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The Revenue Departnent assessed incone tax agai nst Marshal
gl esby (Taxpayer) for the years 1984 and 1985. The Taxpayer
appeal ed and a hearing was conducted on January 22, 1991. Robert
C. Vlthall, Esg. appeared for the Taxpayer. Assistant counsel Dan
Schmael i ng represented the Departnent. This Final Oder is based
on the evidence and argunents presented by the, parties.

FI NDI NGS OF FACT

The relevant facts are undi sput ed.
The Taxpayer is in the oil and gas business and for the years

prior to 1984 capitalized and deducted by depreciation or depletion

the intangible drilling costs associated wth his business.
Intangi ble drilling costs generally include all expenditures
incidental and necessary for the drilling of wells and the

production of oil and gas, except those costs incurred for the

purchase of tangible property or an interest in such property.
The Taxpayer attenpted to currently deduct or expense his

intangible drilling costs incurred in the years. 1984 and 1985.

The Departnent disallowed the deductions and instead required the
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Taxpayer to capitalize the costs as in prior years. The Taxpayer
appeal ed t he resul ting prelimnary assessnents to t he
Adm ni strative Law D vi sion.

The Departnment contends that the Taxpayer should be required to
capitalize his intangible drilling costs in 1984 and 1985 because
he had capitalized such costs in prior years. The Departnent argues
that once an operator elects to capitalize intangible drilling
costs, the election cannot be changed, citing Departnent Reg. 810-
3-16-.02 and I RC Reg. 1.612-4.

The Taxpayer contends that the above cited Reg. 810-3-16-.02
all ows an operator the option of either expensing or capitalizing
intangible drilling costs and that capitalization of such costs in
a prior year does not prohibit an election to expense in a later
year.

CONCLUSI ONS OF LAW

Intangible drilling costs are capital expenditures which as a
general rule must be anortized and recovered either through
depreci ation or depletion. However, for federal purposes the IRS
was required by 26 U S C A §263(c) to pronulgate regulations
allowing an oil and gas operator the option of either capitalizing
or currently deducting such intangible drilling costs.
Accordingly, IRC Reg. 1.612-4 was pronul gated for that purpose in
1965. Reg. 1-612.4 does not require a formal statenment of

el ection. Rat her, an operator may elect to currently deduct
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intangible drilling costs by claimng them on his return in the
first year incurred. |If the operator fails to expense the costs in
the first year, he is deenmed to have elected to recover such
expenses through depreciation or depletion. See, Reg. 1.612-4(d).
An "el ection" once made is irrevocable for all subsequent years,
except that an operator that has elected to capitalize may in a
subsequent year elect to currently expense such costs relating to
any non-productive well. Again, the election is at the option of
the operator, but once nade nust be consistently followed. See,
Reg. 1.612-4(b)(4).

The Al abama Revenue Code does not contain a provision simlar
to 26 U S.C A §263 and thus the Departnent is not required by
statute to provide an operator wth the option. of expensing
intangible drilling costs. Nevertheless, the Departnent allows the
option pursuant to Reg. 810-3-16-.02.

The Al abama regulation is not as detailed as IRC Reg. 1-612-4
and does not specify the nmechanics of how an el ection nust be nade
or if an election once made can be changed. However, subparagraph
(3)(a) of the Al abama regulation indicates that an election is
necessary because it reads that if "the operator has elected to
capitalize intangible drilling and devel opnent costs, such costs
incurred in drilling a non-productive well may be deducted as a
|l oss at the election of the taxpayer; but such election nust be

consistently followed". Subparagraph (3)(a) is identical to
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subpar agraph (b)(4) of Reg. 1-612-4 and provi des the one exception

by which an el ection once made can be changed. The exception woul d
be unnecessary and confusing unless the operator was otherw se
required to make a binding election to either expense or

capitali ze.

The obvious intent and purpose of Reg. 810-3-16-.02 is to
conform Al abama's treatnment of intangible drilling costs wth
federal treatnment of such costs. In such cases where an Al abama
statute or regulation is nodeled after a federal statute or
regul ation, the federal |aw on point should be used as a guideline

in construing the less clear A abama provision. Best v. State, 417

So.2d 197. Accordingly, for Al abama purposes an operator elects to
either capitalize or expense intangible drilling costs by the
met hod he chooses to report those costs in the first year incurred,
and the election is irrevocable and nust be followed in all
subsequent years, except as provided in subparagraph (3)(a) an
operator may elect to currently expense such costs in a subsequent
year relating to a non-productive well.

In this case, the Taxpayer capitalized intangible drilling
costs in years prior to 1984 and thus cannot be allowed to
currently deduct those costs incurred in 1984 and 1985. The
el ection to capitalize is binding for Al abama purposes to the sane
extent as for federal purposes.

The above consi dered, the assessnents in issue are correct (as



5

adj usted by the Departnent) and should be nade final, with interest
conputed to the date of entry of the final assessnents.

Entered on January 31, 1991.

Bl LL THOMPSON
Chi ef Adm nistrative Law Judge



