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The Revenue Departnent assessed oil and gas severance tax
agai nst FMP Qperating Conpany ("Taxpayer") for the period January
1986 through Septenber 1988. The Taxpayer appealed to the
Adm nistrative Law D vision and a hearing was conducted on
Septenber 13, 1994. Ed Dean and Thomas Smth represented the
Taxpayer . Assi stant Counsel John Breckenridge represented the
Depart nent .

The Al abama severance tax is neasured by the value of oil or
gas at the well head. Code of Ala. 1975, §40-20-2(a). "Value" is
defined at Code of Ala. 1975, §40-20-1(3).

The primary issue in this case is whether the taxable "val ue"
of certain gas severed from the Wnmack H Il oil and gas field
("Womack Hi Il field") and surrounding fields during the period in
i ssue should be conputed (1) wusing the "work-back" nethod, as
argued by the Departnent, or (2) using the sales price as specified
in certain casinghead gas contracts, as contended by the Taxpayer.

| f the work-back nmethod is allowed, a second issue is how the

wor k- back net hod shoul d be conput ed.
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The parties agreed at the adm nistrative hearing on Septenber
13, 1994 that the case should be bifurcated, and that the primary
i ssue should be decided first. Consequently, this Final Order
addresses only the issue of whether the work-back nmethod or the
casi nghead contracts should be used to determ ne the taxabl e val ue
of the gas in issue.

The Womack Hi Il field is located primarily in Choctaw County,
Al abama and was di scovered in the late 1960s. The field contains
"sour" gas which was initially flared into the atnobsphere because
it could not be econom cally gathered and processed.

In the early 1970s, a group of well owners in the area agreed
to jointly build a gas gathering system and processing facility.

The Wonmack Hi Il Processing Plant ("Wmack H Il Plant" or "Plant")
was conpleted in 1974.

Prior to building the Plant, the Plant owners (hereafter
"associated working interest owners" or "associated owners")
entered i nto numerous casinghead gas contracts to purchase gas from
nost of the well owners in the area that did not have an ownership
interest in the Plant (hereafter "non-associated working interest
owners" or "non-associated owners").' Mst of the contracts were

executed in approximately 1974, al though ot her casi nghead contracts

'Casi nghead gas is gas produced froman oil well.



were executed in |ater years.

The casi nghead contracts provided that title to the gas passed

fromthe well owners to the Plant upon severance at the well head.

The gas from the various wells was conm ngled in the gathering
systemand routed to the Plant for processing. The Plant processed
the gas and then separately sold the Iiquid hydrocarbons ("NGs")
and the residue gas at the plant tailgate at the prevailing market
price. Pursuant to the casinghead contracts, the well owners
received 50% of the sales price of the processed NGs at the
tailgate, and 60% of the sales price of the residue gas at the
tail gate.®> The remainder, after operating expenses and taxes, was
divided anong the associated owners based on their percentage
ownership in the Plant.

The associ ated owners al so owned working interests in various
wells in the Wonmack Hill and surrounding fields. The associ ated
owners entered into a Plant operating agreenent in 1974 under which
they were obligated to sell their gas to the Plant under the sane

terms and for the sane sale price as the non-associ ated owners.

’’'n sone cases, the casinghead contracts also took into
account that extraordinary treatnment costs mght be incurred by the
Plant, or that extra transportation costs mght be incurred if the
sal e occurred downstreamfromthe Plant tail gate.
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Title to the gas passed fromthe individual associated well owners
to the Plant at the well head.

The Taxpayer in this case was one of five or six associated
owners during the audit period. The Taxpayer also operated the
Pl ant, which obligated the Taxpayer to report and pay all severance
taxes to the Departnent. As Plant operator, the Taxpayer also
cal cul ated and paid both the associated and non-associated well
owners for their gas pursuant to the 50% 60% formul a set out in the
casi nghead contracts.® As stated, the bal ance, after expenses and
t axes, was disbursed pro-rata to the Plant owners.

The Taxpayer reported and paid Al abama severance tax on behal f
of both the associ ated and non-associ ated owners during the period
in issue based on the sales price set out in the casinghead
contracts. The Departnent accepted the casinghead contracts as the
correct wellhead value of the gas sold by the non-associated
owners. However, the Departnent rejected the casi nghead contracts
as not reflecting the true market value of the gas sold by the
associ ated owners. Rat her, the Departnent used the work-back
method to conpute the taxable value of the gas sold by the

associ ated owners.* The final assessnent in issue is based on

*There was at |east one contract (the Mdroc contract) that
had a different sales price fornula based on the renoteness of the
wel | . As stated in footnote 1, sone contracts also included
special treatnent and transportation cost provisions.

“The work-back nmethod was defined by the Al abama Supreme Court
in State v. Phillips Petroleum Co., 638 So.2d 886, 888 (Ala. 1992)
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t hose conputations. As stated, the primary issue is whether the
value of the gas in issue should be determ ned pursuant to the
casi nghead contracts or pursuant to the work-back nethod.

The oil and gas severance tax is neasured by the "gross val ue
of said oil and gas at the point of production . . .". Code of
Ala. 1975, §40-20-2. "Value" is defined at Code of Al a. 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 sales at the tine 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."

The first sentence of §40-20-1(3) is controlling. The taxable

nmeasure is the sale price or market value of the unprocessed gas at

as follows: "A nethod for cal culating market value of oil or gas
at the well-head . . . Under this nethod costs of transportation,
processing and treatnent are deducted fromthe ultinmate proceeds of
the sale of the oil or gas and any extracted or processed product
to ascertain well-head val ue."



t he wel | head.

Section 40-20-1(3) also provides that if any one of three "if"
situations are present, then "the departnent shall determ ne the
value of the oil or gas . . ., considering the sales price for cash
of oil and gas of like quality". Each of the three "if" situations
i s discussed separately bel ow

(a) "If the oil or gas is exchanged for sonething other than

cash, . . ." - Cearly this clause does not apply in this case.

Both the associ ated and non-associ ated owners were paid by check
after the sale of the gas at the tailgate in accordance with the
50% 60% formul a set out in the casinghead contracts.

(b) ". . . if there is no sale at the tine of severance .

. - This clause also does not apply in this case. The
casi nghead contracts clearly provide that title to the gas passed
to the Plant at the wellhead. (R 47). A sale occurs with the
passing of title fromthe seller to the buyer. Code of Al a. 1975,
§7-2-106(1). The sale of the gas was thus conplete at the
wel | head. The fornula under which the sale price at the well head
was conputed was also fixed at the tinme of sale, although the
actual anount to be paid depended on a |later event, the sale price
received by the Plant for the processed gas at the tailgate.

However, because the anmount of the sale price was calculated on a

| ater event does not alter the fact that the sale was conpleted

upon severance at the well head.
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(c¢) " . . . 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, . . . " - The

Department argues that the sales by the associated owners to the
Plant were not armis-length transactions, and thus were not
i ndicative of the true market value of the gas. | disagree.

This same issue was decided in a prior Admnistrative Law

Division case, State v. Petro-Lewis Corp., Docket No. M sc. 86-228,

decided July 22, 1987. | held in Petro-Lewis that the sales by the

associ ated owners were at arns-length, as foll ow

"The Departnment does not dispute that the sales
price as fixed by the casinghead gas contracts is the
proper value to be applied for tax purposes to that gas
sold by the non-associ ated owners. However, as to the
associ ated owners (Taxpayer), the Departnment argues in
effect that they cannot sell their gas to thensel ves and
consequently, that the sales price paid under such
circunstances is not the result of an arms-length
transaction, and thus is not indicative of the true
mar ket val ue of their gas.

To begin, the Departnent's contention that the
associated well owners are not selling their gas at
arms-length to the plant is incorrect. The associ ated
owners operate in tw separate capacities, each
i ndependent of the other. As well owners, they sell
their production to the plant as required by an arm s-
| ength agreenent under the sane terns and for the sane
prevailing market price as the non-associ ated owners.
They profit accordingly. On the other hand, as plant
owners, they gather and process the gas and sell the
refined products at the plant tailgate. Fifty percent of
the NG. sales proceeds and 60% of the residue gas
proceeds are then paid to the well owners, both
associ ated and non-associ ated ali ke, per the casinghead
gas contracts. The renainder is retained by the plant to
cover processing and other operating expenses, wth any
excess over expenses, if any, divided anong the plant
owners as profit. There is no collusion between the
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associated owners in their capacity as well owners and
their separate capacity as plant owners, as evidenced by
the fact that the amounts received by the associated
owners for their gas is tied to that sales price as
established for all well owners under the casinghead
contracts.”

The above quote from Petro-Lews is still valid. The fact

that an associated working interest owner that sells gas to the
Plant is also one of five or six otherwi se unrelated Plant owners
does not cause the transaction to be at less than armis-length. To
the contrary, the Plant operating agreenent requires the associ ated
owners to deal at armis-length by selling their gas to the Pl ant
under the sanme casinghead contract terns and for the sane price as
t he non-associ ated owners. There is no collusion by the associ at ed
owners. They are required to sell their gas to the Plant at arm s-

| engt h.

In any case, regardless of the relationship between the
parties, this third "if" clause applies only if the consideration
paid to the associ ated owners was not indicative of the true val ue
of the gas at the well head. The Departnent has accepted the sale
price paid to the non-associated owners as the true value of the
gas. Cearly that sanme price received by the associated owners is
also "indicative of the true value or market price" of their gas at
t he wel | head.

None of the three "if" clauses of §40-2-1(3) apply in this

case. Consequently, the taxable value of the gas was the sale
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price paid to the associated owners as established by the arm s-
| engt h casi nghead contracts.

But even assunming that the sales by the associated owners to
the Plant were not at arm s-length, the taxable value should still
be determ ned considering the sale of |ike-kind gas by the non-
associ ated owners and the Pl ant.

The Al abama Suprene Court has approved use of the work-back
met hod of valuing gas under certain circunstances. State .

Phillips Petroleum Co., 638 So.2d 886 (Ala. 1992). However, the

Court also held that the nethod is "disfavored as a nethod of

cal cul ating value", Phillips, at p. 889, and should only be "used
when there are no factually conparable sales contracts”. Phillips,
footnote 2, at p. 890. The Court further stated that any

determ nation of value by the Departnent "may be chal |l enged by the
taxpayer on the ground that the assessnent overestinmates, or
underestimates, the 'value' or 'market value'. Value is a question
of fact, and val ue nmay be shown by expert testinony or by evidence
of other sales of like-quality gas.” Phillips, at p. 889.

The Suprene Court renmanded the case back to the Court of Gvil
Appeal s, which issued a subsequent opinion in July 1993. See,

State v. Phillips Petroleum Co., 638 So.2d 890 (Al a.Gv.App. 1993).

That opinion was al so appealed to the Suprene Court. See, State

v. Phillips Petrol eum Conpany, 638 So.2d 893 (Ala. 1994). In that

second opi nion, the Suprene Court stated as follows, at p. 894:

“I'n our original opinion, we held that the Revenue
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Departnent was not limted in the nethod that it could
use in arriving at the "value" of the gas; however, we
specifically held that any determ nation of val ue, other
than the actual sale price for cash at the well head,
could be challenged by the taxpayer on the ground that
t he assessnent overestinmates or underestimates, the val ue
or market val ue. We noted that the work-back nethod,
al t hough not favored, could be used in determ ning val ue.
So long as the Revenue Departnment considers |like-quality
gas sales prices by reasonably regarding them the
Revenue Departnent is not constrained to determ ne val ue

on the basis of Ilike-quality sales prices and nmay
conclude that gas should be valued by the work-back
met hod. See our opinion in State v. Phillips Petrol eum

Co., 638 So.2d at 886."
The Suprene Court then upheld the Departnment's use of the
wor k- back net hod because "we cannot find that Phillips Petrol eum

pointed to any like-kind sales of like-quality gas or any contracts

as being determnative of the value of its gas". Phillips, supra,
at p. 895.

This case can be factually distinguished from Phillips.
Unlike Phillips, in this case the Taxpayer reported and paid

severance tax based on the casinghead contracts in effect during
the audit period. The Taxpayer enphasized the casi nghead contracts
to the auditor during the audit. (R 275). The auditor revi ewed
and rejected several of the contracts, and was aware of but did not
consider the remaining contracts. (See generally, R 272-278).
The Departnent in all cases rejected |like-kind sales when val ui ng
the gas sold by associated owers. (R 279).

The Departnent explained that it rejected the casinghead
contracts because (1) the contracts were renote in tinme, and (2)

t hey contained quality control provisions and al so provisions that
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allowed the Plant not to take gas under certain circunstances. (R
299, 309).

Concerning reason (1), sonme of the contracts were executed in
1974, while others were executed later. But it is irrelevant when
they were executed because they were all in effect and viable
during the audit period.

Concerning reason (2), it is also irrelevant that the Pl ant
had the option of when or if to take gas froma well, or that sone
gas could be rejected for low quality. Wat is relevant is that if
gas was severed, the associated owners received the sane arnis-
| ength sales price as the non-associ ated owners. |In any case, the
sanme terns were included in the contracts with the non-associ at ed
owner s.

The gas sold by the non-associ ated and associ ated owners was
clearly of like-quality. |In sone cases it canme fromthe sane well.

Ken Hanby, a petroleum engineer with extensive experience and
know edge concerning the Wnmack Hill and surrounding fields,
testified that all of the gas going to the Wwinmack H || Plant was of
I i ke-Kkind. (R 186). The Departnent concedes that the gas
produced by the associ ated and non-associ ated owers was identical.

(R 277, Departnent's brief at p. 9).

If the statutory |anguage requiring the Departnment to
"consider the sales price for cash of oil or gas of like-quality",
and the Suprene Court's mnmandate that |ike-kind sales nust be

"reasonably regarded" neans anything, then the sales price set out
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in the arm s-1ength casinghead contracts between the non-associ at ed
owners and the Plant for the identical gas nust govern in this
case.

The Departnent makes the follow ng argunent on page 9 of its
brief - "It is true that the physical makeup of the gas severed by
both the associated owners and the non-associated owners is
identical. However, the value to each of the parties of the gas is
not the sane!" That |ast statenent is wong. The associated and
non- associ ated owners clearly received the sane sale price for the
unprocessed gas at the wellhead. It is true that the associated
owners al so received an additi onal anount based on their ownership
interest in the Plant. But the profit received by the associ ated
owners for processing and selling the gas is irrelevant for
pur poses of determ ning taxable value at the wellhead. Only the
sale price received by the associated owners for the unprocessed
gas at the wellhead is subject to severance tax.

In the Departnent's hypothetical on pages 9 and 10 of its
brief, gas is sold for $1.00 at the tail gate and the non-associ at ed
owners get $.40 (should be $.60) per the casinghead contracts. The
remai ning $.60 (should be $.40) goes to the associated Pl ant owners
to cover expenses, taxes and profit from the operation of the
Plant. The Departnent argues that if the gas purchased fromthe
associ ated owners is sold for the sane $1.00 at the tailgate, the
anount realized by the associated owners would be $.90 after

deducting $.10 actual processing cost. The Departnent thus
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concl udes that the associated owners recei ved nore val ue than the
non-associ ated owners (90% versus 40%, and thus owe nore tax.
VWhat the Departnent fails to recognize is that the tota
"amount realized" by the associated owners was from two sources,
one taxable and the other not. First, as well interest owners, the
associ ated owners received $.40 fromthe sale of their gas at the
wel | head, the same as the non-associated owners. They then
realized an additional $.50 ($1.00 |ess $.40 cost of gas less $.10
processing cost) in their capacity as Plant owers. But only the
$.40 received fromthe sale of the unprocessed gas at the well head
is subject to severance tax. The $.50 profit (before taxes)
realized fromtheir owership interest in the Plant is not taxable.
The associ ated owners al so realized the same $.50 operating profit
fromthe Plant on the gas purchased fromthe non-associ ated owners
($1.00 less $.40 paid to non-associated owners for the gas |ess

$. 10 processing cost).”

Al gas purchased by the Plant is comingled in the gathering
system and processed together. It costs the Plant the sane to
process the gas purchased fromthe associated owners as it does the
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gas fromthe non-associ ated owners.
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In summary, the work-back nethod can be used, but only if
there is no arnmis-length sale at the well head. The associ at ed
owners sold their gas at arms-length at the wellhead in this case
as evidenced by the Plant operating agreenent and the casi nghead
contracts. If the associated owners had conspired and purchased
their owm gas for less than the amount paid to the non-associ ated
owners, the Departnent woul d have cause to disregard those sal es as
not at arms-length. But there was no collusion by the associ ated
owners. They were required to sell their gas at the well head for
the same fair nmarket price as the non-associ ated owners. That
identical sale price was accepted by the Departnent as the fair
mar ket value at the well head of the unprocessed gas sold by the
non-associ ated owners. It should also be accepted for the
associ ated owners. The fact that the associated owners also
recei ved additional value or profit fromtheir ownership interest
in the Plant is not relevant for severance tax purposes.

Even it the sale price paid to the associated owners is
ignored, the Departnent nust still "reasonably regard" sales of
i ke-quality gas. The work-back nethod can only be used "when
there are no factually conparable sales contracts”. Phil l'i ps
footnote 2, at p. 890. The casinghead contracts between the non-
associ ated owners and the Plant clearly established the sale price
at the wellhead for like-quality gas. There is no reasonable
reason why those armis-length |ike-kind sales by the non-associ at ed

owners shoul d be rejected.
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The above considered, the second issue concerning how the
wor k- back nmethod should be calculated is noot. The Taxpayer
properly reported and pai d severance tax during the subject period
using the sale price in the casinghead contracts. The final
assessnment in issue is accordingly dism ssed.

This Final Order nay be appealed to circuit court within 30

days pursuant to Code of Ala. 1975, §40-2A-9(9).

Entered May 4, 1995.

Bl LL THOMPSON
Chi ef Adm nistrative Law Judge



