674,
687. Petitioner has not on brief argued for such classification.



- 27 -
the Court of Appeals for the Tenth G rcuit, which invol ved the
guestion of FERC jurisdiction over an interstate gathering

system See Northwest Pipeline Corp. v. FERC, 905 F.2d 1403

(10th Gr. 1990). In that case, FERC had asserted jurisdiction
over the systemon the basis that the primary function of the
systemwas “the transportation of natural gas in interstate
commerce.” |d. at 1405, 1410. The Court of Appeal s di sagreed
that transportation was the primary function of the systemif
transportation was only incidental to an exenpt function of the
system (i.e., gathering natural gas): “Sone transportation nust
occur to nove the gas fromthe well head in sonme manner. \What the
Comm ssion nust decide in applying the primary function test is
whet her that transportation is incidental to traditional
gathering functions and, thus, exenpt fromits jurisdiction.”
Id. at 1410-1411 (fn. ref. omtted). It is clear, however, that
both FERC and the Court agreed that gathering pipelines are used
to transport natural gas.

Thirdly, although petitioner’s expert was of the opinion
(and respondent’s principal expert did not disagree) that
gat hering pipelines have a shorter useful life than do

transm ssion or distribution pipelines,?! that does not persuade

15 Distribution pipelines, |ike transm ssion pipelines,
carry lean gas. They are fed by transm ssion pipelines and
connect to the prem ses of the ultimte consuners of the gas.

(continued. . .)
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us that the class |life of 22 years assigned to 46.0 is
i nappropriate for gathering pipelines. The class life of 22
years assigned to 46.0 is a conposite life, and petitioner has
made no showi ng that, on a conposite basis, that |ife does not
fairly balance the relatively short |ife of gathering pipelines
against the relatively long lives of transm ssion or distribution
pi pel i nes. ®

B. Concl usi on

Because Clajon is not a “producer” of natural gas, and

because it is Cajon’s use of its gathering pipelines that is

15, .. conti nued)
See Wllians & Meyers, Manual of Ol and Gas Terns 290-291 (11th
ed. 2000).

1 There is nothing in the record to indicate that the
useful life of gathering pipelines is so short that placing them
in the sane asset class as transm ssion and distribution
pi pel i nes woul d be sonehow i nappropriate. Respondent’s princi pal
expert did not disagree with the statenent by petitioner’s expert
that the life of a natural gas gathering system cannot exceed the
life of the gas field or fields that it serves. Respondent’s
expert stated, however, that gas gathering areas are extended and
gathering pipelines are added to the systemas new wells are
devel oped within the field, a process that “may continue for
* * * 50 years or nore.” He also noted that “new technol ogy or
enhanced recovery can extend the life of an oil or gas field,
which will extend the life of a gathering system” Such
| ongevity is exenplified by O ajon’ s Southeast Texas Pipeline
System which has been in operation since the late 1970s. It is
al so a fact that gathering pipelines transporting | ean gas
directly to custoner transm ssion |ines (such as those
constituting Clajon’s five snmaller gathering systens) are not
subject to the corrosive elenents that tend to shorten pipeline
useful life. Mreover, the experts appeared to agree that even
pi pelines carrying raw gas remain in service throughout the life
of the gas field or fields that they serve.
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rel evant under 13.2, such gathering pipelines were not “used by”
a natural gas “producer” as required for inclusion within such
asset guideline class. Rather, Cajon’s gathering pipelines are
i ncludable within 46.0 since they are “assets used [by Clajon] in
the * * * carrying of * * * gas * * * by neans of pipes and
conveyors. "1’

VI1. Concl usion

Clajon is required to depreciate the gathering pipelines

utilizing a 15-year recovery period.

Deci sion will be entered

under Rul e 155.

Revi ewed by the Court.

COHEN, GERBER, RUWE, WHALEN, COLVIN, CH ECH , LARO GALE
and THORNTON, JJ., agree with the majority opinion.

¥ Inits petition, petitioner argues, in the alternative,
that nost of Clajon’s “gas gathering assets may al so be properly
classified in Asset QGuideline O ass 49.23" (49.23), which
provi des a 14-year class |life and a 7-year recovery period for
“Natural Gas Production Plant”. Rev. Proc. 87-56, 1987-2 C. B
674, 686. Petitioner has failed to pursue its alternative
argunment on brief. W conclude, therefore, that petitioner has
abandoned its alternative argunent. See N cklaus v.
Comm ssioner, 117 T.C 117, 120 n.4 (2001).
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VELLS, C J., dissenting. | respectfully dissent. 1In the
instant case, the majority opinion states that it wll follow our

opinion in Duke Energy Natural Gas Corp. v. Conm ssioner, 109

T.C. 416 (1997), which was reversed by the United States Court of
Appeals for the Tenth GCrcuit, 172 F.3d 1255 (10th G r. 1999).

In rejecting the plain | anguage anal ysis of Rev. Proc. 87-56,
1987-2 C.B. 674 by the Court of Appeals, however, the majority
opinion in the instant case does not rely on this Court’s

rationale in Duke Energy Natural Gas Corp. Rather, the majority

injects yet another rationale, based upon its reading of the
regul ations, to decide that petitioner nust depreciate its
gathering systemusing a 15-year recovery period instead of a 7-
year recovery period. Wile | agree with Judge Fol ey’ s di ssent,

| have an additional point | would like to raise. Revenue
procedures are published to guide taxpayers, who are permtted to
rely on them W should not read an ownership requirenent into
Rev. Proc. 87-56, 1987 C.B. 674, where its plain | anguage does
not require it.

In section 167(nm), Congress del egated respondent broad
powers to promul gate regul ations to determne the class |ives of
property used in the natural gas industry. Respondent
pronmul gated regul ati ons pursuant to that authority and indicated

that the class guidelines would be published pursuant to that
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authority. Rev. Proc. 87-56 reflects respondent’s class-life
determ nati ons.

Rat her than providi ng gui dance to taxpayers, Rev. Proc. 87-
56 has produced consi derabl e confusion and uncertainty. |n Duke

Energy Natural Gas Corp. v. Conm ssioner, supra, this Court and

the Court of Appeals for the Tenth Grcuit, considered the
gquestion before the Court today, and arrived at contrary results.
The majority opinion now offers another rationale for its result.
Rev. Proc. 87-56 only requires that assets be “used” by
natural gas producers to qualify under section 13.2. 1In the
instant litigation, respondent asserts that assets nust be both
“used” and “owned” by natural gas producers. Revenue procedures
are pronul gated to provide clear and preci se gui dance
to taxpayers, and | would hold respondent to the plain | anguage
of that published guidance.! To require taxpayers to consult a
team of tax attorneys to deci pher that guidance frustrates the
very purpose for which it was issued.

SW FT, BEGHE, FOLEY, VASQUEZ, and MARVEL, JJ., agree with
this di ssenting opinion.

1 note that we have held that the Commi ssioner nmay not
choose to litigate against an official position the Comm ssioner
has published without first revising or revoking that position.
Rauenhorst v. Comm ssioner, 119 T.C. __ (Cct. 7, 2002); Coastal
Petrol eum Refiners, Inc. v. Conm ssioner, 94 T.C. 685 (1990); see
Phillips v. Conmm ssioner, 88 T.C. 529 (1987), affd. in part and
revd. in part 851 F.2d 1492 (D.C. Gr. 1988); see also Slechter
v. Comm ssioner, T.C Meno. 1987-528.
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BEGHE, J., dissenting: Elenentary econom c anal ysis
supports the conclusion of Judge Foley, who tried this case, that
the gathering system assets in issue are class 13.2 assets “used
by * * * producers for * * * production of * * * patural gas”
under Rev. Proc. 87-56, 1987-2 C.B. 674, 678. Petitioner’s
gathering systens are used for production of natural gas by al
the well owners/operators/producers fromwhose wells originated
t he gas processed through the systens. This is true,
notw t hst andi ng such producers do not own and operate any
gathering system wth nost such producers selling to petitioner
at the well head the bulk of the gas processed through a systent
and a few ot her such producers paying petitioner fees for
processing their gas through the system

Back in 1937, R H Coase, in the first of the papers for
whi ch he was awarded the Nobel Prize in Economcs in 1991, “The
Nature of the Firnf,?2 raised and answered a basic question about
the concept of the firmand its boundaries. Coase explai ned why

busi nesses exi st and operate as they do, why, for instance,

Al beit pursuant to contracts under which npbst such
producers and petitioner share the ultimate proceeds of sale to a
pi peline conpany that transports the processed product to public
utilities for distribution to consuners.

2Economica 4 (Nov. 1937), reprinted in Coase, “The Firm the
Mar ket and the Law’ 33 (1988), and WIllianmson & Wnter, Eds.,
“The Nature of the FirmOigins, Evolution, and Devel opnment” 18
(1991).
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conpani es choose to produce sonme goods or provide sone services
for thensel ves and contract with outsiders to provide other goods
and services. Coase explained that relative market prices are
not the sole factor; transaction costs al so affect the decision.
The nature and anmount of those costs, Coase theorized, frequently
determ ne whether a conpany will seek an outside supplier or
service provider or itself supply the itemor performthe
service.® Watever decision a gas well owner/operator/producer

firmnmakes in any particular case,® there is a significant (for

3See Easterbrook, “Derivative Securities and Corporate
Governance,” 69 U Chi. L. Rev. 729, 729-730 (2002); Tedeschi,
“E-Commerce Report,” NY. Tinmes Cl2 (Cct. 2, 2000).

“A generic description of a range of possibilities simlar
to those in the case at hand is found in Joskow, “Asset
Specificity and the Structure of Vertical Relationships:
Enpirical Evidence”, in Wlliamson & Wnter, Eds., supra note 2
117, 119:

there is a wde range of institutional arrangenents
that can be used to govern transacti ons between
econom c agents. Specific institutional arrangenents
energe in response to various transactional
considerations in order to mnimze the total cost of
maki ng transactions. The boundary between a firmand a
mar ket provides a very rough distinction between the
two primary institutional nmechanisns for allocating
resources, but this is the beginning, not the end, of
the inquiry. Firns can take on many different

organi zation structures. Market transactions can take
many different forns ranging from sinple spot
transactions [sale at the well head for a fixed price]
to conplex long-termcontracts [various sharing
arrangenents present in this case and described in
Tenth Circuit opinion in Duke Energy Il1]. The specific
set of institutional arrangenents chosen woul d
represent the governance structure that mnimzed the
total cost of consummating the transactions of

i nterest.
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me, dispositive) econom c sense in which any such producer firm
uses a gathering system this is irrespective of whether the
producer owns and operates the systemitself, or instead, as in
the case at hand, sells its gas to petitioner at a fixed price at
the well head, enters into any one of the various ultinmate sale
proceeds sharing arrangenents with petitioner (also described in

Duke Energy Natural Gas Corp. v. Conm ssioner, 172 F.3d 1255

(10th Cr. 1999), revg. 109 T.C 416 (1997)), or has its gas
processed through petitioner’s systemfor a fee and then sold for
the producer’s account fromthe processing plant after the |ast
stage of the productive process has been conpl et ed.

As shown by the opinion of the Court of Appeals for the

Tenth Grcuit in Duke Energy Natural Gas Corp., w th which Judge

Foley and | agree, the question under Rev. Proc. 87-56, supra, of
who a gathering systemis “used by” turns neither on who owns the
producers or the system nor on who owns the gas processed

t hrough the system The gathering systemis “used by * * *
producers for * * * production of * * * npatural gas”, id.,
irrespective of the effects on | egal ownership and refinenents of
title of the terns of the contracts they use to have the gas from
their wells processed through the system

FOLEY and VASQUEZ, JJ., agree with this dissenting opinion.



- 35 -
FOLEY, J., dissenting: | disagree with the majority’s
anal ysi s and hol di ng.

| . The Texas Gathering Systens (TGS) Were Production Assets

Revenue Procedure 87-56 states that asset class 13.2
i ncludes “assets used by * * * natural gas producers for * * *
production of * * * natural gas, including gathering pipelines”.
As the trial judge | concluded, after analyzing all of the
rel evant evidence and testinony, that Cajon’ s pipelines were
gat hering systens “used by” producers in the production of
natural gas. Gathering systens are essential to the production
process because they treat unprocessed natural gas by renoving
wat er, hydrogen sul fide, and carbon dioxide.! Wthout
dehydration and treatnent, the gas cannot be used, and
transm ssi on conpani es woul d not accept it for transportation to
ultimate consuners. |Indeed, w thout a properly designed
gat hering systemthe gas woul d never be produced at all but would
sinply remain in the ground. Thus, the services provided by

Clajon were an integral part of the production process.

! Pipes in a gathering system generally, deteriorate
faster and have to be replaced nore frequently than | ong-distance
transm ssion pi pelines. Because gathering system pi pes have
shorter physical lives than transm ssion pipelines, it is
reasonabl e to conclude that Cajon’s gathering systens are within
the asset class wth the shorter recovery peri od.
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1. The Plain Meani ng of Asset Class 13.2 Controls

| agree with the analysis and conclusion of the Court of

Appeal s for the Tenth Grcuit in reversing Duke Energy Natural

Gas Corp. v. Conm ssioner, 109 T.C. 416 (1997) (Duke Energy 1),

revd. 172 F.3d 1255 (10th G r. 1999) (Duke Energy I1). The Court
of Appeals correctly refused to incorporate an ownership

requi renent into the phrase “used by” in asset class 13.2. 1d.
The court stated: “The literal terns of [asset class 13. 2]

i nclude any gathering system so long as it is used by a gas
producer.” 1d. at 1259. Contrary to our opinion in Duke Energy
|, the Court of Appeals concluded that gathering systens owned by
a nonproducer were “‘used by’ producers through contractual
arrangenments”. 1d. Qur holding in Duke Energy | should be
overrul ed.

The central issue is whether the gathering systens were
“used by” producers. Absent sone anbiguity, the plain neaning of
a statute or regulation controls its interpretation. “Use” is
not a difficult word to interpret or understand. See Black’s Law
Dictionary 1541 (6th ed. 1990) (defining “use” as follows: “to
convert to one’'s service; to enploy; to avail oneself of; to
utilize; to carry out a purpose or action by nmeans of; to put
into action or service, especially to attain an end”). The

majority’s holding that the gathering system nust be owned by
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natural gas producers is contrary to the conmon understandi ng of
the phrase “used by”.

The majority acknow edge that the decision of the Court of
Appeal s was based on the plain | anguage of asset class 13.2
(i.e., the phrase “used by * * * natural gas producers”). See
majority op. p. 13. The mgjority, however, fail to analyze this
| anguage or present any cogent reasons why we should not strictly
adhere to it. Wthout first finding that the | anguage of asset
class 13.2 is anbiguous, the majority begin their analysis of
respondent’s revenue procedures using “historical material” to
concl ude that Asset Depreciation Range cl asses were designed to
enconpass industries and entities rather than assets. See
majority op. p. 11. Historical developnent, like legislative
history, is a far |ess accurate enbodi nent of intent than plain
| anguage and is susceptible to a wide array of interpretations.
Only after this historical analysis do the magjority turn to the
pl ai n meani ng. Even then, a plain neaning analysis is applied
only to asset class 46. 2.

[11. The Mpjority Msinterpret the Primary Use Doctrine

Bef ore O ajon purchased the Sout heast Texas Pi peline System
(SETPS) (i.e., the largest of the six systens), it is
i ndi sputable that this systemwas used primarily by natural gas
producers in the production process. Cajon continued to operate

the SETPS wi t hout changing the systems primary use. The
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producers connected to the TGS needed a gathering systemto
further the production process by renoving inpurities and
delivering their gas to processing facilities. |Indeed, all of
t he producers connected to the TGS had contractual agreenents to,
and did in fact, “use” Clajon’s gathering systens. Even in
contracts where title passed to Cajon, the gathering system
remai ned the neans by which the producers’ gas ultimately
traveled to the gas processing plant and transm ssion |ines.
Contrary to the majority’s holding, the primary use of the TGS
was the sanme regardl ess of who owned the systens or the gas
fl ow ng through the systens.

The majority base their holding on the theory that the
availability of all asset classes depends on the prinmary use of
t he taxpayer rather than the primary use of the asset. This is,
essentially, an ownership requirenent. Such a theory is
i nconsistent with the law. Section 1.167(a)-11(b)(4)(iii)(b),
I ncone Tax Regs., states that “Property shall be classified
according to prinmary use even though the activity in which such
property is primarily used is insubstantial in relation to al
the taxpayer’s activities.” This regulation unequivocally states
that, regardless of the taxpayer’s activities, the primry use of
the asset determ nes the appropriate asset class for purposes of

depreci ati on.
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The majority interpret section 1.167(a)-11(b)(4)(iii)(b),
I ncone Tax Regs., as if it read that the property shall be
classified according to the “taxpayer’s prinmary use”. See
majority op. p. 19 (enphasis added). W, however, nust take the
law as we find it. The regulation specifically states that our

focus is the property’s primary use. Moreover, the | anguage of

asset class 13.2 requires only that the asset be “used by” a
natural gas producer in the production of natural gas. Cajon’s
gat hering systenms neet the requirenent even though C aj on was not
a producer.

| V. Concl usi on

The plain | anguage of asset class 13.2 does not require that
a gathering system be “owned by” a natural gas producer to be
included in that asset class. Wiile respondent is free to issue
revi sed gui dance, Rev. Proc. 87-56 sinply requires that a
gat hering system be “used by * * * a natural gas producer” in
order to fall within asset class 13.2. The TGS is so used.
Accordingly, the majority’s conclusion is incorrect, and
petitioner is entitled to recover the cost of the gathering
systens over a 7-year period.

VWELLS, SWFT, BEGHE, VASQUEZ, and MARVEL, JJ., agree with
this di ssenting opinion.



