IN THE CIRCUIT COURT OF BARBOUR COUNTY, WEST VIRGINIA
DENEX PETROLEUM CORPORATION,
A West Virginia Corporation, TR 1T PH 4228

Petitioner,
Vs, CASE NO. 16-AA-1
Judge: Alan D. Moats
MARK MATKOVICH, - ﬂ L E
West Virginia State Tax Commissioner,
JOHN CUTRIGHT, |
Assessor of Barbour County, and ' MG 2 | 2017
THE COUNTY COMMISSION OF BARBOUR COUNTY, I
Sitting as a Board of Equalization and Review, surn%@i@{fﬁééﬁlaﬁ%ﬂls
' Defendants. o

MOTION TO REFER TO BUSINESS COURT DIVISION

Comes now the Court, sua sponte, and moves that the above styled case be referred to
the Business Court Division for all further pro'ceedings. Trial Court Rule 29.04 specifically
provides that “complex tax appeals are eligible to be referred to the Business Court Division”.
A Motion to refer to the Business Court Division was recently granted in another case before
the Circuit Court of Barbour County, .that being Consél Energy, Inc. d/b/a CNX Gas Company
L.LC v. The Honorable Dale W. Steager et al., Case Number 16-AA-4. Also referred to the
Business Court Division were similar cases from Harrison County, McDowell County, Lewis -
County, and Doddridge County. |

The above styled case also involves a complex tax appeal mﬁch like the CNX cases, and
the issues presented are very similar to the issues raised in the other matters which has already
been referred to the Business Court Division. Therefore, it is in the inferest of judicial
economy to also refer this matter. Also, consideration of this matter by the Business Court
Division could prevent an inconsistent result between the above styled cases and similar CNX

(3as cases.



Attached to this Motion are the Complaint, Answer, Doclf_{et Sheet, and the Appeal Brief
filed by Denex Petroleum.

This Court would respectfully moves, pursua.nt to Trial Court Rules 29.06, that the
| Chief Justice of the West Virginia Supreme Court of Appeals refer this matter to the Business
Court Division.

The Clerk is directed to transmit a certified copy of this Motion to all parties or their
counsel of record, to the Central Office of the Business Court Division, and to the Clerk of the

Supreme Court of Appeals of West Virginia.

Date: }/ / / :7/ 201 7

ATRUE coprY
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IN THE CIRCUIT COURT OF BARBOUR COUNTY, WEST VIRGINIA Lol ¥ © &

DENEX PETROLEUM CORPORATION, MG HER 2
a West Virginia Corporation, B
' | Gledit Gl
Petitioner, ' A RnALR G
v | Civil Action No. 16-AA - {

The Honorable Alan D. Moats

THE HONORABLE MARK MATKOVICH,
West Virginia State Tax Commissioner,

THE HONORABLE JOHN CUTRIGHT,
Assessor of Barbour County, and

THE COUNTY COMMISSION OF BARBOUR COUNTY,
Sitting as the Barbour County Board of Review and Equalization,

Respondents.

COMPLAINT OF PETITIONER DENEX PETROLEUM CORPORATION

Comes now, Petitioner, Denex Petroleum Corporation, a West Vifgihia corporation,
(hereinafter “Denex™), and for 1;ts complaint against Respondents The Honorable Mark
Matkovich, West Virginia State Tax Commissionei', (hereinafter “Tax Commissioner”), The
Honorable Jobhn Cutright, the Ba:bour County Assessor, (hereinafter “Assessor”), and The
County Commission of Barbour County, West Virginia, (hereinafter “County Commission™),
sitting as the -Barbour county Board of Review and Equalization, Petitioner states, avers, and
alleges as follows:

1. Denex Petroleum Corporation, a West Virginia corporaﬁon, (hereinafter “Denex™), is
a small producer of natural gas in the state of West Virginia, and the operator of

several producing conventional gas wells located in Barbour County.



. Pursuant to West Virginia Code §11-3-1(a), as amended, all 1eal property in Barbour
County shall be assessed annually at sixty (60%) percent of its true and actual value. '
. Pursuant to West Virginia Code § 11-1C-10, as amended, the Tax Commissioner is
charged with the duty of valuing all “natural resoutce” property, including but not
limited to producing oil and natural gas properties, in the State of West Virginia.

. Pursuvant to West Virginia Cocfe § 11-1C-10(d)(2) and (e), the Tax Commissioner is to
value and provide the basis for assessment for all “natural résource” property,
including but not limited to producing oil and natural gas properties, in the State of
West Virginia through a mass “valuation plan”. |

. That the mass “valuation plan” devised by the Tax Commissioner has been most
recently codified as 170 CSR 1J, (2006), “Valuation of Producing and Reserve Qil
and Natural Gas for Ad Valorem Property Tax Purposes”. (Exhibit No. 1 attached
hereto).

. That one of the variables to be used by the Tax Commissioner to value producing oil

and gas wells is the operatilig expenées of the well, as defined in 170 CSR 1J §3.16. |

The Tax Commissioner is to circulate a survey by which it solicits data from oil and
naturaﬂ gas producers regarding operating expenses for oil and natural gas wells, and,
‘based upon that data, the Tax Commissioner determines operating expense variables
_ to be used in its mass appraisal system. (See partial copy of the Tax Commissioner’s
“Final Natural Resource Property Valuation Variables for 2016 Tax Year” attached
hereto as Exhibit No. 2). |

. Generally, opetating expénses applied to a certain well by the Tax Commissioner’s

mass appraisal system is based upon a percentage of the well’s gross receipts not to

2



10.

11.

12.

exceed a maximum amount, and the percentage and maximum vary by the type of
well. These operating expense calculations are included in a natural resources
“yaluation variables” document that the Tax Commissioner releases and distributes
annuaily. (See Exhibit No. 2 attached hereto).

The 2016 allowed operating expense variable for producing, conventional natural gas
wells is thirty (30%) percent of the well’s gross revenue income, with a maximum
operating expense of $5,000.00. (See Exhibit No. 2 and Administrative Notice 2016-
08, Exhibit No. 3, attached hereto).

The Tax Comunissioner also hmdates the use of han “income appr;ac ” 1o the
valuation of oil and natural gas properties as set forth in the Tax Commissioner’s
“Administrative Notice 2016-02, State Tax Commissioner’s Statement Concerning -
Prima’ry Reliance on the Income Approach to Value for Appraisals of Producing and
Reserve Coal, Producing Oil and Gas, and Producing Other Mined Minerals
Pursuant to §§ 110 CSR 11-4, 1J-4 and 1K-4". (See Exhibit No. 4 attached hereto).

Administrative Notice 201 6-02, states, in part, that; “The income approach to value

is based upon the assumption that a property is worth the future income, discounted to

preScnt worth, that it will generate for a prospective buyer”. (See Id).

Specifically, Denex is the operator of the producing, conventional natural gas and oil
wells set out and listed on Exhibit Nos. 5 and 6, attached hcrctoh apd incorporated
herein by reference. (It is noted that Exhibit Nos. 5 and 6 attached hereto are als-o
Denex Hearing Exhibit Nos. 7 and 8). |

Pursuant to statute and legislative rule, the Tax Commissioner is to prepare an annual

natural resource property valuation variables for appraising oil and gas properties in

3



13,

14.

15.

16.

17.

West Virginia. Further, the Tax Commissioner is to make a determination of those
valuation variables pursuant to 110 CSR 1J, a legislaiive rule of the Tax
Commiss_ione;, promulgated pursﬁant to West Virginia Code § 11-1C-10(d). In order
to determine the amount of Denex’s 6perating expenses, and, in turn, the value of
Denex’s oil and gas wells, the Tax Commissioner is further governed ' by
Administrative Notices 2016-02 and 2016-08.

That due to an unprecedented decrease in the market price of natural gas some of
ptoducing natural gas wells identified on page 1 of Exhibit Nos, 5 and 6 were
operated at or below an economic limit, defined as'a positive n_umber after suﬁtract'mg
allowable expcnscs' from gross'receipts.

That by using its.“mass valuation and appraisal system”, as set forth above, and a
vague income valuatioﬁ approach, the Tax Comlﬁissioner_has vﬁlued the Denex
producing, conventional ﬁatural gas wells, as set forth on Exhibit Nos. 5 and 6, (being
Denex Hearing Exhibit Nos. 7 and 8), in an amount greater than the well’s true and

accurate value, all in violation of West Virginia Code § 11-3-1(a), as amended.

To the best of Petitioner’s information and belief, the State Tax Commissioner sent 1ts

valuation for the Denex wells to The Barbour County Assessor for assessment.

That Denex, as the taxpayer, was notified of the valuations and asseésrnents for the
2016 tax year by the State Tax Department.

That on February 18, 2016, Denex, as the taxpayer, petitioned The County
Commission of Barbour County, West Virginia, sitting as the Barbour County Board

of Review and Equalization, to amend the Tax Commissioner’s valuations to reflect



18,

19.

20,

21.

22.

23.

the true and actual value of the producing natural gas and oil wells set out on Exhibit

Nos.5and 6.

That during the hearing, Denex produced the testimony of R. Dennis Xander, John
Haskins, Dean Bucher, and Stephen Tlolmes. Denex further utilized and admitted,
without objection, Petitioner’s Exhibit Nos. 1 through 8. (Hrg. Tsp Pg. 44-45).

That all four (4) Denex witn_esses testified, inter alia, fhat natural gas and oil wells

that operate at a net loss, (where royalties, taxes, and operating expenses exceed gross -

" revenue), have only a nominal value, using the income approach. (Hrg. Tsp Pgs. 20-

31; 56-59; 67-73; 79-83).

That during the hearing, Denex witness John Haskins testified that the operating
expenses charged by Denex for operation of the subject producing, conventional
natural gas and oil wells was in line with industry standards for similar conventional
well operating in Barbour County, West Virginié. (Hrg. Tsp. Pgs. 50-53).

That during the hearing the Tax Commissioner solicited the testimony of Cindy
Hoover and admitted Respondents Exhibit Nos. 1 énd 2, respectively.

As set ft-)'rth on Petitioner’s Exhibit Nos. 5 and 6 attached herein, (being Hearing
Exhibit Nos. 7 and 8), through its witness testimony and exhibits, Denex clearly
established, that on an actual per well basis, that the aétilal expenses of producing the
wells was greater than the income generated for many of the subject wells, and,
further, that the appraised values assigned for all of the subject wells exceed the true
and actual value of said wells.

That during the February 18, 2016, hearing, the Tax Commissioner offered no

credible evidence for its refusal to accept Denex’s calculation of its actual operating

5



24,

25.

expenses for the producing natural gas and oil wells in question, except to question
the presumption that Denex’s stated operating expenses may be higher than others in
the industry, to question Denex’s expenses and costs applied to the individual wells
for maintenance, and to question Denex’s submission of fomis. Petitioner notes that
the Tax Commissioner does invite operators. to submit actual expenses for a three
year period for each producing well for consideration, however, the Tax
Commissioner is under absolutely no statutory or regulatory duty to utilize same for
valuation purposes. (See Exhibit No. 7 aﬁachéd hereto).

Denex avers that all property in the State of West Virginia is required to “be assessed
annually at its true and actual value ., . .” West Vifginia Code § 11-3-1. The West
Virginia State Tax Commissioner is charged with determining “the fair market value
of all natural resource property in the State” and then providing the values to county
assessors to use in assessing the property. West Virginia Code § 11-1C-10(d).
Pursuant to this statutory responsibility to value producing mineral property and
reserves, the Tax Commissioner promulgated Titl{_a 110, Series 1J of the West

Virginia Code of State Rules, which outlines the mechanisms to be utilized in valuing

taxable property.

26.

To determine the fair meirket value of producing oil and natural gas property, the Tax
Department applies “a yield capitalization model to the net receipts (gross receipts
less royalties paid, less operating‘ expenses) for the working interest. . . .» 110 CSR -
1] §4.1. The methodology set forth in § 110-1J-4.1 is reflected in Tax Department
Administrative Notice 2016-02, wherein it is provided that the Tax Commissioner is

to primarily rely upon the income approach in valuing producing oil and gas property.

6



27. Denex further avers that, the Tax Commissioner should consider actual operating

28.

29

expenses to offset the presumed valuation of expenses for each well. Administrative
Notice 2016-08. According to the Tax D.epartment’s legislative rule, the Tax

Commissioner considers “operating expenses” to be “the “ordinary expenses which

are directly related to the maintenance of production of natural gas and/or oil. These

expenses do not include extraordinary expenses, depreciation, ad valorem taxes,
capital expenditures, or expenditures relating to vehicles or other tangible personal
property not permanently used in the production of natural gas or oil.” Section 3.16 of
Series 1J, Title 110 State Tox Depariment Legislative Rule for Valuation of
Pro&ucing and Reserve Qil & Natural Gas for Ad Valorem Property Tax Purposes.
Based on the testimony of Denex’s witnesses, andlthe documepts submﬁted to the
Tax Cormnissionér and the Board of Review and Equalization, the operating expenses
submitted by Denex are those contemplated in Section 3.14.

Denex’s burden before the Board of Review and Equalization was to show by clear
and convincing evidence that the Tax Commissioner’s valuation (and, hence, the
County’s assessment) of its gas well operating expenses was erroneous. On appeal to

this Court, the Court is to rely on the record dévelopéd before the Board of Review

“and Equalization and to determine whether the challenged property valuation is

supported by substantial evidence.

That by letter dated February 20, 2016, and received by Denéx on February 25,- 2016,
The County Commission of Barbour County, West Virginia, sitting as the Board of
Review and Equalization, denied the relief sought. (See Exhibit. No. 8 attached

hereto).



30.

The Tax Commissioner has failed to follow its statutory duty in that it is not utilizihg

an appraisal system that fairly and accurately values natural resource propertics by

ignoring actual operating expenses and instead relying upon out dated averages and

 estimates found in its valuation variables document and administrative notices.

1.

32,

33.

Clearly, when the sum of royalties, and actual opergting expenses exceed gross
revenue for any well, that well has no actual value, using the income approach to
valuation.

The Tax Commissioner has abused its discretion by failing to consider Denex’s actual
and allowable operating expenses, in a manner contrary to the 'statutes, regulations
and official releases from the Tax Commislsioner govemning valuation of natural
resources property. Moreover, the Tax Commissioner ha‘s failed to support its
valuation with subétantial evidence. Denex, on the other hand, presented clear and
convincing evidence for its allowable operating expenses to be uslad in valuing its
wells for tax year 2016.

In this case, the Tax Commissioner failed to apply the demonstrated actual operating
expenses supplied by Denex through its téstimony and exhibits. Accordingly, Denex
now petitions this Court to find that the Board of Review and Equalizgtion incc;)rreqtly
made no changes to the Tax Commissioner’s valuation and that Denex’s calculations
of its allowed actual operating expenses clearly establish that the Tax
Commissioner’s mass valvation policy used to value producmg natural gas wells is '
not correct. |

Denex avers that although the State Tax Commissioner has discretion to select the

appraisal/valuation method for determining natural resource property values for

8



34,

35.

36.

assessment purposes, that the method selected must comply with the statutory
mandate to determine the true and accurate value of the property, not a mere

calculated estimate. - Moreover, the method selected must be correctly applied to the

type of asset. A true and actual valuation was not determined for the subject Denex

wells,

Denex avers that the use of 30% of the gross revenues, capped at $5,000 to determine
operating expenses is inappropriate. As demonstrated in Exhibit No. 9 attached
hereto, utilizing the data from Exhibit Nos. 5 and 6, (being Hearing Exhibit No. 7 and
8), the net price received by producers for natural gas deliv;red‘ to Dominion
Transmission, Inc., decreased from $2.375 in 2014 to $0.7523 in 2105, being a
decrease of almost 70%. Assuming relatively stable gas production, BrOSs revenues
for 'the subject wells would similarly decline by 70%. Using the Tax Commissioner’s
method of aeterminjng opérating expenses at 30% of gross revenue, those expenses
would decrease by 70%, thus dramatically and erroneously undcrstatingr said
expenses, thereby overstating the value of the wells by .the Tax Comrniséioner.

The Tax Commissioner’s valuation formula does not appeér to account for the

variables of costs associated with future plugging liability and the Dominion

Transmission, Inc., Firm Transportation nominations. (Hrg. Tsp. Pgs. 19;20; 27-29).

In this case, the Tax Commissioner has not applied the demonstrated, proven, actual
operating expenses, as set forth in Denex’s Exhibits and testimony at the hearing
before the Board of Review and Equalization and the Tax Commissioner has,
therefore, failed to properly assess the Denex natural resource prc;perties pursuant to

statutory and regulatory mandate.



WHEREFORE, Denex Petroleum Corporation, a West Virginia corporation, respectfully
requests that the Court:

1 Find that the Barbour County Board of Review and Equalization incorrectly
‘upheld the valuation of Denex’s Barbour County producing natural gas wells by the West

Virginia Department of Revenue, State Tax Department, Property Tax Division for the 2016 tax
year;

(i)  Fix the value of Denex’s Barbour County producing natural gas and oil wells for
the 2016 tax year at their true and actual value, based on the actual revenue realized and the
actual direcf operating expenses incurred by Denex in Barbour County for the 2016 calenda;r
year,

(iii) Enter and Order finding tﬁat those Denex producing, conventional natural gas
wells, subject of this action, which are operating at a net loss have only a nominal value and
require the State Tax Department and Barbour County Assessor to correctly value and assess the |
same based upon the “Minimum- Working Interest Appraisal” of $500.00 per well as set forth in
the Tax Commissioner’s “Final Natural Resc;urce Property Valuation Variables for 2016 Tax
Year”, attaﬁhed hereto as Exhibit No. 2; and
(iv)  Order such other relief as the Court deems appropriate.

| Denex Petroleum Corporation,

A West Virginia Corporation
Petitioner, By counsel

10



W. T. Weber, 111, Esquire (S?ate Bar Id 6108)
Weber & Weber

239 Main Avenue

P. 0. Box 270

Weston, West Virginia 26452

304-269-2228

 Counsel for Petitioner
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CIVIL CASES -

In the Circuit Court of Barbour County, West Virginia

I. CASE STYLE

DENEX PETROLEUM CORPORATION,
a West Virginia Corporation,

Petitioner,

V. Case No. 16-AA-1
o - Judge Alan D. Moats

THE HONORABLE MARK MATKOVICH,

West Virginia State Tax Commissioner,

THE HONORABLE JOHN CUTRIGHT,

Assessor of Barbour County, and

THE COUNTY COMMISSION OF BARBOUR COUNTY,
Sitting as the Barbour County Board of Review and Equalization,

Respondents.
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PLAINTIFF: Denex Petroleum Corporation CASE NUMBER: 16-AA-1
DEFENDANTS: Mark Matkovich, West Virginia State Tax Commissioner, :

John Cutright, Assessor of Barbour County, and '

The County Commission of Barbour Count
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Address: Bldg. 1, Room W-435 O Cross-Complainant [ Cross-Defendant
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Charleston, WV 25305
Telephone: (304) 558-2522
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IN THE CIRCUIT COURT OF BARBOUR COUNTY; WEST VIRGINIA

| MEHEY -2 PY L: 09
DENEX PETROLEUM CORPORATION, .

a West Virginia Corporation, _ L
L CIRCUIT SR

naK l ) .“lli T
Petitioner, AARBUUR COUNTY

v Civil Action No. 16-AA-1
. Judge Alan D. Moats

THE HONORABLE MARK MATKOVICH,

. West Virginia State Tax Commissioner,

THE HONORABLE JOHN CUTRIGHT, .

Assessor of Barbour County, and |
THE COUNTY COMMISSION OF BARBOUR COUNTY,

Sitting as the Barbour County Board of Review and Equalization,

Respondents.

RESPONDENTS MARK MATKOVICH, WEST VIRGINIA STATE
TAX COMMISSIONER AND JOHN CUTRIGHT, ASSESSOR
OF BARBOUR COUNTY’S MOTION TO DISMISS AND RESPONSE
TO COMPLAINT OF PETITIONER DENEX PETROLEUM CORPORATION

Come now Respondents Mark W. Mﬁtkovich, West Virginia State Tax Commissioner
(hereinafter, “Tax Commissféner”) and John Cutright, Assessor of Barbour Copnty (hereinafter,
“Assessor”), by counsel, Katherine A Schultz, Senior Deputy Attorney General, to request that the
above-tefercnced matter be dismissed with prejudice because it was untimely filed. Without waiving
their argument that the matter be dismissed, the Tax Commissioner and the Assessor respond to the
Complaint of Petitioner Denex Petroleum Corporation (hereinafter, “Petitioner’”). 7 |

MOTION TO DISMISS

The Tax Commissioner and the Assessor move for dismissal of this action with prejudice

because it was untimely filed.



West Virginia Code section 1 1-3-25(a)" sets the time for appealing decisions from both the
County Commission sitting as 2 Board of Equalization and Review and the Board of Assessment.
The time for filing an appeal d_epends on whether the decision is rende;ed by the Board of
Equalization and Review or by the Board of Assessment. The decision being appealed sub judice
is from a decision of the Board of Equalization and Review. Wesf Virginia Code section 11-3-25(a)
as it relates to such an appeal -states that the Petitioner has “up to thirty days after the adjournment
of the board sitting as a Board of Equalization and Review ... [to} apply for relief to the circuit
court.” |

Upon information and belief, the Boar\d of Equalization and Reviéw adjourned on February
18, 2016. Therefore, this Complaint is untimely filed. Assuming arguendo that the February 20th
date on the Board of Equalization and Review’s letter is dgtermined to be the date of adjoummcnt,
then the Complaint is still untimely.

Based on the foregoing, these Defendants respectfully request that the matter be (;lismissed

with prejudice and stricken from the Court’s docket.

RESPONSE TO COMPLAINT
Without waiving their argurﬁent asserted in the Motion to Dismiss, the Tax Commissioner
and the Assessor respond as folldWs to the Complaint of Petitioner Denex Petroleum Corporation,
1, The Tax Commissioner and Assessor admit that Petitioner isa West Virginia corporation and

the operator of several producing conventional gas wellslocated in Barbour County, but deny

n Shenandoah Sales & Service, Inc. v. Assessor of Jefferson County, 228 W. Va. 762, 724
S.E.2d 733 (2012), the West Virginia Supreme Court of Appeals found the portion of W. Va. Code
§ 11-3-25(b), which allowed non-lawyers to represent parties in an appeal to the circuit court,
unconstitutional. This in no way affects the applicability of W. Va. Code § 11-3-25(a) upon which
the Tax Commissioner and the Assessor rely.



that Petiti_oner is a small producer of natural gas in the State of West Virginia.

Paragraph 2 of the Complaint recites the West Virginia State Code. No response is required.

However, Petitioner erronebusly ignores that the West Virginia Legislature prescribed the
manner in which oil and gas is to be assessed so that all property is equally and uniformly
assessed.

Paragraph 3 of the Complaint recites thc'West Virginia State Code. No responsc is required.

Notwithsfanding the foregoing, the allegation is admitted.

Paragraph 4 pf the Complaint recites the West Virginia State Code. No response is required.

Notwithstanding the foregoing, the allegations are admitted.

The Tax Commissioner and Assessor admit that the mass “valuation plan” devised by the
Tax Commissioner was most recently codified as W. Va. Code R. § 110-1], but state that the
rule became effective June i, 2005, not 2006‘. -

The allegations in the first sentence of Paragraph 6 are admitted. The average industry
operating expenses are determined pursuant to the Legislative Rule, W.Va. Code R §110-
1J-4.3. The wayin which the Tax Commissioner determines the average operating expenses
is l_eft to the Tax Commissioner’s diécretion; He is not required to send a survey. However,
‘the average industry standards were determined based on the survey results.

The Tax Commissioner and Assessor admit the allegations set forth in Paragraph 7 of the
Complaint with the caveat that the allegations fail to acknowledge that for the year in.
question, the operators of oil and gas wells had the option of produci_ng their actual expenses
for the last three years to the Tax Department for considefation.- Thé Petitioner’s witﬁess

admitted that he chose not to submit the actual production expenses to the Tax Department.



10.

11.

12.

13.

Furthermore, the variable referenced in Paragraph 7 are filed with the Secretary of State
along with the public comments received.

The allegations contained in Paragraph 8 of the Complaint are accurate to the extent that they
reflect the information contained in Exhibit 2 and Administrative Notice contained in Exhibit
3; however, the allegation fails to acknowledge that the Petitioner had the ability to submit
its itemized production expenses for the relevant time period.

The Tax Commissioner and Assessor deny the allegation in Paragraph 9 of the Complaint
that the Tax Comrrﬁssioner mandates the use of an “income approach.” The Iegislative Rule
mandates the use of the “income apprbac » for the valuation of oil and natural gas properties.
The remainder of the allegations contained in Paragraph 9 of the Complaint are admitted.
The Tax Commissioner and Asses.sor admit the allegations set forth in Paragraph 10 of the
Corﬁp!a-inl. |

The Tax Commissiéﬁer and Assessor admit the allegations set forth in Paragraph 11 of_the
Complaiﬁr.

The Tax Commissioner and Assessor admit the allegations set forth in Paragraph 12 of the
Complaint with the caveat that the Petitioner had the option of producing their actual

expenses for the last three years to the Tax Department for consideration. The Petitioner’s

witness admitted that he chose not to submit the actual production expenses to the Tax

Department. Furthermore, the variable referenced in Paragraph 12 are filed with the
Secretary of State along with the public comments received.
The Tax Commissioner and Assessor deny the allegations set forth in Paragraph 13 of the

Complaint.



14.

15.

16.

17.

18.

19.

20.

21.

22,

The Tax Commissioner and Assessor deny the allegations set forth in Paragraph 14 of the

Complaint.

The Tax Commissioner and Assessor admit the allegations set forth in Paragraph 15 of the

Complaint.

The Tax Commissioner and Assessor admit the allegations set forth iﬁ Paragraph 16 of the
Complaint. |

The Tax Commissioner and Assessor admit that Petitioner has described its Petition before
the County Commission of Barbour County sitting as the Barbour County Board of
Equalization and Review. |

The Tax ConnniSs_ioner and Assessor admit the ﬁllegations set forth in Paragraph 18 of the
Complaint.

The allegations contained in Paragraph 19 reflect a portion of these witnesses’ testimony.

However, the testimony expands the.allowable expenses in the Legislative Rule and ignores
other factors including, but not limited to, the future value of the wells.

The allegations in Paragraph 20 are admitted with the clarification that Mr. Haskins’
testimony as a whole must be copsidcred. Spe_ciﬁcally, Mr, Haskins admitted that costs vary
from well to well. Additionally he acknowledged thafc taxpayers have the ability to prqvide
itemized expenses for the last three years. Furthermore, he admitted that he did not file any
pubhc comments to the Department’s proposed operatmn expenses for the year.

The Tax Commissioner and Assessot admit the allegations set forth in Paragraph 21 of the
Complaint.

The Tax Commissioner and Assessor deny the allegations set forth in Paragraph 22 of the



23.

24.

25.

26.

Complaint.
The allegation that no credible evidence was submitted by the Tax Commissioner is denied.
Furthermore, the Petitioner had the burden of proof and it failed to provide itemized -
eXpenses.
The Tax Commissioner and Assessor admit the allegations set forth in Paragraph 24 of the.
Complaint with the qualification that the Legislature has determined that fair market value |
must be determined consistent with the Legislative Rule, W. Va. Code R. §110-1J-1, ef seqg.
Furthermore, the Petitioner admits that its oil and gas wells were valued consistent with the
Legislative mandate contained in the aforesaid Rule.
The Tax Cémmissionér and Assessor admit the allegations set forth in Paragraph 25 of the
Complaint with the qualification that the Legislature has determined that fair market value
must be determined consistent with the Legislative Rule, W. Va. Code R. §110-1J-1, et seq.
The allegations contained in the first sentence of Paragraph 26 of the Complaint are admitted.
The allegations contained in the second sentence of Paragraph 26 are denied because
although the Administrative Notice states that it “will address these rules’ primary reliance
on the income approach to value when appraising active and reserve coal, producing oil and
gas,” when read in its entirety the Notice concludes:
From the above discussion it becomes readily apparent that

development of a cost or a market approach valuation for producing

and reserve coal and producing oil and gas and other minerals

properties is inappropriate. The Tax Department therefore

developed and relied upon an income approach appraisal, as the

income approach is the only one (1) of the three (3) generally

accepted approaches to value that can properly be developed to yield

reasonable estimates of current market value when used in a mass
appraisal environment.



27.

28.

29

30.

31.

32.

33.

34,

35.

Administrative Notice 27016—02 (emphasis added).

The Tax Commissioner and Assessor admit that the -portim-l of the Legislative Rule
referenced is correctly quoted. However, the remaining allegations in Paragraph 27 are
denied.

The Tax Commissioner and Assessor admit the allegations set forth in Paragraph 28 of the
Complaint. - |

Thc Tax Commissioner and Assessor admit that the County Commission denied the relief
sought in a letter dated February 20, 2016, The Ta.x Commissioner and Assessor lack
sufficient information or knowledge to admit the remaining allegations contained in
Paragraph 29.

The Tax Commissioner and Assessor deny the allegations set forth in Paragfaph 30 of the
Complaint. | |

The Tax Commissioner and Assessor deny the allegations set forth in Paragraph 31 of the
Complaint.

The Tax Commissioner and Assessor deny the allegatiohs set forth in Paragraph 3.2 of the
Complaint. |

The Tax Commissioner and Assessor deny the allegations set forth in Paragraph 33 of the
Complaint. The Tax Commissioner is required to follow the ap‘plicablcr Legislative Rule.
The Tax Commissioner and Assessor deny the allegations set forth in Paragraph 34 of the
Complaint.

The Tax Commissioner and_ Assessor admit the allegations set forth in Paragraph 35 of the

Complaint; however, the plugging liability and the Dominion Transmission Inc. Firm



Transportation nominations are not operation costs, which are considered under the proper

application of the Legislative Rule, to uniformly value natural gas.

36, The Tax Commissioner properly applied the Legislative Rule to arrive at the valuation of the
Petitioner’s property. The Tax Commissioner and Assessor deny the ;llegations sét forth in
Paragra;:;h 36 of the Complaint.

37, The Tax Commissioner and Assessor deny all allegations sct forth in the Complaint thathave
not been specifically admitted,

38.  The Tax Commissioner and Assessor deny that Petitigner is entitled rto any of ther relief
requested.

WHEREFORE, the Tax Commissioner and Assessor pray that the Honorable Court
DISMISS this matter with prejudice because it was untimely filed. In the alternative, the Tax
' Cqmmissione.r and Assessor request that the Petitioner’s Complaint be DENIED with prejudice.
Respectfully submitted,

MARK W. MATKOVICH,

WEST VIRGINIA STATE

TAX COMMISSIONER,

JOHN CUTRIGHT, ASSESSOR
OF BARBOUR COUNTY, '

By. counsel



PATRICK MORRISEY
ATTORNEY GENERAL

SENIOR DEPUTY ATTORNEY GEN L
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Building 1, Room W-435

Charleston, West Virginia 25305
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IN THE CIRCUIT COURT OF BARBOUR COUNTY, WEST VIRGINIA

DENEX PETROLEUM CORPORATION,
a West Virginia Corporation,

Petitioner,

v, Civil Action No. 16-AA-1
‘ Judge Alan D. Moats

THE HONORABIE MARK MATKOVICH, ' .

West Virginia State Tax Commissioner,

THE HONORABLE JOHN CUTRIGHT,

Assessor of Barbour County, and

THE COUNTY COMMISSION OF BARBOUR COUNTY,

Sitting as the Barbour County Board of Review and Equalization,

Respondents.
CERTIFICATE OF SERVICE
1, Katherine A. Schu_lti, hereby certify that on the 28th day of April, 2016, true copies of the
“Respondents Mark Matkovich, Wést Virginia Stafe Tax Commissioner and John Cutright,
- Assessor of Barbour County’s Motion to Dismiss and Response to Complaint of Petitioner
Denex Petroleum Corporation” and the “Civil Case Information Statement” were served upon
the following by depositing the same in the United States mail, via first-class postage prepaid,

addressed as follows:

W.T. Weber 111, Esquire
WEBER & WEBER
PO Box 270
Weston, West Virginia 26452

Stephen C. Sluss, Esquire
PO Box 635
Teays, West Virginia 25569

Katherine A, Schultz
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State of West Virginia CIRCUIT ©F pios
Office of the Attorney General BARR DUiRi-P [L“ [% [}sz‘1 Y
. Tax & Revenue, Court of Claims and Transportation Division '
Patrick Morrisey (304) 558-2522
Attorney General Fax (304) 558-2525

April 28,2016

The Honorable Gerald M. Fogg Via Facsimile (304) 457-2790
Clerk of Circuit Court of Barbour County ‘ and U.S. Mail

26 N. Main Street, Suite 2

Philippi, West Virginia 26416

Re:  Denex Petroleum Corporation v. Matkovich, State Tax Commissioner, et al,
Civil Action No. 16-AA-1

—

Dear Mr. Fogg:

Enclosed please find the “Respondents Mark Matkovich, West Virginia State Tax
Commissioner and John Cutright, Assessor of Barbour County’s Motion to Dismiss and
Response to Complaint of Petitioner Denex Petroleum Corporation” and the “Civil Case
Information Statement” for filing in the above-referenced matter. A copy of the same has been
provided to the parties as evidenced in the attached certificate of service.

Should you have any questions please do not hesitate to contact me.

Very truly yours,

Katherine A. Schultz
Senior Deputy Attorney General

KAS/dde
Enclosures: As stated
cc! The Honorable Alan D. Moats, Judge

W.T, Weber III, Esquire

Stephen C. Sluss, Esquire

John Cutright, Assessor of Barbour County

Mark S. Morton, General Counsel

West Virginia State Tax Department
State Capitol, Building 1, Room W-433, 1900 Kanawha Boulevard East, Charleston, WV 25305 -
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CIVIL CASE INFORMATION STATEMENT
CIVIL CASES

SCANNED

In the Circuit Court of Barbour County, West Virginia

I. CASE STYLE

DENEX PETROLEUM CORPORATION,
a West Virginia Corporation,

=
@ =
o
Petitioner, ‘ég_ ;:',
050 @
v Case No. 16-AA-1 %E: B
- Judge Alan D. Moats 2 @
THE HONORABLE MARK MATKOVICH,
est Virginia State Tax Commissioner,

THE HONORABLE JOHN CUTRIGHT,
Assessor of Barbour County, and

THE COUNTY COMMISSION OF BARBOUR COUNTY,
Sitting as the Barbour County Board of Review and Equalization,

Respoﬁd ents.
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PLAINTIFF: Denex Petroleum Corporation CASE NUMBER: 16-AA-1
DEFENDANTS: Mark Matkovich, West Virginia State Tax Commissioner,
' John Cutright, Assessor of Barbour County, and

The Coung Commission of Barbour Coung _

I1. TYPE OF CASE:

O General Civil
0 Asbestos O Adoption O Appeal from Magistrate Court
O Professional O Contract | ® Miscellaneous Civil Petition
Malpractice ‘
O Administrative Agency Appeal O Magistrate Sentence

O Personal Injury O Real Property
‘v O Product Liability O Mental Health O Other

O Other Tort

e e —— e ————
0. JURY DEMAND: O Yes & No

CASE WILL BE READY FOR TRIAL BY: -

IV.© DO YOU OR ANY OF YOUR CLIENTS OR WITNESSES IN THIS CASE REQUIRE
SPECIAL ACCOMMODATIONS DUE TO A DISABILITY OR AGE? '

O Yes ™ No
IF YES, PLEASE SPEC]IFY:

0O Wheelchair accessible hearing room and other facilities

[ Interpreter or other auxiliary aid for the hearing impaired

O Reader or other auxiliary aid for the visuvally impaired

O Spokesperson or other auxiliary aid for the speech impaired

0 Other:
Attorney Name: Katherine A. Schultz, Representing: Mark Matkovich, West Virginia State Tax
Senior Deputy A’y Gen. (WVSB #3302) Commissioner and John Cutright, Assessor of
Barbour County

Firta: WV Attomey General’s Office () Plaintiff & Defendant
Address: Bldg. 1, Room W-435 O Cross-Complainant O Cross-Defendant

1900 Kanawha Blvd,, E.

Charleston, WV 25305

Telephone: (304) 558-2522 Dated: 04/28/2016

O Pro Se
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. IN THE CIRCUIT COURT OF B@Qﬁ @LO;U_NTY, WEST VIRGINIA

DENEX PETROLEUM CORPORATIOI\?H I6AUG 1] PH 3:39
a West Virginia Corporatmn

Petitioner, - CIRCUIT CLERK
- RARBOUR COUNTY
v. ' Civil Action No. 16-AA-1
The Honorable Alan D. Moats

THE HONORABLE MARK MATKOVICH,
West Virginia State Tax Commissioner,

THE HONORABLE JOHN CUTRIGHT,

Assessor of Barbour County, and L =
THE COUNTY COMMISSION OF BARBOUR COUNTY, &3
Sitting as the Barbour County Board of Review and Equalization, -
Respondents. -7

il " o

o

APPEAL BRIEF OF PETITIONER DENEX PETROLEUM CORPORATION

INTRODUCTION

Denex Petroleum Corporation, a West Virginia corporation, (hereiﬁaﬁcr “Denex™), is a
srﬁall producer of natural gas in the state of West Virginia, and the operator of several producing
conventional gas wells located in Barbour County. |

These wells are appraised for ad valorem tax purposes by the West Virginia Department
of Revenue, State Tax Department, Property Tax Division, (being referenced herein as the “Tax
Department” or the “State™) based upon a mass appraisal system, state-wide. Certain variables
are used by the Tax Department fo value producing oil and gas Qells, including but not limited to
operating expenses.

The Tax Department periodically circulates a survey by which it solicits dr—.itﬁ from eil

and gas producers (taxpayers) regarding operating expenses for their wells, and based upon the

1




information received, the Tax DepMent determines the operating variables used in the mass
appraisal system. The amount of operating expenses applied to a well using the mass appraisal
* system is based on a percentage of the well’s gross receipts not to exceed a maximum amount,'
and the percentage and maximum vary by the type of well (typical or conventional, Marcellus,
coalbed methane, etc.). The operating expense calculations are included in a natural resources
“valuation variables” document that the Tax Department releases annually.

In addition to the valuation variables document, the Tax Department re]eascs an annual
administrative notice that lists the percentages and caps for operating expense calculations. As a
part of that notice for Tax Year 2016, the Tax Department invited taxpayers to submit actual
operating expenses for consideration by the Tax Department in appraising the subject oil and gas
pi'operties. |

In this case, Petitioner, Denex, avers that fhe Tax Commissioner has failed to follow its
statutory duty to implement and utilize an appfaisal system that fairly and accurately determines
the “true and actual value” of the subject natural resource properties. The Tax Department
ignored actual operating expenses and instead relied upon outdated averages and estimates found
in its valuation variables document and administrative notices, resulting in calculated expenses
that were sligniﬁcantly' less than the actual operating expenses incurred. Bj{ ﬁnderstating
operating expenses, the appraised valtue of the property is bverstated, resulting in excess and
unfair taxes.

In this matter, Denex evaluated its actual operating expenses for the relevant period and
determined that for its conventional wells, which are the subject of this appeal, in Barbour
County, the amount of operating expenses; actually incurred for each of these wells significantly

exceeded the expenses determined by the Tax Departmenti’s mass appraisal system.
2



When the Tax Department valued Denex’s gas well values for tax year 2016, it failed to
‘ﬁhere to its own regulations that direct how it is to consider actual operating expenses. The Tax
‘De.partment incorrectly and unfairly 'igpored the actual operating expens;as and instead relied on
thé catculations found in its valuation vatiables document and administrative notice.

Denex avers that the methodology employed by the State Tax Departme;lt’s mass
appra1sa] system to estimate operating expenses does not result in a fair and reasonable
determmanon of such expenses. Rather, as lmplemented the system is inconsistent and
discriminatoty, resulting in systematic deviations in values among various groups of wells.

On Febrﬁary 18, 2016, Denex protested thé Tax Department’s valuation (as adopted by
the Barbour County Assessor) to the Barbour County Commission sitting as the Barbour County
Bqard of Review and Equalization (the “Board”). Denex presented clear and conviﬁcing
evidence that the Tax Department’s methodology did not result in the determination of
reasonable, accurate operating expenses. The Tax Department’s methodology undcfstates
operating expenses, which, in turn, overstates the value of the subject wells in Barbour County.
Understating expenses does not result in the determination of “true and actua " value. At the
February 18, 2016, hearing, Denex also prgsented arcomplete analysis of its actual operating
expenscs for the oil and gas Wells at issue in this action. “The Board, however, made no
adjustment to the Tax Department’s valuation.

Denex timely petitioned the Court for appeal of the Board’s ‘decision. As explained
below, the Board abused its discretion by failing to consider Denex’s actual and allowable
operatmg expenses in a manmer contrary to the statutes, regulatlons and official releases from the
Tax Department govermng valuation of personal property Moreover, the Tax Department has

failed to support its valuation with substantial'evidence. Denex, on the other hand, presented
' 3



clear and convincing evidence for its allowable operating expenses to be used in valuing ifs wells
for tax yeﬁr. 2016.
ARGUMENT
Article X, Section ! of the Constitution of the State of West Virginia mandates, jn part,
that”

“Subject to the exceptions in this section contained, taxation shall be equal

and uniform throughout the State, and all property, both real and personal, shall

© be taxed in proportion to its-value to be ascertained as directed by law. No one

species of property from which a tax may be collected shall be taxed higher than
any other species of property of equal value;. . .”. (Id.)

Tn regard to Article X, Section I, one court has held that:
“To meet the mandate of Article X, Section 1 of the West Virginia
Constitution, there must be like treatment in the valuation of all species of
property, both within a species of property and among all species of property. In
conformance [sic] with this constitutional standard, it is the duty of the Tax
Commissioner in all valuation efforts to value all property at a true and actual
value”. Janet Pauley et al, v. Larrie Bailey, et al., Circuit Court of Kanawha
County, West Virginia, Case No. 75-1269 (1982). )
Statutorily, all property in the State of West Virginia is required to “be assessed annually
at its true and actual value . . . » West Virginia Code § 11-3-1. The West Virginia State Tax
- Commissioner is charged with implementing a valuation system which will determine “the fair
market value of all natural resource property in the State” and then providing the values to
county assessors to use in assessing the property. West Virginia Code § 11-1C-10(d).
~ The West Virginia Supreme Court holds that:
“Assessments of property for taxation purposes are based on the
property’s ‘true and actual vatue’, which has been defined as its market value”. In

re Tax Assessment of Foster Foundation’s Woodlands Retirement Communily,
672 SE2d 150, W.Va. 2008). '



)

Pursuant to this statutory responsibility to value ptoducing mineral property and reserves,
the Tax Cormnissioner promulgated Title 110, Series 1J of the West Virginia Code of State
Rules, which outlines the mechanisms to be utilized in valuing oil and gas taxable property.

To determine the fair market value of producing oil and natural gas-property, the Tax
Department applies “a yield capitalizaﬁon model to the net receipts (gross receipts less royalties
paid, less operating expenses) for the working interest. . . .”. (Sée 110 CSR 1J §4.1). The
methodology set forth in § 110-1J-4.1 is reﬂécted in Tax Department Administrative Notice
2016-02, whex_'ein it is provided that the Tax Commissioner is to primarily rely upon the income
approach in valuirig producing oil and gas propertjf.

The West Virginia Sup'remc Court holds that

“The ‘income approach’ to appraising property for tax purposes is defined

as the appraisal process of discounting an estimate of future income into an

expression of present worth; in other words, the income approach to value is

based on the principal that something is worth what it will ean”. In re Tax

Assessment Against American Bituminous Power Partners, LP, 539 SE2d 757,

W.Va. 2000). :

The Tax Commissioner has mandated tﬁe use of an “income approach” to the valuation
of oil and natural gas properties as set forth in the Tax Commissioner’s “Administrative Norfce_
2016-02, State Tax Commissioner’s Statement Concerning Primary Reliance on the Income
Approach to Value for Appraisals of Producing and Reserve Coal, Producing Oil and Gas, and
Producing Other Mined ‘Miner&ls Pursuant to §§ 110 CSR 11-4, 1J-4 and 1K-4". (See
Petitioner’s Exhibit No. 4 attached to the Complaint in this Action).

Administrative Notice 2016-02, states, in part, that, “The income approé.ch to value is

based upon the assumption that a property is worth the future income, discounted to present

worth, that it will generate for a prospective buyer”. (See id).

5



One cbmponent of valuing oil and gas assets using the income'i approach is the
‘ consid-eration of expenses. Pursuant to CSR §110-1J-3.16, the Tax Department considers
“operating expenses” to be “those ordinary expenses .whjch are directly related to the
maintenance of producﬁon of natural gas and/or oil. These expenses do not include extraordinary
expenses, depreciation, ad valorem taxes, capital expenditures, or expenditures relating to
vehicles or other tangible personal property not permanently used in the pfoduction of natural
. gas or oil.” -

The Tax Department further issues an annual administraﬁve notice addressing operating
expenses for oil and gas assets. The administrative notice applicable to this case is
“Administrative Notice 2016-08, Property Tax State Tax Commissioner’s Statemeﬁt from the
Determination of Ol and Gas Operating Expenses for Property Tax Purposes Jor Tax Year
2016, Pursuant to §110-1J-4.3”, The stateq purpose of this administrative notice is to “set forth
procedures used in developing expenses and their ﬁpplication against receipts for the working _
interest of oil and_ gas producing properties”. However, Administrative Notice 2016-08 states, in
part, that, “Direct ordinary expenses will be estimated to be 30% of the gross receipts derived
from gas production, not to exceed $5,000...”. (Id.). Not mentioned is royalty.

Pursuant to West Virginia Code §11-3-1(a), as amended, all real property in Barbour
County shall be assessed annually at sixty (60%) percent of its true and actual value, (Fmphasis
added). The legislature has defined trué and accurate value as:

“...the price for which such property would sell if voluntarily offered for sale by

the owner thereof, upon such terms as such property, the value of which is sought
to be ascertained, is usually sold...”. (West Virginia Code § 11-3-1(a)).



Pursuant to. West Virginia Code § 11-1C-10, as amended, the Tax Commissioner .is
charged with ;che duty of valuing all “natural resource” property, including but ﬁot limited to
producing oil and natural gas propefties,_in the State of West Virginia.

Pursuant to West Virginia Code § 1‘1-'1C-10(d)(2) and (e), the Tax Commissioner is to
value and provide the basis for assessment tior all “natural resource™ property, including but not
limited to producing oil and natural gas properties, in the State of West Virginia through a mass
“valuation plan”. | |

The mass “valuation plan” devised by the Tax Commissioner has been most recently
codified as /10 CSR 1J, (2006), “Valuation of Producing and Reserve Oil and Natural Gas for
Ad Valorem Property Tax Purposes”. (See Petitioner’s Exhibit No. 1 attached to the Complaint
in this Action).

| One of the variables to be used by the Tax Commissioner to value producing oil and gas
wells is the operating expenses of the well, as defined in 71/0 CSR 1J $3.16. The Tax
Commi@ioner is to circulate a survey by which it solicits data from oil and natural gas producers
regarding operating expenses for oil and natural gas wells, and, based upon that data, the Tax
Commissioner determines operating expense variables to be used in its Iﬁass appraisal system.
{(See partial copy of the Tax Commissioner’s “Final Natural Resource Property Valuation
Variables for 2016 Tax Year” attached as Petitioner’s Exhibi; No. 2 attached to the Complaint in
this Action).

Generally, the regulations require that operating expenses applied to a certain well by the
Tax Commissioner’s mass appraisal system be based upon an estimatea percentage of the well’s
gross receipts not 'to exceed a maximum amount, and the percentage and maximum vary by the

type of well. (See Administrative Notice 2016-08, attached as Exhibit No. 3 to Petitioner’s
' 7




Complaint in this action). These operating expénse- calculations are to be included in a natural
resources “valuation variables” document that the Tax Commissioner releﬁses and distributes
annually. (See Petitioner’s Exhibit No. 2 attaéhed to the Complaint in this Action).

Pursuant to the Tax Commissioner’s own regulaﬁons, the 2016 allowed operating
expense variable for producing, conventional natural gas wells is estimated to be thirty (30%)
percent of the well’s “gross receipts”, with 2 maximum operating expense of $5,000.00.

In fact, this is not the case. The State Tax Commissioner does not appear to be fdllowing
its own regulation and is actually allowing only thirty (30%) percent of the “working interest”
© revenue, or net revenue after deduction of royalties, not thirty (30%) percent of the well’s “gross
receipts”. (See Administrative Notice 2016-08 and Natural Resource Valuation Variables for
2016 Tax Year attached as Petitioner’s Exhibit Nos. 3 and 2, to the Complaint in this Action).

In effect, the Tax Commissioner’s own Valuation Table for 2016 is inaccurate, does not
adhere to the applicable Administrative Order 2016-08 or the regulations, and is wrong as
applied.

In fact, the Tax Commissioner’s mass valuation method does not treat like species of -
property the same for valuation purposes. It allows expenses for conventional oil and gas wells
to be calculated at differing values deﬁending upon transportation providers and transportation
rates, all in violation of Article X,. Section ! of the Constitutioﬁ of the State of West Virgini.a.

Specifically, Denex is the operator of the producing, conventional natural gas and oil
wells set out and listed on Petitioner’s Exhibit Nos. 5 and 6, attached-to the Complaint in this_
action and incorporated herein by reference. (It is noted that Petitioner’s Exhibit Nos. 5 and 6

attached to the complaint are also Denex Hearing Exhibit Nos. 7 and 8).



Pursuant to statute and legisiative rule, the Tax Commissionet is to prepare annual natural
resource property valuation variables for appraising oil and gas properties in West \ﬁrginia.
Further, the Tax Commissioner is to make a determination of those valuation variables pursuant
to 110 CSR 17, a legislative rule of the Tax Commissioner, promulgaied pursuant to West
Virginia Code § 11-1C-10(_d). In order to determine the amount of Denex’s c;perating expenses,
and, in turn, thg value of Denex’s oil and gas wells, the Tax Commissioner is further governed
by the mandate of Administrative Notices 2016-02 and 2016-08.

Due to an unprecedented decrease in the market price of natural gas, some of Denex’s
producing natural gas wells, as identified on page 1 of Petitioner’s Exhibit Nos. 5 and 6, were
operated at or below an economic lilﬁit, defined as a positive number after subtracting allowable -
expenses from gross receipts.

By using its “mass valuation and ;ppraisal system”’, which 1s inaccurately applied as it
does not follow the T.ak Department’s own regulations as set forth above; as well as a vague
income valuation approach, the Tax Commissioner has valued the Denex. producing,
conventional natural gas wells, as set forth on Petitioner’s Exhibit Nos. 5 and 6, (being Denex
Hearing Exhibit Nos. 7 and 8), in an amount greater than the wells’ true and acchfate value, all in
violation of West Virginia Code § 11-3-1(a), as amended.

To the best of Petitioner’s information and belief, the State Tax Commissioner gent its
valuation for the Denex wells to The Barbour County Assessor for assessment.

Denex, as the taxpayer, was notified of the valuations énd assessments for the 2016 tax
year by the State Tax Department.

On February 18, 2016, Denex, as fhe taxpayer, petitioned The County Commission of

Barbour County, West Virginia, sitting as the Barbour County Board of Review and
g



Equatization, to_amend the Tax Commissioner’s valuations to reflect the true and actual value of
the producing natural gas and oil wells set out on Petitioner’s Exhibit Nos. 5 and 6.
During the hearing, Denex produced the testimony of R. Dennis Xander, John Haskins,
Dean Bucher, and Stephen Holmes. Denex further utilized and admitted, without objection,
Petitioner’s Exhibit Nos. 1 through 8. (Hrg. Tsp Pg. 44-45).
All four (4) Denex witnesses testified, inter alia, that natural gas and oil wells that
operate at a net loss, (where royalties, taxes, and operating expenses exceed gross revenue), have
- only a nominal value, using the income approach. (Hrg. Tsp Pgs. 20-31; 56-59; 67-73; 79-83).
" These witnesses further testified that oil and gas properties are routinely bought and sold by
cxperiéncsd oil and gas operators iﬂ West Virginia using the income approach to valuation. As
previously stated, West Virginia Code § 11-3-1(a), as amended, requires that property shall be
assessed annually at sixty (60%) of its “true and accuraté value”, defined as:

“...the price fof which such property would sell if voluntarily offered for sale by

the owner thereof, upon such tetms as such property, the value of which is sought

to be ascertained, is usually sold...”. (West Virginia Code § 11-3-1(a)).

During the hearing, Dénex witness John Haskins testified that the operating expenses
charged by Denex for operation of the subject producing, conventional natural gas and oil wells
were in line with industry standards for similar conventional well 6perating in Barbour County,
West Virginia. (Hrg. Tsp. Pgs. 50-53).

As set forth on Petitioner’s Exhibit Nos. 5 and 6 attached herein, (being Hearing Exhibit
Nos. 7 and 8), through its ﬁdtness testimony and exhibits, Denex clearly established, that on an
actual per well basis, that the actual expenses of producing the wells was greater than the incoﬁe
generated for many of the subject wells, and, further, that the appraised values assigned for all of

the subject wells exceed the true and actual value of said wells.
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During the February 18, 2016, heéring, the Tax Commissioner offered no .credible
evidence for its refusal to accept Denex’s calculation of its actual operating expenses for the
producing natural gas and oil wells in question, except to question the presumption that Denex’s
stated opera.tiné expenses may be higher than others in the industry, to question Denex’s
expenses and costs abplied to the individual wells forr maintenance, and to question Denex’s
submission of fonns. Petitioner notes that the Tax Commissioner did invite operators to submit
actual expenses for a three year period for each producing well for consideration, however, the
Tax Commiséioner is under absolutely no statutory or regﬁlatory duty to utilize same for
valuation purposes. (See Petitioner’s Exhibit No. 7 attached to the conﬁplaint in this action).

Based on the testimony of Denex’s witnesses, and the documents submitted to the Tax
Commissioner and the Board of Review and Equalization, the operating expenses submitted by
Denex are those contemplated in Section 3.16.

Denex’s burden before the Board of R;aview and Equalization was to show by clear and
convincing evidence that the Tax Commissioner’s valuatioﬁ. (and, hence, the 7C0unty’s
assessnient) of its gas well operating expenses was erroneous. On appeal to this Court, the Court -
is to rely on the record developed before the Board of Review and Equalization and to determine
whether the challenged property valuation is suﬁported by substantial evidence. -

By letier dated Febrary 20, 2016, and réceived by Denex on February 25, 2016, The
County Commission of Barbour County, West Virginia,r sitting as the Board of Review and
Equalization, denied the relief sought. (See Petitioner’s Exhibit No, 8 attached to the Complaint |
in this action).

The West Virginia Supreme Court holds, that:
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“[Once] a taxpayer makes a showing that tax appraisals are erroneous, the

Assessor is then bound by law to rebut the taxpayer’s evidence”. Mountain Am.,

LLC v. Hyffinan, 224 W.Va. 669, 786 n.23, 687 SE2d 768, 785 n.23 (2009). In

Re Pocahontas Land Co., 172 W.Va. 53, 61, 303 SE2d 691, 699 (W .Va. 1983).

, While the Court in In Re Pocahontas Land Co., suggested that a county assessor could
meet that burden by introducing the State Tax Depariment’s valuation, in this case,. Denex
presented actual evidence that tﬁe Tax Department’s valuation itself is flawed aﬁd inéorrect, so it
became incumbent on the Tax Department to rebut Denex’s evidence, which it did not.

The Tax Commissioner has failed to follow its statutory duty to determine “true and
actual valﬁe” by not utilizing an appraisal system that fairly and accurately values natural
resource properties by ignoring actual operating expensés and instead relying updn outdated
averages and estimates found in its valuation variables document and 'adnﬁfﬁstrative notices.
Denex avers that the Tax Department has used the same factors (30% of gross revenue for gas
wells and 35% of gross revenues for oil wells) to determine allowable operating expenses for
more than 20 years. Considering the dramatic decrease in the “Producer Net Price on Dominion
After Gatﬁering & Gateway Firm” from 2008 to 2015 ($8.4810/m6f to $0.7253/mcf-See Denex
Exhibit No. 6), this is simply not appropriate. The impact of a dramatic ‘decreasc in natural gas
prices on operating cxpenses as determined by the Tax Department is demonstrated on Denex
Exhibit 5. Clearly, operating expenses allowable under 110CSR 1J §3.16 are not proportional to
gross revenues. Many of fhese costs, such as routine well mainfenance, tend to be “fixed” and do
not vary with changes to revenue. (See fsp. Pgs. 55-56). It cbsts an operator as much fo visit
and maintain a well generating $10,000 in annual revenue as it does ;1 well generating twice that -

amount. Moreover, when the sum of royalties, and actual operating expenses exceed gross

revenue for any well, that well has no actual value, using the income approach to valuation.
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" Denex further avers that the Tax Commiséioner’s valuation plan is skewed in that it fails
to follow stated rules and regulations. The Administrative Notice requires ordinary operating
expenses to be estimated at thirty (30%) percent of GROSS RECEIPTS, while the Tax
Commissioner’s own valuation variables are set at thirty (3 0%) percent of the NET RECEIPTS.
This results in an inherent inaccuracy mullifying the results of the Tax Commissioner’s
yaluations. (See Exhibit Nos. 3 and 2 to Petitioner’s Complaint in this action).

Denex ﬁu’ther avers that by using a fixed percentage of revenues to determine operating
expenses the Tax Debartmeﬂt’s mass appraisal system fajied to fai_rly and equitably calculate
" operating expenseé, and, therefore, the “true and actual value” of the subject wells. Denex
witnesses Xander and Haskins both testified about the costs associated with “firm transportation”
expenses associated with the “Gateway” project‘ on the Dominion Transmission system. Denex
Exhibit 6 from the hearing shows historic monthly prices for gas delivered to both Dominion
Transmission and Columbia Gas Transmission over the last nine years. This Exhibit was
admitted to the record without objection. Fdr Tax Year 2016, the Assessor was charged with
assessing property based on its value as of July 1, 2015. In July, 2015, the index price for gas
delivered to Columbia Gas Transmission was $2.68, while the index price for gas delivefed to -
Dominion Transmission, net of “Gateway” charges and gathering fees, was just $0.5792. Both
Columbia and Dominion operate transmission lines in Barbour and surrounding counties.
However, assuming similar volumes, the State Tax Department’s flawed method of determining
operating expenses based on a percentage of revenue would allow far greater expenses for wells
connected to Columbia than for wells connected to deinion. This is simply unfair, unjust and

discriminatory against wells connected to the Dominion system.
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Denex Exhibit 5 from the bearing demonstrates the difference between the operating
expenses allowed under the Tax Department’s mass appraisal system for a well selling gas at $5
per mef compared to the same well selling gas for just $1 per mef. In the case of gas at $5 per
mecf, the Tax Department’s methodology would allow operating expenses of $3,285 per year. At
$1 .per mef the allowable expenses would be just $657. Even assuming, arguendo, that the
actual expenses listed on Exhibit 5 are inaccurate, it is still abundantly clear that a variation in
price results in a dramatic discrepancy in allowed operating expenses. Clearly, wells in Barbour
County (and throughout West Virginia) which deliver gas to Dominion are allocated less
operating expense than wells delivering gas to Columbia Gas. These operating expenses are not
in any way linked to actual expenses, which would be used tb_ determine “true and actual value”
using the income approach by an able and willing buyer and seller operating at arm’s length.
Accordingly, it ié. clear that the mass appraisal system has not determined “true and actual
value”.

Thé‘ Tax Commissionér has abused its disctetion by failing to coﬁsider Denex’s actual
and allowable operating exﬁcnses in a manner consistent with the statutes, regulations and
official releas;es from the Tax Commissioner governing vatuation of natural resources property.
~ Moreover, the Tax Commissioner has failed to support its “mass valuation” of the Denex wells
with substantial evidence.

Denex, on the other hand, presented clear and convincing evidence for its allowable
operating expenses to be used in valuing its wells for tax year 2016,

In this case, the Tax Commissioner failed to apply the demonstrated actual operating
expenses supplied by Denex through its testimony and exhibits pursuant to its own rules and

regulations. Accordingly, Denex now appeals to this Court seeking an order to find that the
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Board of Review and Equaliiation incorrectly made no changes to the Tax Commissioner’s
valuation and that Denex’s calculations of its allowed actual operating expenses clearly establish
that the .Tax Commissioper’s mass valuation policy used to value producing natural gas wells is
not cotrect.

Denex avers that although the Stﬁte Tax Commissioner has discretion to select the
appraisal/valuation method for determining natural resource property values for assessment
purposes, that selected method must comply with the statutory mandate to determine the true and
accurate value of the property, not a mere calculated estimate. Moreover, the method ;o.elected
must be correctly applied to the type of asset. A true and actual valuation was not determined for
the subject Denex wells.

Denex avers that the use of 30% of the gross revenues, capped at $5,000 to determir;é
operating expenses is inappropriate. As demonstrated in Petitioner’s Exhibit No. 9 attached to
the Complaint in this action, utilizing the data from Petitioner’s Exhibit Nos. 5 and 6; (being
Petitioner’s Hearing Exhibit No. 7 and 8), the net price received by producers for naﬁlral gas
delivered to Dominion Transmission, Irc., decreased from $2.375 in 2014 to $0.7523 in 2108,
being a decrease of almost 70%. Assuming relatively sfable gas production, gross revenues for
the subject wells would similarly decline by 70%. Using the Tax Commissioner’s method of
determining operating expenses at 30% of gross revenue, those expenses would decrease by
70%, thus dramatically and erroneously understating said expenses, thereby overstating the value
of the wells, as of July 1, 2015, by the Tax Commiséioner.

Moreover, the Tax Commissioner’s valuation formula does not appear to a;coimt for the
cost associated with the Dominion Transmission, Inc., Firm Transportation obligatiots. :(Hrg.

Tsp. Pgs. 19-20; 27-29).
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In this case, the Tax Commissioner has not applied the demonstrated, proven, actual
operating éxpenses, as set forth in Dcne’x’s‘Exhibits and testimony at the hearing before the
Board of Review and Equalization and the Tax Commissioner has, therefore, failed to propetly
assess the Denex natural resource properties pursuant to statutory and regulatory mandate.
'Moreover, the Barbour County Board of Review and Equalization, having been presented with
undisputed factual evidence of the failure of the State Tax Department to utilize reasonable and
appropriate operating expenses in the determination of the “true and actual value” of the subject

Vnatural gas wells, failed to make any adjustments to the assessed value of such wells to ensure
proper taxation és required by West Virginia Code § 11-3-1(a).

Denex asserts that the true and actual value of the subject wells to be the values set forth
in Petitioner’s Exhibit No. 6 attached to the Complaint, as well as being the Denex Hearing
Exhibit No. 8.

WHEREFORE, Denex Petroleum Corporation, a West Virginia corporation, respectfuily
requests that the Court:

(1)- Finc_l that the Barbour County Board of Review and Equalization incorrectly
~ upheld the valuation of Denex’s Barbour County producing natural gas wells by the West
Virginia Department of Revenue, State Tax Dcpartment,'Propcrty Tax Division for the 2016 tax
year;

(i)  Fix the value of Denex’s Barbour Couanty producing natural gas and oil wells for
. the 2016 tax year at their true and actual value, based on the actual revenue realized and the
actual direct operating expenses incurred by Denex in Barbour County for the 2016 calendar
year, as set forth in Petitioner’s Exhibit No. 6 attached to the Cqmpléint, as well as being the |

Denex Hearing Exhibit No. 8,
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(iiiﬁ Enter an Order finding that those Denex producing, conventional natural gas
wells, subject of this action, which are operating at a net loss have only a nominal value and
reqﬁire the State Tax Department and Barbour County Assessor to-correctly value and assess the

same baséd upon thé ”Mz‘nimum P;/orking Interest Appraisal” of $500.00 per well as set forth in
| the Tax Commissioner’s “Final Natural Resource Property Valuation Variables for 2016 Tax
Year”, attached hereto as Exhibit No. 2; and |

(ivy  Order such other relief as the Court decms appropriatc.

Denex Petroleum Corporation,

A West Virginia Corporation
Petitioner, By counsel

T

W. T. Weber, 111, Esquire (State Bar Id 6108)
Weber & Weber

239 Main Avenue

P, 0. Box 270

Weston, West Virginia 26452

© 304-269-2228

Counsel for Petitioner
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CERTIFICATE OF SERVICE

I, W. T. Weber, III, Weber & Weber, and do hereby certify that I served a true copy of
the Appeal Brief of Petitioner Denex Petroleum Corporation upon the following individuals at
the following address by mailing the same to them in a sealed envelope, United States mail,

postage prepaid, this the day of August, 2016:

Katherine A. Schultz, Esquire

Senior Deputy Attorney General

West Virginia Aftorney General’s Office
Bldg. 1, Room W-435

1900 Kanawha Blvd., East

Charleston, WV 25305 _

Counsel for Respondent Mark Matkovich

Stephen C. Sluss, Esquire

421 Midland Trail

Hurricane, WV 25526

Counsel for Respondent Barbour County Assessor
and Respondent Barbour County Commission '

WL

W.T. WEBER, m -
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