
NO. 18-0123 

DALE W. STEAGER, WEST VIRGIN IA 
STATE TAX COMM ISSIONER, AND 
DA VID SPONAUGLE, ASSESSOR OF 
DODDRIDG E COUNTY, 

Respondents below, Petitioners 

VS. 

CONSOL ENERGY, INC., DBA 
CNX GAS COMPANY, LLC, 

Petitioner below, Respondent. 

REPLY BRIEF OF 
WEST VIRGINIA STATE TAX DEPA RTM F.NT AND 

DA VID SPONAUG LE, ASSESSOR OF DODDRIDGE CO UNTY 

PATRICK MORRISEY 
ATTORNEY GENERAL 

L. WAYNE WILLIAMS (WVSB #4370) 
ASSISTANT ATTORNEY GENERAL 
Office of th e Attorney General 
1900 Kan awha Boulevard, East 
Building 1, Room W-435 
Charleston, West Virginia 25305 
Telephone: (304) 558-2522 
Email : I. \Va vn c. w ill ill ms@wvago.gov 

; 
Counsel for Respondent Dale W. Steagcr, 
State Tax Commissioner, and David Sponaugle, 
Assessor of Doddridge Co unty 



TABLE OF CONTENTS 

I. ARGU MENT ................ .. ... ... ............ ... ....... .. ......... .. . .. ................ ... ... ...... 1 

A. THE TAX DEPARTMENT CORRECTLY APPLI ED THE LEGISLA Tl VE 
RULE IN VALU ING CNX GAS'S PRODUCING OIL AND GAS WELLS 
CONTRARY TO THE BUSIN ESS COURT DECISION .................. ........ ... I 

B. THE BUS INESS COURT ERRONEOUSLY CREATED A HYBRID RULE 
FOR VALUING PRODUCING OI L AND GilS WELLS INSTEAD OF 
APPLYING THE LEGISLATIVE RULE ... ..... .. .... . ... .. .. . ... ... .. ... ... ....... . .. 10 

C. THE LEG ISLATIVE RULE DOES NOT VIOLATE THE EQUAL AND 
UNIFORM CLAUSE OF THE WEST VIRGINIA CONSTITUTION OR THE 
EQUAL PROTECTION CLAUSE OF THE UNITED STATES 
CONSTITUTION .. ................... ... .. . ............ ..... ... ......... ........ . ... .. ...... 14 

II. CONCLUSiON .......... ... .. ...... ..... . ..... ... ... . ... .. .... ... ..... ... ............ ... . .. .. .. .. .. . 1 5 



TABLE OF AUTHORITIES 

Denex Perro/eum Corporation v. Mark Matkovich, West Virginia Srore Tax Commissioner, et 01 .. 
Civil Action No. 16-AA- l . 
Business Court Division, Barbour County Circuil Court. ............. . ............. . .... 13 , 14 

In re Assessment Against American Bituminous Power Panners, L.P., 
208 W.Va. 250, 539 S.E.2d 757 (2000) .......................................................... 12 

Lee Trace, LLev. Raynes, 232 W. Va. 183,751 S. E. 2d 703 (2013) ....................... 10, 12, 15 
Shawnee Bank v. Paige, 200 W.Va. 20, 27, 488 S.E.2d 20, 27 ( 1997) ............................... 15 

Statutes 

W.Va. Code § I 1·6K·I , er seq., (2010) ................................................................ 9, 10 
W.Va. Code § I 1·6K·I(a) (2010) ................................................................... . ....... 2 
W.Va. Code § I 1·13A·2(c)(6)(G) (1995 Replaccment VoL) ... .... ................ .. ..... .. ............ 8 
W.Va. Code § I 1.1 3A·2(b)(6)(G)(1987 Replacement VoL) ......... . .................................. 8 
W.Va. Code § I 1.1 3A·2(c)(6)(G)(2004) ................................................................... 8 
W.Va.Code§ 11·2 1·16(a) .......... . .. .......................... .... ...... .......................... . .... 14 

W.Va. Code R. § I I O·)j· 1.4 ......................... .............. ......................................... 9 
W.Va. Code R. § I 10· )j·43 ....... .. . .. ........... . .. .... ......... . .......... .. ........ ... ......... .passim 
W.Va. Code R. § I 10·)j·4.6 . ..... . ................. . ........................................................ 2 
W.Va. Code R. § I 10·13A·4.8.4 (1992) ..................... . .............................................. 9 

\I 



IN THE WEST VIRGINIA SUPREME COU RT OF APPEALS 

NO. 18-0123 

DALE W. STEAGER, W EST VIRG INIA 
STATE TAX COMMISSIONER, and 
DAVID E. SPONAUGLE, ASSESSOR 
OF DODDRJIlG E COUNTY, 

Respondents below, Petitioners 

\'5. 

CONSOL ENERG Y, INC., DBA 
CNX GAS COMPANY, LLC, 

Petitioner below, Respondent. 

REPLY BRI EF 
OF W EST VIRG INIA STATE TAX DEPA RTM ENT AND 

DAVID SPONAUGLE, ASSESSOR OF DODDRIDGE CO UNTY 

I. ARG UMENT 

A. THE TAX DEPARTMENT CORI~ECTLY APPLIED TH E LEGISLATIVE RULE 
IN VALUING CNX GAS' S PRODUCING O IL AND GAS WELLS CONTRA RY TO 
THE BUSINESS COURT DEC ISION. 

Facts matter. The law matters. Every lax case is dependent on the facts before the Court 

and the applicable law of the part icul ar tax statutes at issue. The Tax Department' s appeal of the 

fi ve erroneous dec isions issued by the Business COll rt Division is no di fferent. CNX Gas , 
I 

Company, LLC, (hereinafter CNX or CNX Gas) raised several objections before the Supreme , 
Court which will be addressed below. Each ofCN X's objections ignores ~both the materia l facts 

and the law. 
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A.I. The Tax Department Performed the Two Critical Functions 
Required by the Legis lat ive Rule. I 

While operating a horizontal oi l and gas well is a complex undertaking, the valuation 

process for ad valorem tax purposes is fairly simple. The primary objective in valuing natural 

resource properties is set forth by statute. W.Va. Code § 11-6K-I(a) (2010) states in its entirety, 

" (a) All industrial property and natural resources property sha ll be assessed annually as of the 

assessment date at sixty percent of its true and actual value." 

However, the mechanics of the va luation process are outlined in the legislative rule. Every 

individual oil and gas well is valued according to the Yield Capitalization Model set forth in the 

legislative rule. See W.Va. Code R. § 110-IJ-4.6. Gross receipts are reduced by the average 

annual industry operating expenses. The legislative rule requ ires the Tax Department to detennine 

the standard deduction to be utilized in valuing operating oil and gas wells every five years. 

4.3. Average industry operating expenses. -- The Tax Commiss ioner sh .. III.!\'l.!ry 
five (5) yea rs, determine the average annua l industry operating expenses per well. 
The average annua l industry operating expenses sha ll be deducted from 
working interest gross receipts to develop an income stream for app lication of a 
yield capitalization procedure. 

W.Va. Code R. § IIO- lJ-4,3 (emphasis added). The legislative rule cannot be clearer. 

The Tax Department is required to perfonn two critica l func tions according to Ihe 

legislative rule. First, the Tax Department is required to detemline the Average Annual Industry 

Operating Expense every five years for ad valorem tax purposes. In 2014 the Tax Department 

ci rculated a survey among all oil and gas producers in this State and calculated the Average Annual 

Industry Operating Expense based on the data submitted by the industry. The data supplied by 

CNX was included in that ca lculation. Second, the Tax Department is required to deduct the 

A verage Annual Industry Operating Expense from the gross receipts in valuing every producing , 
oil and gas well in West Virg inia under the Yield Capitalization ModeL 
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The Tax Department performed the two crit ica l functions it is required to perform lmder 
I 

the legislative rule in valuing CNX's producing oil and gas wells. The Tax Department valued 

every producing oil and gas well in West Virginia using the exact same procedures for the 20 16 

TY as il used in va luing CNX's producing oil and gas wells. 

A.2. The Tax Department Did Not Artificially " Cap" the Average Annual Industry 
Operating Expense Contrary to CNX's Assertions. 

CNX advanced its appeal in the Business Court by repeated ly slaling thc Average Annual 

Industry Operating Expense backwards. CNX Gas argues that " ... the Tax Depart ment 

erroneously calculated average operating expenses of 30% of gross receipts with a 'cap' of S5,000 

per we ll fo r tax year 2016 .... " See CNX's Supreme Court Brie/at p. 5. Repeatedly, CNX argues 

that the Average Annual Industry Operating Expense of 30% of gross receipts has been limited to, 

capped aI , or sel at a maximum amount ofS5,000 per well by the Tax Department. See e.g., CNX's 

Supreme Court Br ie/at pp. I, 3,4,6,7, 17, 18 , 20,2 J, 22, 23 , 24, 25, and 17. CNX summarizeu 

its ent ire argument in Footnote 55 of the Supreme Court Brie! stating " ... that the cap is 

unsupported by law as it artificiall y limits the amount of the operating expenses allowed per 

well .. " The Tax Department used the resu lts from the 201 4 industry survey, not a "cap". 

The Tax Department admits that the definition of Average Annual Industry Operating 

Expense in the legislative rule does not include the words "cap" or "maximum amount" as argued 

by CNX. By the same token, the definition does not include the words "percentage" or "unlimited 

dcductions" as advocated by CNX. Nor does the legislative ru le specifica ll y state that the Tax 

Department must deteml ine " ... a single avcrage to be applied as a percentage ... " as ruled by the 

Business Court. See AR 0006; see also CNX's Supreme Court Brief at p. 17 (single average). 

CNX's objection regarding any "cap" ignores the test imony presented al the Board of 

Assessment Appeals hearings by the Tax Department. Cindi Hoovcrofthe,Property Tax Division 
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testified at the Board of Assessment Appeals hearing in October 2016 regarding the Average 

I 
Annual Industry Operating Expense as it relates to a percentage to gross receipts. 

Bv Mr. Mudrinich. 

Q: Okay. Let 's talk about the expenses. What expenses did you allow off the 
working interest in the shallow wells? 

Bv Ms. Hoover . 

A: It 's 30 percent not to exceed $5,000 for gas and 35 percent not to exceed 
$5,750 for oil. And ifit involves both, it will be based upon the percentage 
of gas versus oil. 

Q: And how did the State come up with thi s $5,000 or 30 percent. 

A: The info rmation was derived from the survey. 

Q: And did CNX complete the survey the last time this was done? 

A: Yes, they did. 

Q: And when the survey was completed, although I understand you weren't the 
one that crunched the numbers, that's where the $5000 average, what came 
out of it? 

A: That is COlTect. You take the total of each of these that reponed and do the 
average, and you come up with an average cost per we ll. 

Q: And the 30 percent, that's also-how does that figure into the survey? 

A: The IOta I amount of the expenses di vided by income that was reponed on 
each of the surveys comes out to a percentage for each one that reponed, and 
then the average is used of it. 

AR Vol. III , 2016 Trans. at p. 54: 11-56:15. Ms. Hoover testified that the actual dollar amount of 

approximate ly $5,000 per we ll was the average operating expense reponed by the oil and gas 

producers which reflected roughly 30% of the reponed gross receipts. 

On cross-examination, Ms. Hoover reiterated that the alleged "cap" was the actual dollar 

amount as calculated from the 20 J 4 survey. 
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By Mr. Gr iffith. 

Q: Can you point to the rule to where that is authorized througH the legislative 
rule fo r the Tax Department to impose an maximum amount based on the 
definition of average annual industry operating expenses per well? 

Bv Ms. Hoover. 

A: The word "cap" is not used , but the word "average" is used. And when you 
do an average, you have a number. 

Q: Usually when you discuss averages, you're talk ing about percentilcs
percentages? 

A: There's an average of the percentage, and then an average of the expense 
itself. 

Q: Well , it seems like the average here is the 30 percent , which is the amount 
of operating expenses as compared to the amount of gross revenues, 
correct? 

A: Correct. 

Q: So where is the authorization for that maximum amount? 

A: I n the average. 

Q: Is it discussed in the in the average or in the definition anywhere in the rule? 

A: It says we ' re to use an average of the expenses. 

AR Vol. 111,2016 Trans. at p. 65:2-24. As Ms. Hoover testified, the not to exceed amoun t of 

$5,000 is the average of the dollar amount of the expenses which also reflects around 30% of the 

gross rece ipts. 

Consequently, the Tax Department expressed the Average Annual Industry Operating 

Expense as 30% of gross receipts not to exceed $5,000 per well for the 2016 TY because those 

were the numbers calculated from the data supplied by the oil and gas producers in the 2014 survey. 

The Tax Department has simply expressed the same calculation in two different ways ; 30% of 

gross receipts not to exceed $5,000 per well. In short, 1 foot equals 12 incHes. 
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By first calculating the average of the actual dollar amount of the reported operati ng 

expenses based on the survey, the Tax Department was ab le to observe th! relationship between 

reported operating expenses and reported gross receipts fo r the entire industry as of May and June 

in 20 14. The Tax Department did not "artificially cap" the ded uction or set a maximum amount 

for the deduct ion as CNX argues; the deduction of approx imate ly $5,000 per well was the average 

operating expense reported by the industry on the 2014 survey as Cindi Hoover testified in October 

0[ 2016. 

This is far more than a semantic issue. By misstating the deduction, CNX has attempted 

to hide the relationship between the dollar amount of reported expenses per well and the gross 

receipts per wel l revealed by the industry data. According to Ms. Hoover's testimony, the 

percentage deduction util ized by the Tax Department reflects the relationship between the do llar 

amount of reported operating expenses and the dollar amount of gross receipts reported by the 

industry in 20 14. The dollar amount reported fo r average operating expenses of approximately 

$5,000 per we ll was also roughly 30% of the gross receipts reported by the oil and gas producers 

in 2014. The refo re, the Tax Department utilized an Average Annual Industry Operating Expense 

of30% of gross receipls nOI to exceed $5,000 per well to value every producing oil and gas well . 

CNX's primary objection is that CNX is not satisfied with the Average Annual Industry 

Operating Expense of 30% of gross receipts not to exceed $5,000 per well fo r the 20 16 TV. Simply 

put , CNX wants a larger deduction for ad valorem property tax purposes. The logic is obvious 

from CNX 's perspective. If a larger deduction is authorized, the valuation of CNX 's 521 

producing oi l and gas wells in Doddridge CounlY for the 2016 TY will be reduced. A reduced , 

valuation will result in CNX Gas paying less in property taxes in Doddridge County, Lewis 
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County, McDowell County, and every West Virginia County, where CNt operates oil and gas 

wells. 

However, CNX cannot claim a deduction of greater than $5,000 per well for the 2016 TY 

because alternative deductions are not authorized under the legislative rule. No producer is 

authorized to claim his alleged actual operat ing expenses. The legislative ru le is clear regarding 

authorized deductions for ad valorem tax purposes. In order to value producing oil and ga~ wells 

" ... the average annual industry operating expenses shall be deducted ... " from the working interest 

gross receipts. W.Va. Code R. § 110-lJ-4.3. CNX Gas received the Average Annual Industry 

Operating Expense of 30% of gross receipts not to exceed $5,000 per well when the Tax 

Department valued all of CNX's oil and gas well s. 

A.3. The Ad Valorem Properf)' Tax is a Different Tax than the Severance Tax 
Or the Corporate Net Income Tax. 

CNX argues that it should be allowed to deduct its alleged actual operating expenses 

incurred to create the gross receipts which must be reported for ad valorem property tax valuation 

purposes. Specifically, CNX " .. con tends that use of its actual operating expenses represents the 

best method to determine the fair market value for its producing wells, as required ... ,. CNX's 

Supreme COUf"f Briefat p. 19. CNX repeatedly argues that " ... any operating expenses incurred 

between the wellhead and the field li ne point of sa le should be used to value the well." See, e.g., 

CNX's Supreme Coun Briefat pp. 15 and Footnote 58. In short, CNX argues that the expenses 

incurred in getting the gas and oil out of the ground and the transportation expenses to get the gas 

to market should be an allowed deduction for ad valorem tax purposes. The Business Court 

adopted CNX's rationale and ru led that " .. this 'cap" unduly restricts the amount of operating 

expenses that should be allowed fo r each well . . " Business Court Decision at AR 0006-0007. 
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CNX is attempting to claim deductions under the ad valorem property tax structure that 

I 
were created by the Legislature specifica ll y fo r the Corporate Net Income Tax and the Scverance 

Tax. Different taxes operate differently. Throughout this entire litigation, the Tax Department 

has taken a straight forward approach to the case. The legislative rule only authorizes the standard 

deduction of the Average Annual lnduslry Operating Expense which is calculated every five years. 

See W.Va. Code R. § 110-1 J-4.3. No alternative deductions are authorized for ad valorem property 

tax purposes under the legis lative rule or the statutory framework. 

However, CNX demands a deduction that is not authorized. In Footnote 58 of its Supreme 

Court Brief, CNX references the deductions under the Severance Tax to support its demand 

deductions under the ad valorem property tax . However, Footnote 58 actually confirms the Tax 

Department's argument that only a standard deduction is authorized under the ad valorem property 

tax structure at issue in the case before the Supreme Court. 

The Severance Tax is imposed at the rate of5% of the "gross value" of the natural resource 

produced and measured at the wellhead and the Severance Tax statute expressly excludes 

transportation and transmission expenses incurred by the producers to get the natural resources to 

market. W. Va. Code § 11 -13A-2(c) (6)(G) (2004)' (emphasis added) Slates that producers shall 

report "gross value" as "[f]or natural gas, gross va lue is the value of the natural gas at the wellhead 

imm ediately preceding transportat ion and t ra nsmission." 

CNX Gas specifically cited to legislative rules for the Severance Tax authorizing natural 

gas producers to deduct J 5% of the gross proceeds for Severance Tax purposes as a substitute for 

actual transmission costs when the natural gas is sold al a POII1l away from the wellhead. 
, 

1 The language in Subsection 2(c)(6)(G) is identical to the language found in W. Va. Code § II-J3A-2(b)(6XG)( 1987 
Replacement Volume). The defmitions to the Severance Tax were renumbered in 1995; however, the language 
regarding the valuation of natural gas at the wellhead immediately prior to transponation and transmission is identical 
with the language originally enacted in 1985. See also W. Va. Code § ll-13A-2(c)(6)(G) t1995 Replacement Vol.). 
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4.8.4. As an alternative to the methods presented at Subsections 4.8.4 [sicJ through 
4.8.3 supra, the well-mouth value of such severance and production of natural gas , 
not so ld at the well-mouth may be determined by a deduction of transportation 
and transmission costs in the amount of 15% of the gross proceeds of the natural 
gas severed and produced. 

W. Va. Code R. § 110-IJA-4.8.4 (1992). There is no comparable percen tage deduction to be 

found in the legislative rule fo r the ad valorem property tax. 

Clearly, the case before the Supreme Court is an ad valorem property lax case and not a 

Severance Tax case or a Corporate Net Income Tax case. Certainly, the West Virgi nia Legis lature 

could have authorized ded uctions fo r post -production expenses including gathering and 

compression, processing, and transmission or transportation costs, as well as a host of additional 

expenses, in the property tax structure. But, the Legislature chose not to do so. 

The Legis lature had two obvious opportunities to duplicate the Severance-Tax deducti ons 

tha t CNX desires in the property tax structure. First, the Legislature promulgated the curren t 

legis lative rule fo r the ad valorem property tax for producing oil and gas we ll s in 2005. See W. 

Va. Code R. § 110-1 J-I.4 (effect ive date of January 1, 2005). The legislative rule for the Severance 

Tax was promulgated by the West Virginia Legislature in 1992; thirteen years beforehand. If the 

Legislature had wanted 10 au thorize simi lar ded uctions for post-production expenses fo r ad 

va lorem tax purposes, it would have been a simple matter of copying the deductions from the 

statutes or the legislative rule for the Severance Tax and past ing those deductions into the new 

legislative ru les fo r ad valorem property taxes. 

Second, the Legis lat ure supplemented the genera l statutory framework fo r propert y taxes 

by enacting a new article of the tax code so lely pertaining to industrial personal property and 

natural resources . See W. Va. Code § 11-6K-l , el seq., (2010). Again , it would be a simple 

exercise to copy the statutory exemptions for transportation and transmission expenses or any other 
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expenses fro m the Severance Tax and to paste those deductions into W. Va. Code § 11-6K-1 in 
I 

2010. But, the Legislature chose not do so. I 

CNX should not be allowed to claim deductions fo r property tax purposes that were 

specifica ll y created unde r the Severance Tax or the Corporate Net Income Tax. The Legis lature 

could have authorized these samc deductions fo r the property tax framework , but chose not to do 

so. Different taxes operate differently. 

B. THE BUSINESS COURT ERRONEOUSLY CREATED A HYBRID RULE FOR 
YALUING PRODUCING OIL AND GAS WELLS INSTEAD OF APPLYING THE 
LEGISLA TIVE RULE. 

B.1. The Business Court Created a Hybrid Rule. 

The Tax Department's second assignment of error is that the Busi ness Court created a 

Hybrid Ru le rather than applyi ng the legis lati ve rul e for producing oil and gas weBs. CNX argues: 

Furthermore, the Tax Department's argument that the Circuit Court created a 
"hybrid rule" is confusi ng. Apparently, the Tax Department is basing the 
characterization on language that this Court used in Lee Trace, LLC v. Raynes, 232 
W. Va. 183,751 S. E. 2d703 (20 13). In that case, usc or the term "hybrid" was 
logical, since the Berkeley County Board of Equalization and Review had required 
the assessor to use both the cost app roach and the income approach 10 determine 
the appraised value of an apartment complex . The Circuit Court did no such thing 
in this matter, and instead applied the Ru le as written witho ut allowing the unlawful 
"cap." 

CNX's Supreme Court Brief at p. 22. CNX has ignored the simi larit ies between the Business 

Court ' s Hybrid Rule and the Lee Trace decis ion issued by this Court. See Tax Department's 

Supreme COUl't Briejat pp. 19-20. Lee Trace clearly states that producers are not penni ttcd to re· 

write the valuation methodology; the Business Court is not pe rmitted to re-write the applicable 

legis lative rule and is prohib ited from creati ng a Hybrid Rule. 

CNX argues that the Business Court did not create a Hybrid Rule ~ut instead detennined 

the fai r value of CNX 's producing oil and gas wells by ded ucting an unlimited 20% of gross 

I 
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receipts. Thc Business Court ' s Hybrid Ru le adopted CNX's argument ana rejected the Average 

Annua l Industry Operat ing Expense as determined by the Tax DepartmeJ . See CNX 's Supreme 

Court Brief at p. 4-6 and 20-21. 

The Business Court's Hybrid Rule re-wrote the legisla tive rule stating that the rule " .. . 

contemplates a single average which the Tax Department has calculated as 30 percent of gross 

receipts . . . " See Business Court Decision at AR 0006. In its Supreme Court Brief, CNX Gas argues 

in support of the Busi ness Court ' s revised language for the legislat ive ru le . See CNX's Supreme 

Court Brief at p. 17. The Business Court ru led and CNX argues that the not to exceed amoun t of 

$5,000 per we ll is a "cap" which is not authorized by the legislative rule. See Bus iness Court 

Decision at AR 0010 and CNX's Supreme Court Brie/at p. 17. 

However, the language in the legislative ru le is clear. 

4.3. Average industry operating expenses. -- The Tax Commissioner shaH every 
five (5) years, determine the average annual industry operati ng expenses per wel l. 
The average annual industry operati ng expenses shall be deducted from working 
interest gross receipts to develop an income stream for appl icauon of a yield 
capital izat ion procedure. 

W.Va. Code R. § I IO-lJ -4.3 . The definition for Average Annual Industry Operat ing Expenses 

does not include the te rm "single average." Nor does the legislative rule include the word 

"percentage"; the Business Court has also read the word "percentage" into the legislative rule. The 

Business Court has created an express requ irement that the Average Annual Industry Operating 

Expenses must be expressed only as a percentage. The new requirements created by the Business 

COUrl are contrary to both the legislative rule and common sense. As Cindi Hoover testified, supra, 

the $5,000 not to exceed amount is the dollar amount of the average exJenses reported by the 

, 
producers. In add ition, the producers repo rted their operat ing expenses on the industry survey as 

dollars not percentages. Therefore, the most logical way 10 express the Average Annual Industry 
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Operating Expense would be in terms of dollars and not percen tages as rUled by the Business 

Court. 

The Tax Department exerc ised its disc retion to express the Average Annua l Industry 

Operating Expense as both a percentage of gross receipts and an absolute do llar amount. The 

Business Court has failed to respect the Tax Department's discret ion in interpreting a statute and 

applying a legislative rule. See Syl. Pt. 5, In re Assessment Againsr American Bituminous Power 

Parrners, L.P., 208 W.Va. 250, 539 S.E.2d 757 (2000) (Thc cxercise of discretion grantcd to the 

Tax Commissioner will not be disturbed upon judicial review absent a showing of abuse of 

discretion). 

Significantly, CNX Gas has made a telling admission in Footnote 55. CNX states that the 

legislative rule " ... does not expressly address 'actual operating expenses'" when valuing 

producing o il and gas wells. Despite this admission, CNX has premised its enti re argument on the 

fai lure to utilize its "actua l operating expenses" for ad va lorem property tax purposes. As argued 

previously by the Tax Department. the only deduction authorized under the legislative rule is the 

Average Annua l Industry Operating Expense as determined every five years. See W.Va. Code R. 

§ 110-I J.4J. 

By creating a Hybrid Ru le. the Business Court re-wrote the language in the legislative ru le. 

The Business Court substituted its j udgment in place of the Tax Department'sjudgment regarding 

whether to express the A verage Annual Industry Operating Expenses as both a percentage and a 

not to exceed amount. The Business Court has inserted words into the defi ni tion of Average 

Annual Industry Operating Expenses contrary to well establ ished law. The Business Court's 

Hybrid Rule has crossed the same boundaries that the Supreme Court stated could not be crossed 

in Lee Trace. 

12 



I 
I 

8.2. The Business Court Decision in Dcncx Pctrolcurri Corporat ion 
Cited by CNX Supports The Tax Department's Argument. 

i 

CNX argues that the Tax Department has taken contradictory approaches to valuing 

producing oil and gas wells and cites to the Tax Department's Response (0 Petifioner's Brie/fi led 

September 29, 2016in Denex Petroleum CO/paralion v. Mark W. Mafkovich, Wesl Virginia Slale 

Tax Commissioner, ef 01. , Civi l Action No. J6-AA-l , Barbour County. CNX's specific objection 

is that the Tax Department argued in its brief that Denex Petroleum had failed to subm it its actual 

operating expenses for review. See CNX's Supreme Court Brielat Footnote 54. 

In Denex, the Business Court, The Honorable Christopher C. Wilkes Presiding Judge, ruled 

that the Tax Department correctly applied the legislative rule for traditional oil and gas wells by 

allowing the Average Annua l Industry Operat ing Expense of " . .. 30% of gross receipts derived 

from production, not to exceed $5,000." Denex at p. 4, Finding of Fact 9. Denex argued that 

" . . . its actual expenses due to their static nature coupled with falling gas prices are more than the 

allowed deduction." Denex also argued that it should be allowed to deduct transportati on expenses 

related to an agreement Dominion Gas. Denex at p. 4, Finding of Fact 10. 

Denex Petroleum supports the Tax Department ' s position. First, although the Business 

Court Decision did not speci fi ca ll y address this issue, Denex 's pr imary argument was that it should 

be allowed to value some of it s producing o il and gas wells al three limes net receipls. See Tax 

Department's Response to Pelitioner 's Briel filed September 29, 20 16 at p. 3, Statement of Fact 

9. In addition, the Business Court Decision did not address whether the Tax Department could or 

should review the actual operating expenses for the corporat ion. Second, Denex failed to 

participate in thc2014 survey and failed to respond to the public comment period for the valuation 

variables for the 2016 TY. See Tax Department's Response 10 Pelilioner 's Brielfiled September 

29, 2016 at Statements of Fact 15- 18. Third, Dencx Corporati on failed to produce its actual 
! 
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operating expenses for review at the Board of Equalization and Review Hearing. The Business 

Court ru led that Denex demanded a reduced valuation based on its own calL lations which was at 

odds with the legis lative rule. See Denex at p. 7. Significantly, the Business Court ruled that the 

Tax Department had no discretion to utilize any valuation methodology other than the Yield 

Capitalization Modcl in the legislative rule. See Denex at p. 9. 

C. T HE LEGISLATIVE RU LE DOES NOT VIOLATE T HE EQUAL AND UNIFO RM 
CLAUSE OF THE WEST VIRG INIA CONSTITUTION OR THE EQUAL 
PROTECTI ON CLAUSE OF THE UNITED STATES CONSTITUTION. 

CNX argues Ihat the Tax Department has violated the equal and uniform clause of the West 

Virginia Constitution in valuing CNX's producing oil and gas wells. In its previous Supreme 

Court brief, the Tax Department gave the example of two families offour filing the ir West Virginia 

personal income tax returns in order to illustrate the Business COUl1'S failure to appreciate the way 

deductions and exemptions work in the tax code. The Tax Department argued that eaeh family 

claimed a "standard deduction" of $2,000 per person in fi li ng the tax returns. See Tax 

Deparfmenl's Supreme COUl'l Brief at pp. 26-27. CNX objected and argues the example is 

erroneous because " ... the personal exemption has zero relationship 10 expenses incurred by the 

personal income taxpayer, and is not a standard deduction." See CNX's Supreme Cour, Briefat 

Footnote 57 (emphasis in CNX's brief); see also W. Va. Code § 11-21-16(a). 

CNX is correct; the Tax Department erroneously used the term "standard deduction." The 

correct illustration is that the first family makes $1 million while the second family earns $20,000. 

Both families claim personal exemptions of $8,000 for a family with four dependents. The first 

family Ihat earns $1 million must pay income tax on $992,000 wh ile the second family pays 

income tax on only $12,000 of income. The first family pays income tax on 99.2% of its income 

whi le the second family pays income tax on only 60% of its income. Both families pay lax on a 
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different percentage of income while receiving the same personal exemptionl The Average Annual 
I 

Industry Operating Expense deduction in the legislative rule for producing oil and gas wells works 

exactly the same way. Neither the income tax nor the ad valorem property tax creates an cqual 

and uniform problem or an equal protection issue. 

However, CNX has missed the larger point. Deductions and exemptions are a matter of 

legislative grace. See Shawnee lJank v. Paige. 200 W.Va. 20, 27, 488 S.E.2d 20, 27 (1997). 

Regardless of whether the Leg islature enacted a personal exemption or a standard deduction , the 

two families are taxed on a different percentage of their income. One family pays income tax on 

99.2% of its income while the second family pays lax on 60% of its income. CNX is in the same 

boat as the first family because the Legislature has chosen a spccific standard deduction for the ad 

valorem property tax structure. The end result is the same. 

11. CONCLUSION 

The Tax Department valued all ofCNX's producing oi l and gas wells in Doddridge County 

correctly under the legislative ru le. The Tax Department utilizcd the standard deduction of the 

A verage Annua l Industry Operating Expense as required by the legislative rule. Rather than apply 

the legislative rule, the Business Court focused on expenses wh ich are not a proper deduction under 

the legislative rule and created a Hybrid Rule which is contrary to the Supreme Court's decision 

in Lee Trace, LLC v. Raynes, cited supra. The Supreme Court should reverse the Business Court 

decision and reinstate the proper ad valorem valuations as determined by the State Tax 

Department. 
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