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Justice Terry N. Trieweiler delivered the opinion of the Court.

In 1989, Westnoreland Resources, Inc., petitioned the State
Tax Appeal Board (STAB) to review the Montana Departnment of
Revenue's (DOR) assessnent of additional taxes inmposed on
Westnorel and for revenue received due to adjustment formulas found
in four of its contracts for the sale of coal. After the STAB
ruled in the DoOR's favor, Westnoreland petitioned the District
Court for the Thirteenth Judicial District in Big Horn County
pursuant to § 15-2-303, MCA, for review of this decision. The
District Court concluded that the STAB correctly interpreted the
applicable law and that its findings were not clearly erroneous.
Therefore, by order dated April 15, 1993, the court affirmed the
decision of the STAB. Westnoreland appeals from the order of the
District Court.

W affirm

On appeal, Westnoreland raises the follow ng issues:

1. Did the District Court err when it found that revenue
received by Westnoreland pursuant to an adjustnent fornula in its
sales contracts is part of the “contract sales price" for purposes
of the assessment of coal severance and gross proceeds taxes?

2. Did the District Court err when it found that revenue
received pursuant to the adjustnent fornula is properly considered
in the assessnent of the resource indemity trust tax?

3. Does the taxation of this revenue violate the Conmerce

Cl ause of the United States Constitution?



West norel and produces coal in Rosebud County, Montana, and
sells this coal to various midwest electric utility conpanies. At
issue in this appeal are four sales contracts which Wstnoreland
negotiated in 1972 wth Northern States Power in M nnesota,
Dai ryland Power and Light in Wsconsin, Wsconsin Power and Light
in Wsconsin, and Interstate Power in |owa.

The four contracts have a simlar pricing structure and
include a fornula which is used to adjust the price of the coal to
conpensate for variations in its BTU content. BTU refers to
British Thermal Units and is a nmeasure of the heat energy contained
in the coal.

The contract with Northern States Power (NSP) was the only
contract entered into evidence and wll be used as an exanple in
this discussion. Each contract establishes a base price for the
coal, which is $2.30 per ton in the NSP contract. This base price
is ®f.o.b. railroad cars"® at Westnoreland's mne in Mntana.
F.o.b. is a comercial acronym commonly defined as "free on board."”
In this instance, where the contract establishes the price of coal
f.o.b. railroad cars, it means that delivery to the custoner is
conpl ete when the coal is |oaded onto the railroad cars at the
mne. The customer then independently negotiates with the railroad
conpany for transportation of the coal to its electric utility
sites.

The contracts also provide for various adjustments to the base
price of the coal. First, certain adjustnents are periodically

made for changes in the cost of producing the coal. For exanpl e,
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the NSP contract provides for the base price to be adjusted
periodically to reflect changes in admnistrative expenses, wages
paid for |abor, and cost of equipnent.

Second, the contracts include a price adjustnent to reflect
variations in the quality of coal. Each contract includes a target
rate or "warranted rate" for the BTU content of the coal that is
sol d. In the NSP contract, the warranted rate is 8450 BTU, If the
wei ghted average BTU content is between 8350 BTU and 8550 BTU, no
adjustnent is made in the sale price. However, if the average BTU
content is either higher or lower than these figures, the follow ng
calculation is nade in order to standardize the price that the
custoner is paying for the coal based on its energy content:

(P + T) x {as received BTU -~ Warranted BTU)
(Warranted BTU)

base price, as adjusted, per ton
transportation rate, per ton

P =
T =

This fornula establishes a fraction (the "BTU fraction") which
represents a conparison of the "“as received BTU"™ to the "warranted
BTU." The BTU fraction is then nmultiplied by the sum of the base
price per ton of coal and the average transportation rate per ton
of coal, to yield an "adjustnment factor.'* To determ ne the anount
by which the price of the coal which was purchased is adjusted, the
adjustnent factor is multiplied by the nunmber of tons shipped to
the respective custoner annually.

The contracts provide that after the adjustment is calcul ated,

"geller Will issue a debit or credit." In other words, if the

custoner overpaid for the coal because the BTU content was |ower

4



than the warranted rate, Westnoreland is responsible for issuing
that custoner a credit. However, if the custonmer did not pay
enough for the coal because its BTU content was higher than the
warranted rate, the customer nust pay Westnoreland an additional
amount of noney for the higher quality coal that was purchased.

It is inmportant to note that the adjustment fornula results in
either a transfer of noney from Wstnoreland to the custoner, or
from the custoner to Westnoreland. Even though the fornmula takes
Into account an average transportation rate to arrive at the
adjustnent factor, the noney the customer pays to the railroad is
not affected by the adjustment formula. The cost of transportation
remains the same for each ton of coal that is shipped regardless of
its BTU content.

During the years in question, Westnoreland was able to achieve
a higher average BTU content for the coal it produced and sold than
what was warranted in the four contracts. This resulted in
Westmoreland's receipt of additional revenue from these four
customers due to the adjustment fornula.

West norel and negoti ated these four contracts prior to the
enactnent of Montana's current tax structure for the production of
coal .

Three separate taxes are now inposed on coal produced in this
state: the gross proceeds tax found at §§ 15-23-701 through -716,
MCA; the coal severance tax found at §§ 15-35-101 through -122,

MCA; and the resource indemity trust tax (RITT) found at

§§ 15-38-101 through -136, MCA.



The taxes assessed pursuant to the gross proceeds tax and the
coal severance tax are calculated on the basis of what is terned
"the contract sales price" of the coal. Contract sales price is
defined in § 15-35-102(5), MCA, as follows:

"Contract sales price®™ neans either the price of

coal extracted and prepared for shipnent f,o.b. N ne,

excluding that amunt charged by the seller to pay taxes

paid on production, or a price inputed by the departnent

under 15-35-107.

The RITT is conputed on the gross value of the coal at the
time it is extracted fromthe ground. The DOR determ nes the gross
value at the point of extraction by deducting from the contract
sales price f.o.b railroad cars at the mne, the costs of hauling,
crushing and preparing the coal for shipnment.

In 1986, the DOR audited Westnoreland' s gross proceeds,
severance, and RITT tax returns for tax years 1981 through 1984.
The DOR determ ned that paynments received pursuant to the
adj ustnent formula had been inproperly excluded from Westmoreland's
calculation of the "contract sales price" for the assessnent of
severance and gross proceeds taxes, and from the calculation of
"gross value" for the assessment of RITT taxes. Based on this
determ nation, the DOR inposed additional taxes on Wstnoreland for
the tax years 1981 through 1984. West nor el and appeal ed this
assessnment of additional taxes to the STAB. Fol | owi ng an
evidentiary hearing, the STAB ruled that the revenue received by
West norel and pursuant to the adjustnent formula was properly

included by the DOR in the conputation of taxes owed by
West nor el and. The STAB found that, for the years 1981 through
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1984, Westnoreland had received additional revenue because the BTU

content of the coal it had sold exceeded the rate warranted in the
sales contracts. It noted that Wstnoreland had paid taxes on the
revenue it received due to the "price conponent” of the adjustnent
formula, but not on revenue received due to what Westnorel and
called the "transportation conponent” of the fornula. After
considering the adjustnent formula, the STAB found:

10.  An freight or shipping costs from the mne to
the various destinations of the coal are negotiated and
paid by the purchasers, and not by [Wstnoreland]. The
freight rate is a per ton rate. The quality of the coal
bei ng shipped has no effect on the determination of the
rate. Anv _adiustnents nede using the contractual
formula, resultinag in either an increase or decrease in
the price of the coal would not result in a vavnment to,
or from the railroad. The transaction is entirelv
bet ween the purchaser of the coal and [Westmoreland].
[ Enphasi s added].

In Finding No. 19, the STAB found that "the adjustnent is seen
as a protection of quality. The adjustment has no effect on the
amount paid to the hauler.” Finally, the STAB found that there is
"nothing done to the coal during transportation that nodifies in
any way, positively or negatively, the BTU content. Once |oaded in
the railcar, the BTUs contained in the coal are set."

In its conclusions of law, the STAB concluded that, under the

contracts in question, the final price per ton of coal is not

established until all of the adjustnments provided for in the
contracts are made. It stated the follow ng:
13. It is the opinion of this Board that the

adjustnent formula, in its entirety, found in the coal
purchase contracts, as it affects the "contract sale
price," is a recognized contract nodifier to the base

price of the coal f.o.b. mne. As such, it is a proper



| SSUE 1

Did the District Court err when it found that revenue received
by Westnorel and pursuant to an adjustnent formula in its sales
contracts is part of the "contract sales price" for purposes of the
assessnment of coal severance and gross proceeds taxes?

Vst norel and contends that both the STAB and the District
Court made erroneous conclusions of law and fact when they held
that the definition of contract sales price includes the
transportation portion of the BTU adjustnent fornula.

The crux of Westnoreland' s argument is that the adjustment
formula found in the four relevant contracts contains a price
related conponent and a transportation related conponent.
According to Westnoreland, the fornula adjusts not only the mne
head price of the coal but also the cost per ton of transporting
the coal.

Westnorel and asserts that, during the years in question, it
paid taxes on the additional revenue attributable to the price or
npn conponent of the fornula, but not on revenue received pursuant
to the transportation or ®»pm conponent. Taxes were paid on only
part of the additional revenue because, according to Wstnoreland,
the transportation related revenue was not part of the contract
sales price, which is the basis for the conputation of taxes owed.
This assertion is based on § 15-35-102(5), MCA, which defines
contract sales price as "the price of coal extracted and prepared
for shipment f.o0.b. mine." Consequently, Westnoreland asserts that

transportation costs, which occur after the coal is delivered
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f.o.b. railroad cars at the mne, should not be included in the
contract sales price.

In response, the DOR contends that the STAB and the District
Court correctly found that revenue resulting from the BTU
adjustnment fornula, which takes into account both the base price
per ton and the average transportation rate per ton, constitutes
the final contract price which each customer pays to Westnorel and
for the coal it purchases. The DOR asserts that it was proper to
find that the adjustnment fornula does nothing to alter actua
transportation costs, but rather determnes the final anount owed
to Westnoreland for the purchase of coal.

The DOR further contends that there was substantial evidence
to support the STAB's finding that both the BTU content and the
actual freight costs of each shipnent of coal are known prior to
shi pnent. Therefore, all the fornula conponents are "known" and
fixed at the time the coal is |oaded for shipnent. The DOR argues
that the STAB correctly concluded that, although it is
Westnorel and's and its custoners' choice to calculate price
adjustnents only annually, the adjusted cost of each shipment of
coal, payable by the custoner to Westnoreland, is ascertainable at
the time the coal is loaded for shipment f.o.b. railroad cars and
does not change after shipnent.

It is DOR's assertion that the contract sales price, as the
terminplies, includes every conponent of the contract that is used
to determne the price which the buyer pays for the coal

Furthernore, the PDOR contends that taxes are to be assessed on this

10



final purchase price (the "contract sales price") rather than on
selective, internal conponents of a fornula used to calculate that
final price.

W note first that Westnoreland contends that the STAB made

clear errors of both law and fact. When reviewing an
adm nistrative agency's findings of fact, this Court wll defer to
the agency's findings unless they are clearly erroneous. Fi ndi ngs

of fact are clearly erroneous if they are not supported by

substantial credible evidence. Steer, Inc.v.DepartmentofRevenue (1990),

245 Mont. 470, 803 p.2d 601. Qur standard for reviewng |egal
conclusions of an agency or a district court is sinply to determne

whet her they are correct. steer, 803 P.2d at 603.

In this instance, Westnoreland contends that the STAB erred
factually when it found that all revenue received pursuant to the
adjustnment fornmula was part of the "contract sales price" for
assessnment of the coal severance and gross proceeds taxes. The
alleged error of law is based on the STAB's and the District
Court's conclusions that the statutory definition of contract sales
price could include this revenue.

After considering the evidence in the record and review ng the
findings and conclusions entered by the STAB and affirmed by the
District Court, we conclude that there was substantial evidence to
support the sTAB's factual determ nations. Furthernmore, we
conclude that the STAB's and the District Court's conclusions of

| aw were correct.
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The record contains sufficient evidence that each custoner
negoti ates solely with the railroad conmpany regarding
transportation costs. \Wstnoreland is not responsible for paying
any transportation costs and all of the revenue received after
adjusting the contract price goes solely to Wstnoreland, whose
business is the sale of coal, rather than to the railroad.

Furthernore, the evidence denonstrated that the freight rate
charged by the railroad is a constant rate per ton, the BTU content
of the coal which is being shipped has no effect on the
determnation of that rate, and the BTU content of the coal does
not change during shipping. Thus, the vyear-end adjustment, which
takes into account the particular customer's negotiated base price
per ton and average transportation rate per ton, adjusts the
cumul ative sales price of the coal purchased during that year, but
does nothing to alter the actual cost that was paid to the railroad
to transport that coal. Instead, the year-end adjustment sets the
final price of the coal to properly reflect the quality of the coal
which was shipped as conpared to that which was warranted in the
contract.

A review of the record al so supports the contention that,
although price adjustnents are nmade annually, which necessarily
occurs after shipping, the adjusted cost of each shipnment of coal,
payable by the customer to Westnoreland, is ascertainable at the
time the coal is |loaded for shipment f.o.b. railroad cars, and does

not change after shipnent.
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The evidence is undisputed that Westnoreland is not paid to
transport the coal. Therefore, we conclude that the revenue in
question does not constitute transportation costs incurred
subsequent to delivery of the coal f.o.b. mne. In this case, the
revenue received by Westnoreland represents the final, adjusted
contract price of the coal which is determned by considering its
BTU content and applying the formula agreed upon by the parties.
Al though a transportation rate is included in the formula, the
formula adjusts the price payable to Westnoreland for the coal, and
not the costs payable to the railroad for the transportation of
that coal. The fornula adjusts the final price of the coal at the
time it is delivered to the customer f.o.b. railroad cars at the
m ne.

According to the STAB's findings, application of the formla
as provided for in the contract would result in an increased
contract sales price when the BTU content of the coal is above the
target rate, or conversely, a lower contract sales price when the
BTU content is below the target rate. Therefore, if revenue
decreases due to lower quality coal, the taxes assessed on the
contract sales price would correspondingly decrease. W conclude
that this would be the correct outcone. If Westnoreland or other
coal producers had to reinburse their customers because the coal it
extracted had a |lower BTU content, the conputation of taxes should
consider this loss of revenue and the contract sales price should

be adjusted accordingly.
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We hold that there was sufficient evidence to support the
STAB's findings that the BTU adjustment fornmula in its entirety is
part of the contract sales price, and that revenue resulting from
the application of this fornula represents the actual price paid by
the custonmer for the coal it purchases from Wstnoreland.
Furthernore, we conclude that the STAB and the District Court
properly interpreted the statutory and regulatory definitions of
contract sales price and f.o.b. mne price to include the final,
adj usted price of the coal pursuant to these contracts. Therefore,
we hold that the DOR properly included revenue resulting from the
BTU adjustnment fornmula in the assessnent of coal severance and
gross proceeds taxes.

| SSUE 2

Did the District Court err when it found that revenue received
pursuant to the adjustnent forrmula is properly considered in the
assessnent of the resource indemity trust tax?

West norel and contends that the RITT tax is inmposed on the
gross value of the product at the tinme of extraction fromthe
ground, and therefore, all transportation related revenue which is
incurred after extraction from the ground should be excluded from
the value of the coal for purposes of assessing the taxes due
pursuant to the RITT.

The DOR agrees that the coal is to be valued at the point of
extraction for the purposes of the RITT. To arrive at this gross
value, the DOR starts with the contract sales price and then

deducts the costs associated wth hauling the coal fromthe mne to
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the railroad cars, and crushing and preparing it for shipnent.
Because the contract sales price is the starting point for
assessing the RITT tax, the DOR contends that the STAB and the
District Court correctly held that the adjusted contract sales
price, which takes into account revenue received pursuant to the
adjustnent formula, is the starting point for determning the value
of the coal for the assessnent of the RITT taxes.

W have already decided that the adjustnment fornula yields a
final contract sales price, which is the price paid for the
purchase of coal exclusive of transportation costs incurred after
the coal is delivered f.o.b. railroad cars. Thus, we conclude that
the gross value of the coal is properly determned by deducting
from the adjusted contract sales price the costs associated wth
preparing the coal for shipnent and transporting it from the mne
head to the railroad cars. Therefore, to the extent that the
adjusted contract sales price is the starting point for calculating
the gross value of the coal produced by Westnoreland, we hold that
the court did not err when it upheld the STAB's conclusion that
revenue received pursuant to the adjustnent formula is properly
considered by the DOR for the purposes of assessing the RITT taxes.

| SSUE 3

Does the taxation of this revenue violate the Comerce C ause
of the United States Constitution?

Westnorel and contends that the por's taxation of the revenue
received fromthe adjustnent fornula results in discrimnatory

taxation of transportation costs and that this violates the
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commerce clause of the United States Constitution. U S C A Const
Art. I, §8, cl. 3. W note that this constitutional challenge is
based upon Westnoreland's interpretation of the holdings in

Commonwealth Edison Company v. Montana (1981), 453 U. S. 609, 101 S. ct.

2946, 69 L. Ed. 2d 884, and Commonwealth Edison Companyv. state(1980),

189 Mont. 191, 615 P.2d 847, and its contention that the DOR iS
taxing transportation costs rather than the value of the coal.
The U. S. Suprene Court wupheld the constitutionality of

Montana' s coal severance tax in Commonwealth Edison, 453 U.S. at 609,

on the basis that the severance tax does not discrimnate against
interstate commerce and is apportioned to activities occurring
wthin the State, i.e., the production of coal, taxed at its value

f.o.b. mne. In CTS Corporation v. Dynamics Corporation of America (1987 ), 481

Uus 69, 107 S. . 1637, 95 L. Ed. 2d 67, the Court reenphasized
the principle that a state statute does not violate the comerce
clause if it is evenhandedly applied wthout regard to whether the
activity is interstate or intrastate in nature.

We have held that the BTU adjustnment fornula adjusts the
contract sales price of the coal, and that revenue received
pursuant to this adjustnent formula does not constitute
transportation related revenue. The Mntana coal production taxes
are assessed uniformy on the basis of the "contract sales price,”
as determned by the parties' contracts, wthout regard to whether
the coal is to be shipped interstate or intrastate, and are not

based on transportation costs. Therefore, taxation of the revenue
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received due to the BTU adjustnent formula, which is part of the
contract sales price, is nondiscrimnatory and does not violate the
commerce clause of the United States Constitution. We hold that
the District Court correctly concluded that Westmoreland's
constitutional challenge was wthout nerit.

For these reasons, the judgnent of the District Court is

af firned.

W concur'

/% /WM%
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