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The Revenue Departnent assessed State and Bal dwi n County oi
and gas severance tax against Cay Cal houn, Sr. ("Taxpayer") for
the period August 1985 through Decenber 1987. The Taxpayer
appealed to the Admnistrative Law Division on January 31, 1989.

A hearing was conducted on May 18, 1995. Jim Sizenore and Al gert
Agricola represented the Taxpayer. Assi stant Counsel John
Breckenri dge represented the Departnent.

This case involves the follow ng issues:

(1) Should the assessnents be di sm ssed because of the |ong
del ay between when the adm nistrative appeal was filed in 1989 and
when the hearing was conducted in 1995;

(2) If the assessnents are not dismssed, the substantive
i ssue invol ves how t he taxabl e "val ue" of the subject gas should be
conput ed under the "workback"” nethod. Specifically, should the
foll owi ng expenses be allowed: (a) secondary flow neters, (b) salt
wat er disposal costs, (c) depreciation, and (d) transportation
costs.

The Taxpayer operated and was a fractional working interest

owner in six gas wells in Baldwn County during the period in
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guesti on. The Departnent audited the Taxpayer and conputed the

Taxpayer's severance tax liability pursuant to the "workback"
met hod. As discussed below, "value" 1is conputed under the
"wor kback" method by taking the first arm s-length sales price of
the refined product, and then subtracting actual treatnent costs.
The parties agree that the "workback” nethod is applicable in this
case.

The Departnent entered prelimnary assessnents of State and
Bal dwin County severance tax on OCctober 17, 1988. After an
unsuccessful informal conference, the Taxpayer appealed to the
Adm ni strative Law Division in January 1989.

The Adm nistrative Law Division notified the Legal D vision of
t he Taxpayer's appeal on February 8, 1989. The notice directed the
Legal Division to "forward to (the Adm nistrative Law Division) a
short statenment of the relevant facts, the matters asserted, the
Departnent's position, and the issues involved". As di scussed
|ater, there was no tine frane within which the Departnent was
required to respond.

Department procedures, then and now, require that a position
statenent (now referred to as an Answer) should be filed before a
case can be set for hearing. The Adm nistrative Law D vision
inquired with the Legal D vision on several occasions over the next
few years concerning the status of the case, and specifically when
a position statenent would be fil ed.

The Legal Division responded that the case involved the
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"wor kback" nethod, and that the parties had agreed to hold the case

generally pending a final decision in State v. Phillips Petrol eum

whi ch had been filed in Montgonmery County Circuit Court in March
1988. As discussed below, the Taxpayer denies that he acqui esced
in continuing this case generally. Unfortunately, there is nothing
in the admnistrative record showng that the Taxpayer either
agreed or objected to a continuance.

Phillips Petroleum was decided by the Mntgonery County

Crcuit Court on Novenmber 1, 1990. The decision was appeal ed, and
the Court of G vil Appeals issued its decision on Decenber 6, 1991

(State v. Phillips Petroleum Co., 638 So.2d 880 (Al a.C v.App.1991)

or "Phillips 1"). The Suprene Court granted certiorari and issued

its opinion on Decenber 18, 1992, (State v. Phillips Petrol eum Co.,

638 So.2d 886 (Ala. 1992) or "Phillips I1"). The Suprene Court
affirmed in part and reversed in part and remanded the case to the
| ower courts. The Court of Civil Appeals issued its decision on

remand on July 9, 1993 (State v. Phillips Petrol eum Co., 638 So.2d

890 (Ala.Cv.App. 1993) or "Phillips 111"). The Suprene Court
again granted certiorari and issued another decision on February

18, 1994 (State v. Phillips Petroleum Co., 638 So.2d 893 (1994) or

"Phillips I'V'). The Suprenme Court concluded in Phillips IV that

the Departnment could use the "workback" nethod under certain
ci rcunst ances.

Shortly after Phillips IV was deci ded, the Adm nistrative Law

Division, by Oder dated February 24, 1994, set this case for
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hearing on April 14, 1994. The Departnment was also directed to

file an Answer, which it did on February 28, 1994.

The Taxpayer's representative at that tinme, his son, requested
a general continuance because of the Taxpayer's ill health. A
general continuance was accordingly granted. The Admnistrative
Law Division later inquired concerning the Taxpayer's health by
letters dated June 22 and August 3, 1994. The Taxpayer thereafter
obtained |ocal Al abama counsel, who filed a Mtion to D smss
Assessnents and a Mdtion for Judgnent on the Pl eadi ngs on Novenber
23, 1994. Both notions were denied on January 30, 1995. A hearing
was finally conducted on May 18, 1995.

| ssue (1). Should the assessnents be dism ssed because the

appeal was not tinely heard.

The first question is - did the delay in hearing the case
vi ol ate any statute or Departnment regulation.

Prior to October 1992, the Admnistrative Law Division
procedures were governed generally by the Al abama Adm nistrative
Procedures Act ("APA"), Code of Ala. 1975, §41-22-1 et seq., and
specifically by various Departnent regulations. The APA does not
include any specific time limt wthin which a contested case nust
be heard.

Department Reg. 810-1-3-.04(1) was in effect when the
Taxpayer's appeal was filed and provided that after an appeal was

filed, the Adm nistrative Law Division was required to notify the
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Legal Division, and "the Departnent shall thereafter file with the
Adm nistrative Law Division a position statenent setting forth the
i ssues involved in the case and the Departnent's position relating
thereto". Subparagraph (2) of the regulation provided that "Upon
filing of the Departnent's position statenent, the Admnistrative
Law Division will incorporate said statenent in a formal notice of
hearing . . . ". However, Reg. 810-1-3-.04(1) did not specify a
time limt within which the Legal Division was required to file a
position statenent. Consequently, the Departnent's delay in filing
a position statenent did not technically violate any statute or
Depart ment regul ati on.

The Uniform Revenue Procedures Act ("URPA') was enacted
effective Cctober 1, 1992. That Act requires the Legal Dvision to
file an Answer within 30 days after being notified of an appeal.

Code of Ala. 1975, §40-2A-9(c). But as explained in the
Prelimnary Order Denying Taxpayer's Mtion to D smss Appeal, URPA
applies only to appeals that were filed after the effective date of
the Act, October 1992. The appeal in this case was filed in
January 1989. Consequently, the 30 day Answer period required by
§40- 2A-9(c) is inapplicable.

A circuit court does have inherent equitable power to dismss

a case for unexcused delay. Mns v. Citizens Bank of Prattville,

581 So.2d 824 (1991); State Insurance Departnent v. Howell, 614

So.2d 1053 (Ala.Gv. App. 1992). However, there is no statutory or
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other authority giving the Departnment's Adm nistrative Law Judge
("ALJ") that sane inherent equitable authority. The ALJ is
aut hori zed by §40-2A-9(b) to dism ss an appeal or grant relief to
a taxpayer, but only if a party fails to conply wth a Departnent
regul ation, a statute, or a prelimnary order issued by the ALJ.
As di scussed above, that did not happen in this case.

The next question - was the Departnent's delay in filing an
Answer so unreasonable as to violate the Taxpayer's constituti onal
right to due process.

To begin, | disagree with the Departnent's claimin its brief,
at page 2, that the Taxpayer had the affirmative duty to go forward
with the hearing. Both before and after the enactnment of URPA in
1992, once a taxpayer appeal ed, the Departnent was required to file
an Answer, and only then would a hearing be schedul ed, see Reg.
810-1-3-.04(2). A taxpayer was not required to take any action
until an Answer was filed and a hearing was schedul ed. The form
letter mailed to the Taxpayer by the Adm nistrative Law D vision

after the Taxpayer's appeal was filed provided in part as foll ows:

You will be infornmed of the tine and place set for the
hearing by witten notice to be sent fromthis office.
The notice will informyou of the position taken by the

Departnent and the issues involved in the matter.

This confirmation letter requires no response on your
part at this tine. |Its purpose is to acknow edge recei pt
of your request for a formal hearing and inform you of
the required procedure to be followed in conducting
formal contested hearings. You are forthwith to receive
t he above nentioned notice (of hearing).
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As discussed, a hearing was not scheduled because the
Departnent did not file an Answer and instead infornmed the
Adm ni strative Law D vision that the parties had agreed to hold the

case pending a final decision in Phillips Petroleum The Taxpayer

di sputes that there was any such agreenent, and in hindsight it is
cl ear that any such agreenent shoul d have been put in witing for
t he record.

But while the record does not show that the Taxpayer formally
agreed to a continuance, the Taxpayer also did not object and never
inquired concerning the status of the case. The Taxpayer was
certainly aware of the appeal and could have inquired concerning
the case at any tinme. The Taxpayer by his non-action in effect
acqui esced in the general continuance. Consequent |y, wunder the
circunst ances, the delay was not so unreasonable as to constitute
a deni al of due process.

The Departnent also is not barred by the doctrine of |aches
fromproceeding with the assessnents. Laches applies if (1) there
was a delay, (2) the delay was not excusable, and (3) the delay

resulted in undue prejudice. Ctibank, N A v. Gtibank G oup,

Inc., 724 F.2d 1540 (1984).

There obviously was a delay in this case. However, the del ay
was understandable or at |east excusable for the reasons stated
above. Inportantly, the delay also did not cause undue prejudice
to the Taxpayer.

The Taxpayer clains that he was prejudi ced because he i s now
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ill, he lost sonme of his records, and sone of his partners are no
| onger avail abl e. (Taxpayer's brief at page 5). However, this
case involves a question of law as to what expenses should be
allowed in conputing the "workback" nethod. The Taxpayer's records
are not relevant to that |legal issue, nor is the Taxpayer's il
health or the absence of his fornmer partners.

|ssue (2). Did the Departnent properly conpute the taxable

"val ue" of the gas under the "workback"” nethod.

Al abama' s oil and gas severance tax is neasured by the "gross
value of said oil and gas at the point of production”. Code of
Ala. 1975, 8§40-20-2(a)(1). "Value" is defined at Code of Ala.
1975, §40-20-1(3), as follows:

The sale price or market value at the nouth of the well.

If the oil or gas is exchanged for sonething other than
cash, if there is no sale at the tinme of severance or if

the relation between the buyer and the seller is such

that the consideration paid, if any, is not indicative of

the true value or market price, then the departnent shal

determne the value of the oil or gas subject to the tax

herei nafter provided for, considering the sale price for

cash of oil or gas of like quality.

Under certain [imted circunstances, if there is no cash sale
at the well-head, or if there are no like-kind sales by which
conpar abl e val ue can be determ ned, "value" can be conputed using

t he "wor kback” nethod. See, Phillips IV. The parties agree that

t he "wor kback"” nethod is proper in this case.
The Al abama Supreme Court has defined the "workback” nmethod as

foll ows:
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A nmethod for calculating market value of oil or gas at
the well-head . . . Under this method costs of
transportation, processing and treatnent are deducted
fromthe ultimate proceeds of the sale of the oil or gas
and any extracted or processed products to ascertain
wel | - head val ue.

Phillips I'l, at page 888.

Val ue conputed under the "workback” nethod nust "result in an

anount approxi mating market val ue". Phillips Il, at page 889

Al so, "when the Departnment resorts to the workback nethod, which is
di sfavored as a nethod of cal culating value, the assessnent can be
attacked by showi ng that the cal culations inproperly included or
excluded itens in such a manner that the end result does not fairly

indicate value". Phillips Il, at pages 889, 890.

The Revenue Departnent does not have regul ati ons concerning
t he "wor kback"” nmethod. Nor has either party cited any case | aw or
other authority defining the specifics of the nethod or what
expenses should be allowed in conputing "value" under the
"wor kback" nmethod. Consequently, applying the broad definition set

out in Phillips Il, the followng guideline will be followed. If

the expense was necessarily incurred in the actual treatnent
(processing, marketing, or transportation) of the gas anywhere from
t he point of severance (well-head) to the first arm s-length sale,
the expense should be allowed. If the expense, although a
necessary or reasonabl e expense to the producer, was not incurred

in directly treating or processing the gas, it cannot be all owed.
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Secondary fl ow neters.

The Taxpayer installed secondary flow neters (1) to verify the
accuracy of the primary nmeters installed by the purchaser, Anpco
Production, Inc., and (2) to separately neasure the anount of gas
produced by each well. While necessary to the Taxpayer’s operati on,
the secondary neters were not wused in actually treating or
processing the gas. Consequently, applying the above guideline,
t hey cannot be allowed as an expense under the "workback" nethod.

Salt water disposal.

Salt water was conmm ngled with the gas during production. At
or inmmediately past the well-head, the salt water was separated
fromthe gas by use of a separator. The Taxpayer was then required
to di spose of the salt water for both practical and environnental
reasons.

Clearly, renoving salt water is necessary in processing the
gas. Actual separation costs should accordingly be allowed. But
the cost of subsequently disposing of the salt water after
separation was not a necessary and direct processing cost.
Al t hough the Taxpayer was required by law to properly dispose of
the salt water, the disposal costs were not incurred in actually
processing or treating the gas, and thus cannot be all owed.

Depr eci ati on.

The Departnment concedes that depreciation should be allowed in

conputing the "workback"” nethod. (Dept. brief at page 12). The
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Departnent first subtracted a ten percent sal vage value, and then
al | oned the Taxpayer an equal nonthly depreciation deduction over
the life of the depreciable asset, the gathering system The
depreciable life was the total period that the system was used,
i ncl udi ng the nont hs when no production occurred.

The Taxpayer first argues that the ten percent sal vage val ue
was arbitrary and shoul d not have been used. | disagree.

Sal vage value is "the anobunt that a taxpayer can reasonably
expect to receive for the asset on resale at the end of its useful

life". Carland, Inc. v. CI1.R, 909 F.2d 1101, at 1106 (1990).

Sal vage value is necessarily estimated, and the burden is on the
taxpayer to establish a different salvage value than the one

al l owed by the taxing authority. Smth v. Comm ssioner, 800 F.2d

930 (9th Gr. 1986). |In the absence of evidence to the contrary,
the governnent's estimted salvage value nust be accepted.

Browning v. CI1.R, 890 F.2d 1084 (9th Cr. 1989).

The Taxpayer argues that the gathering system had no sal vage
val ue because it had no value after production ceased. However, no
evi dence was offered to that effect, or to otherwi se prove that the
ten percent salvage value was excessive. Consequently, the
Departnent's use of a ten percent sal vage value, being prinma facie
correct, is affirned.

The Taxpayer next argues that depreciation should be allowed
to of fset production dollar for dollar. That is, if depreciation

exceeded production in any nonth, the excess depreciation should be
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carried over and used to offset production in other nonths. Again,
| di sagree.

Depreciation is not tied to or incurred relating to any
specific gas production. Rather, it relates to the depreciable
asset itself, the gathering systemin this case, which depreciates
or loses value at a fixed rate over a fixed period of tine
regardless of whether it 1is wused or not. Consequent |y,
depreciation cannot be allowed dollar for dollar to offset
producti on. The Departnment thus properly refused to allow
depreciation to be carried over fromone nonth to offset production
i n other nonths.

Transportati on expense.

The Taxpayer had transportati on expenses in sone nonths but no
production. The Taxpayer argues that, |ike depreciation, the excess
transportati on expenses should be carried over to other nonths to

of fset production dollar for dollar.

This i ssue of whether excess marketing costs in one nonth can
be carried over to other nonths was previously rejected because
severance tax returns are filed nonthly, and there is no provision
for a carryover of an expense to other nonths. See, Prelimnary
Order Denying Taxpayer’s Mtion for Judgnent on the Pl eadings,
i ssued January 30, 1995. However, on review, | now believe that

the Taxpayer's position on this point relating to the
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transportati on expense (and any other direct processing expenses
but not depreciation) is correct.

Unli ke depreciation, transportation is a direct cost incurred
in treating or processing the gas. That direct expense nust be
allowed in conputing taxable val ue under the "workback" nethod.
Consequently, notw thstanding that returns are due nonthly, any
al l owabl e transportation expense relating to gas produced by the
Taxpayer nust be allowed, even if the expense was actually incurred
or paidin a later nonth. Qherw se, the taxable value of the gas
woul d be infl ated.

In summary, the "workback"™ method involves determning "the
aggregate sales price of the treated products and then subtracting

the actual treatnent costs . . .". Phillips IV, at page 894. The

secondary flow neters and the salt water disposal costs cannot be
al | oned because they were not direct, actual treatnent costs that
added value to the gas.

Depreciation is an all owabl e expense, but can only be all owed
in equal nonthly increnents. The asset (gathering system | oses
val ue over time whether or not any gas is produced and carried
through the system Consequently, the nonthly depreciation
al l omance cannot be carried over to offset production in other
nont hs.

On the other hand, transportation expense is a direct
processing cost relating to oil or gas actually produced. Total

transportati on expense nust be allowed to offset production, even
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if the expense is incurred in a subsequent nonth.

| must reiterate that the Departnent has no regul ations or
ot her guidelines defining how the "workback"” nmethod should be
conput ed. Nor has either party presented any authority in that
respect. Consequently, the above findings are based on the Suprene

Court's broad holding in Phillips IV, at page 894, that only

"actual treatnent costs" should be considered.

The Taxpayer argues that an expense should be allowed if it
"is one which would influence buyer and seller at a well-head sal e"
(Taxpayer's brief at page 8). |If the Taxpayer is correct, then the
secondary flow neters and the salt water disposal costs, and
per haps even depreciation dollar for dollar, should be allowed. A
buyer woul d obvi ously consi der those necessary expenses when buyi ng
gas at the well-head. But absent authority to support the
Taxpayer's argunent, only “actual treatnent costs” can be all owed.

The Departnent is directed to reconpute the Taxpayer's
ltability in accordance with the above findings. A Final Oder

will then be entered setting out the Taxpayer's adjusted liability.

This Qpinion and Prelimnary Oder is not an appeal abl e O der.
The Final Oder, when entered, may be appealed by either party
pursuant to Code of Ala. 1975, §40-2A-9(Q).

Entered COctober 31, 1995.
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Bl LL THOMPSON
Chi ef Adm nistrative Law Judge



