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A Final Oder was entered in this case on My 4, 1995
dism ssing the final assessment in issue. The Departnent tinely
applied for a rehearing on May 19, 1995. The application is denied
and the Final Order is affirnmed for the reasons stated bel ow.

This case involves a straight-forward issue. VWat is the
taxabl e value at the well head of the unprocessed gas sold by the
associ at ed owners.

"Val ue" is defined at Code of Ala. 1975, §40-20-1(3) as "the
sale price or market value at the nouth of the well".

The associ ated owners, including the Taxpayer, sold their gas
at the well head under the sanme casinghead contract terns and for
the sane fair market sales price as did the non-associ ated owners.

The Departnent accepted the sales price paid to the non-associ at ed
owners as representing the true value of their gas. That sane fair
mar ket sale price should al so be accepted as the true market val ue
for the identical gas sold by the associ ated owners.

The Departnent is authorized to determ ne "value" using the

wor k- back nethod only if one of three "if" situations set out in
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§40-20-1(3) is present. |If none of the three "ifs" apply, the sale

price actually received for the gas nust govern. The Suprene Court

stated as follows in State v. Phillips Petroleum Co., 638 So.2d 886

(Ala. 1992), at p. 889:

"Under certain situations, §40-20-1(3) authorizes the
Departnent to determ ne 'value.' That section states
that the Departnent determnes value in one of three
situations: (1) '[i]f the oil or gas is exchanged for
sonet hing other than cash.'; (2) 'if there is no sale at
the time of severance'; or (3) '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.' 1d. The Departnent nmay assess val ue only
upon a show ng of one of the specified situations."
(enphasi s added)

As previously discussed in the Final Oder, at pages four
t hrough seven, none of the three "if" situations apply in this
case.

First, it is undisputed that the gas in issue was sold for
cash.

Second, the sale of the gas occurred at the well head. The
sales were closed when title passed at the wellhead from the
working interest owners to the Plant for a price. See, Code of
Ala. 1975, §7-2-106(1). The price was established at the tinme of
sal e pursuant to the fornmula set out in the casinghead contracts.

The fact that the actual dollar amount to be received by the
seller was not determned until the gas was sold at the Pl ant
tailgate does not alter the fact that the sal es were conpl eted upon

delivery of the gas and passage of title at the well head.
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Concerning the third "if" clause, the Departnent apparently
rejects the idea that related parties can ever deal at arnis-
length. | disagree. |If the parties to a sale deal at arnmis-length
and the buyer pays fair market value to the seller, the sale is a
valid arm s-length transaction regardl ess of the relationship of
the parties.

In any case, the third "if" clause applies only if the
consideration paid "is not indicative of the true value or market
price" of the gas at the well head. The price received by the
associ ated owners was the exact same sales price accepted by the
Department as the true market value of the gas sold by the non-
associ at ed owners. The sales price received by the associated
owners was thus indicative of the true value of their unprocessed
gas at the well head.

Assumi ng for the sake of argunent that one of the three "if"
cl auses does apply, the Departnent is then authorized to determ ne
val ue, but only after "considering the sale price for cash of oi
or gas of like-quality". "Considering" was defined by the Suprene
Court as requiring the Departnent to "reasonably regard” |ike-kind

sales. Phillips Petroleum Co., supra, at p. 889.

The Departnent clains that it considered the |ike-kind sales
by the non-associated owners, but rejected them because (1) they
were renote in time, and (2) the casi nghead contracts all owed the
Plant not to buy gas under certain circunstances. Those objections

clearly do not constitute reasonable, valid reasons to reject the
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| i ke-kind sal es by the non-associ ated owners. To the contrary, the
sal es by the non-associ ated owners were unquestionably arm s-|ength
sales of like-kind gas nmade during the sane tine period in issue.
The associ ated and non-associ ated owners should pay the sane tax
on the sanme gas.

"Value is a question of fact, and value may be shown by expert

testinmony or by evidence of other sales of like-quality gas."
Phillips Petroleum Co., supra, at p. 889. The sales price received
by the non-associated owners for their |ike-kind gas clearly

establishes the fair market value of the identical gas sold by the
associ ated owners. If those like-kind sales are not wused to
determine value in this case, then there would be no situation
where |ike-kind sales could ever be used. In that case, the
Legi sl ature's mandate that val ue should be determ ned "considering
the sale price for cash of oil or gas of |ike-quality" would be
meani ngl ess.

The Suprenme Court approved use of the workback nmethod in

Phillips Petroleum Co. because Phillips failed to offer any |ike-

ki nd sal es as being determnative of the value of its gas. Rather,
Phillips agreed that the work-back nmethod could be used, and only
di sputed the anount that should be deducted for actual processing

costs. Phillips Petroleum Co., at p. 895.

As previously discussed in the Final Order, at page eight,

this case can be distinguished factually from Phillips Petrol eum

Co. because the Taxpayer in this case reported and paid tax based
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on the sale price in the casinghead contracts. The Taxpayer al so
of fered the casi nghead contract sales by the non-associ ated owners
as evidence of |ike-kind sales during the audit and at the hearing
before the Adm nistrative Law Division. Those |ike-kind sales
of fered by the Taxpayer are clearly indicative of the market val ue
of the gas in issue and should be accepted by the Departnent.

Again, what the Departnent is attenpting to do is not only tax
the value of the unprocessed gas at the wellhead, which is the
correct taxable neasure for severance tax purposes, but also the
profit derived by the associated owners from their ownership
interest inthe Plant. |In the hypothetical set out on pages 16 and
17 of the Departnent's brief, the Departnent concludes "that the
associ ated owner did not receive the sane value for the sane anount
and sane quality of gas as received by the non-associ ated owners."

| di sagree.

The associated owner and non-associated owner in the
hypot hetical both received the same $40.00 for their unprocessed
gas at the well head, which is the taxabl e neasure for severance tax
purposes. It is irrelevant that the associ ated owner al so received
a profit (msleadingly included as "val ue" by the Departnent) for
its pro-rata ownership interest in the Plant of the $60.00, |ess
processi ng costs and taxes. That operating profit is not subject
to severance tax.

Contrary to the Departnent's position, the gas sold by the

associated and non-associated owners was co-mngled in the
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gathering system and it cost the Plant the sane to process the
identical gas. The Plant owners profited the sane from processing
and selling their own gas as they did from processing and selling
the gas of the non-associated owners. But that profit is not
subj ect to severance tax. Only the nmarket val ue of the unprocessed
gas at the well head is taxable, and that narket val ue was the sane
for all |ike-kind gas purchased by the Pl ant.

The Departnent again argues that the Taxpayer's books and
records are the best indicator of taxable value. However, the
Taxpayer's books and records show that the Taxpayer was paid the
sane fair market sales price for its gas at the well head as were
the non-associ ated owners. Only if the work-back nethod is
appropriate woul d the Taxpayer's books and records show ng act ual
processing costs be relevant and controlling in determ ning val ue.

As stated above, the work-back nmethod is not appropriate in this
case.

Finally, | nust rebut the Departnment's claimon page nine of
its brief that the Departnment used the work-back nethod to
determ ne the value of the gas sold by the non-associ ated owners.

The Departnent accepted the sale price paid to the non-
associ ated owners under the casinghead contracts as the fair narket
value of that gas. The work-back nethod was not enployed to
determ ne value. The work-back nethod is cal cul ated by taking the
sale price of the processed gas at the tailgate and then backing

out actual processing costs. Phillips Petroleum Co., at p. 888.
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Qbvi ously, actual processing costs had nothing to do with the
sales price received by the non-associ ated owners under the pricing
formula set out in the casinghead contracts. The non-associ ated
owners received either 50% or 40% of the tailgate sales price,
regardl ess of what it cost the Plant to process the gas.

In sunmary, the taxable "value" received by the associated
owners for their gas at the well head was the actual sales price
received under the casinghead contracts. That sale price
represented the true market value of the unprocessed gas at the
wel | head. The Departnent correctly accepted the casinghead
contracts as the true val ue received by the non-associ ated owners.

That sane sale price should al so be accepted for the associated
owners.

But even if the sales price actually received by the
associated owners is ignored, §&40-20-1(3) requires that the
Departnent nust "consider" or "reasonably regard" |ike-kind sales
in determ ning val ue. The Suprenme Court has stated that "the
preval ent view seens to be that the (work-back) nethod is to be
used when there are no factually conparable sale contracts".

Phillips Petroleum Co., footnote 2 at p. 890.

The sal es by the non-associated owners are clearly "factually
conparabl e" sales and are indicative of the true market val ue of
the associated owners' gas at the well head. Those |like-kind sales

clearly establish and should be accepted as the taxable "val ue"



8

recei ved by the associated owners for the gas in issue.

The above considered, the Final Oder dismssing the final
assessnment in issue is affirned. This Final Oder Denying
Application for Rehearing may be appealed to circuit court within
30 days pursuant to Code of Ala. 1975, §§40-2A-9(f) and 40-2A-9(Q).

Ent ered June 30, 1995.

Bl LL THOVPSON
Chi ef Adm nistrative Law Judge



