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FELDVAN, Justice

11 The Arizona Departnment of Revenue (“Departnent”) audited
Val enci a Energy Conpany (“Val encia’) and assessed a deficiency. The
court of appeals affirmed the grant of summary judgnent agai nst
Val encia. W granted review to determ ne whet her the Departnent can
be estopped fromcol |l ecti ng back taxes owed because a Departnent agent
advi sed Valencia in witing that the activity now | evied on was not
subject to tax. W have jurisdiction pursuant to Ariz. Const. art.

VI, § 5(3) and ARS. § 12-102.

FACTS AND PROCEDURAL HI STORY
12 W viewthe facts in the |ight nost favorable to the party

agai nst whom sunmary judgnment was granted. Martinez v. Wodmar 1V

Condom ni uns Homeowners Ass’n, Inc., 189 Ariz. 206, 211, 941 P.2d
218, 223 (1997).

13 Tucson El ectric Power Conpany (“TEP’) built and owns a
coal -fired electric plant in Springerville, Arizona, operated by
Alamto Conpany (“Alamto”).! On Cctober 4, 1984, Valencia, a wholly
owned subsidiary of TEP, contracted to supply Alamto’s coal
requirenents for the Springerville plant. The agreenent set the price
per ton of coal, payable nonthly and subject to renegotiation as

needed. ? Val enci a began performance, buying the coal in New Mexico,

1 After 1989, Alanmito Conpany becane Century Power Conpany.

2 Section 7 of the agreenent provides:

[ TI he circunstances attendant to the providing
of Coal . . . are subject to variation,
including, but not limted to, the anmount of
capi tal equi pment which nust be provided by
Val encia, the cost and size of inventories
necessary to assure reliable coal supply, the
costs incurred or to be incurred by various coal
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transporting it to Springerville, and then preparing it for burning

by Al amto.
14 Prior to begi nning performance, Val encia questioned “the
status of the business for Arizona tax purposes.” Val enci a’ s

representatives nmet wth Departnment officials on Decenber 17, 1985,
to ascertain what taxes would be due on Valencia's operations.
Val enci a thereafter corresponded with M. Deener, a Departnent tax
analyst. As a tax analyst, Deener regularly rendered witten advice
to taxpayers after such advice was first cleared with his supervisor.
Deenmer issued three letters to Valencia. The third letter, dated
January 31, 1986, stated that Valencia s transportati on charges were
not subject totax. Inreliance on the Departnent’s advice, Val encia
did not charge or collect transaction privilege taxes fromAl amto
on the transportation receipts at issue.

15 The Departnent conducted a transaction privilege tax audit
of Valencia for the period Novenber 1985 t hrough March 1990. Al though
there were no pertinent, substantive changes in the Arizona statutes
or Departnent rules during the audit period, the Departnent concl uded
that the transportation charges were subject to the transaction
privilege tax. In May 1990, the Departnent issued a Notice of
Defici ency Assessnment to Val encia clai mng underpaynent of al nost
$5 mllion, plus interest.

16 After an adverse admnistrative decision to its challenge
to the assessnent, Val encia appealed to the superior court. 1In a
publ i shed opinion, the judge presiding in the tax division of the

superior court granted summary judgnent in favor of the Departnent

and transportation arrangenments entered i nto by
Val enci a and the recovery of interest expense
by Val enci a.



and denied Valencia s notion for summary judgnment, uphol ding the

assessnent of back taxes and interest. Valencia Enerqgy Co. v. Arizona

Dep’t of Revenue, 178 Ariz. 251, 872 P.2d 206 (Tax 1994).

17 Val enci a rai sed numer ous i ssues on appeal , includi ng whet her
t he Departnent was estopped from assessing back taxes because a
Depart ment agent advi sed that revenue fromcoal transportati on and
handl i ng was not taxable. The court of appeals found for the
Departnent on all issues, holding that Valencia s coal handling and

transportation activities were subject to the tax. Valencia Energy

Co. v. Arizona Dep’'t of Revenue, 189 Ariz. 79, 938 P.2d 474 (App.

1996). On the estoppel issue, the court held that Ariz. Const. art.
I X, 8 1, Crane Co. v. Arizona State Tax Commn, 63 Ariz. 426, 163

P.2d 656 (1945), and Duhane v. State Tax Commin, 65 Ariz. 268, 179
P.2d 252 (1947), prevent the Departnent frombei ng equitably estopped
by its incorrect representations that no tax was applicable. 1d. at
84, 938 P.2d at 479 (citing PCS, Inc. v. Arizona Dep’'t of Revenue,
186 Ariz. 539, 925 P.2d 680 (App. 1995)). W granted Valencia's

petition for review on the estoppel issue only.

DI SCUSSI ON
A Equi t abl e est oppel agai nst the Depart nent
18 This case requires us to deci de whether and to what extent

a taxpayer may assert equitable estoppel against the Departmnent.
The Departnent first argues that article I X, section 1 of the Arizona
Constitution, which provides that the “power of taxation shall never
be surrendered, suspended, or contracted away,” absolutely bars
est oppi ng the governnent fromcollecting taxes owd. Valencia and

am cus argue that article I X, section 1 is inapplicable here because



its purposeis only torestrict the Legislature fromcontracti ng anay

its power to tax.

1. Article | X, section 1 and Crane Co. v. Arizona State Tax
Conmmi ssi on

19 Grane was the genesis of our construction of article |IX
section 1 as it relates to estopping the state taxing authority.
The tax comm ssi on had adopted a rul e excepting fromtaxation certain
itens sold to contractors. The comm ssion |ater repealed the rule,
audited the taxpayer, and assessed back taxes owed on conpleted
transactions. W recogni zed that the taxpayer could no | onger pass
the cost of the tax to its buyers but nonethel ess upheld the tax and
rejected the taxpayer’s claimof estoppel:

The general rule is that the state will not be
estopped in the collection of its revenues by
an unauthorized act of its officers. |In the
matter of collecting revenues, the state is
acting inits governnental or sovereign capacity,
and ordinarily there can be no estoppel. Wre
this not the rule the taxing officials could
wai ve nost of the state's revenue. The
Constitution, Art. 9, Sec. 1, provides that the
power of taxation (which must of necessity
I ncl ude col |l ection) “shall never be surrendered,
suspended, or contracted away.” To hold that
the conm ssion by regulation may waive taxes
which the law required to be inposed woul d be
violative of this provision.

The regul ati on of the tax comm ssion, upon
whi ch appel | ant bases its plea of estoppel, was
whol | y unaut hori zed. The tax comm ssion cannot
by any rul e or regul ati on exenpt a taxpayer from
t he paynent of a tax unless such authority has
been specifically granted to it by the
| egi sl ature. Here no such authority exists.

63 Ariz. at 441, 163 P.2d at 662 (enphasis added) (citations omtted).
110 Two vyears later, in Duhane, we disapproved Crane’s
substantive holding that the sales to contractors were subject to

the sales tax. Wth little discussion and relying on Oane, we again



declined to apply equitable estoppel against the state taxing

aut horiti es.

It is true that during the tinme plaintiff was
engaged in the contracting here in question he
m ght have passed this tax on to the governnent
had he not been msled, by an inproper
interpretation of the Act by the GComm ssion, into
believing no tax was due. Still, it is the
settled lawof the land and of this jurisdiction
that as taxation is a governnmental function,
there can be no estoppel against a governnent
or governnmental agency with reference to the
enforcement of taxes. Wre this not the rule
the taxing officials could waive nost of the
state's revenue. Therefore there is no nerit
to plaintiff's claimof estoppel in this case.

65 Ariz. at 281, 179 P.2d at 260. CQur court of appeals has rigidly

adhered to the letter of G ane and Duhane. See, e.g., CGeneral Mtors

Corp. v. Arizona Dep’'t of Revenue, 189 Ariz. 86, 938 P.2d 481 (App.
1996).°3

111 In a different context, however, we held that the corporation
comm ssion could be estopped to deny the validity of a certificate
of conveni ence and necessity inproperly issued fifty years earlier.
I n reachi ng that concl usi on, we di sapproved of the “no estoppel agai nst
t he sovereign” rule, stating:

What ever the basis for these exceptions to the

general rule [of no estoppel], it would appear

that where the application of estoppel will not

affect the exercise by the state of its

gover nnment al powers and sovereignty, or bind it

by wunauthorized acts of its officers and

enpl oyees, estoppel will, when justice dictates,

be applied to the state.
Freightways, Inc. v. Arizona Corp. Conmin, 129 Ariz. 245, 248, 630

P.2d 541, 544 (1981).

3 See also State ex rel. Arizona Dep’'t of Revenue v. Driaggs,
189 Ariz. 74, 938 P.2d 469 (App. 1996); PCS, Inc. v. Arizona Dep't
of Revenue, 186 Ariz. 539, 925 P.2d 680 (App. 1995); Arizona Dep’t
of Revenue v. M G eenberg Const., 182 Ariz. 397, 897 P.2d 699 (App.
1995); Knoell Bros. Const., Inc. v. State of Arizona, 132 Ariz. 169,
644 P.2d 905 (App. 1982).




112 Fol | ow ng Frei ghtways, the court of appeal s distinguished

Crane and Duhane to find the Departnent estopped because of prior
i ncorrect representations about procedural requisites for claimng
i ncone tax deductions. |If not for the procedural errors the taxpayer
commtted by following the Departnent’s instructions, it was clearly
entitled to the deductions as a matter of substantive |aw and

| egislative intent. Tucson Electric Power Co. v. Arizona Dep’t of

Revenue, 174 Ariz. 507, 851 P.2d 132 (App. 1992). The court reasoned:

The taxpayer in this case, however, presents
a very different situation. Here, the taxpayer
is not relying upon estoppel to avoid the
application of ataxing statute to the activities
contenplated by the statute. . It is
undi sputed in the record presented to this court
that, froma factual standpoint, the taxpayer
clearly was entitled to claimthe benefits of
t hat accel erated anortization.

I n advancing its estoppel argunent, the
t axpayer seeks to enforce, rather than avoid,
the basic intent of the statute.
Id. at 515, 851 P.2d at 140 (footnotes omtted). Moreover, the court

clarified the scope of the G ane/ Duhane prohibition on estoppel in

tax cases in |light of Freightways' acknow edgnent that the gover nnent

coul d be estopped under sone circunstances. The court observed:
~ The central principle underlying past
Arizona decisions is that the sovereign power
of the state to inpose taxes is vested in the
| egi sl ature, and the state taxing authorities
not, by their words or conduct, waive the
ollection of taxes inposed by a wvalid
| egi sl ati ve enact nent.
| d. (enphasis added).
113 But the basic assunption on which Crane and its progeny
were decided is questionable. Crane stated that estoppel was
i nper m ssi bl e when based on the “unauthorized acts” of the taxing
authority. 63 Ariz. at 441, 163 P.2d at 662. Thus the case appears

to recogni ze the possibility of estoppel based on authorized acts
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but ignores the fact that the action taken by the officials in Oane
was actually well within their authority. In Grane, the transaction
in question was exenpt fromtaxation under a tax conm ssion rule.
In adopting the rule, the comm ssion exercised authority granted by
statute.* Gven that the comm ssion’s procedural action was clearly
aut hori zed, the substantive determ nation that no tax was due could
be deenmed unaut hori zed only because it was wong. Thus, under C ane
an unaut hori zed act means any Departnent decision or action |ater
found to be incorrect under the tax statutes.

114 In sum Arizona | aw governi ng estoppel agai nst the Departnment
under the Crane rule is quite restrictive —the Departnent may not
be estopped based on its erroneous advice unless doing so results
in substantive conpliance wth the tax statutes. Under this regine,
the court of appeals was correct to reject Valencia s claim of
equi t abl e est oppel based on the Departnent’s prior erroneous advice.

Val encia and am cus argue, however, we should find those cases

incorrectly decided. It is to that argunent we now turn.
2. Whet her article I X, section 1 was correctly applied
115 W begin by noting that Grane and Duhane were decided in

an era when the governnent could do no w ong. The rigid rule
forbi ddi ng est oppel against the governnment was a |ogical corollary

to the previous notions of sovereign immunity. See John F. Conway,

4 Ariz. Code 8§ 73-1333 (1939) provided:

| medi ately upon this act becom ng effective,
the tax comm ssion is hereby authorized and
directed as a prelimnary mtter to the
application and enforcement of this act, to
fornmulate rules and regul ati ons, and prescribe
the fornms and procedure necessary to the
ef ficient enforcenent thereof.
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Not e, Equitable Estoppel of the Federal Governnment: An Application
of the Proprietary Function Exception to the Traditional Rule, 55
ForoHam L. Rev. 707, 709 (1987) (citing 2 K Davs, ADM N STRATI VE LAW TREATI SE
8§ 17.01, at 492 (1958) (“The theory that the governnent cannot be
estopped is no doubt a part of the broad doctrine of sovereign
imunity. Inthe early days of the American Republic, the governnent
was |iable neither for breach of contract nor for torts of its agents.
Sovereign immunity fromcontract and tort liability naturally carried
with it sovereign immunity fromequitable estoppel.”)).

116 Signi ficant changes have since occurred with respect to
the sovereign imunity doctrine and, concomtantly, in our view of

equi t abl e estoppel against the governnment. See Stone v. Arizona

H ghway Commin, 93 Ariz. 384, 392, 381 P.2d 107, 112 (1963) (sovereign

i mmuni ty doctrine abolished); see al so Frei ghtways, 129 Ariz. at 247-

48, 630 P.2d at 543-44. This case provides the court with its first
opportunity to exam ne how the abolition of sovereign immunity affects
the issue of equitable estoppel against the Departnent.

117 Unl i ke nunerous cases in which equitabl e estoppel has been
asserted agai nst various other governnent agencies,® taxation is
governed by a specific constitutional provision. The parties draw
clear battle lines: the Departnment contends that article I X, section
1 is an absolute ban to any interference with the state’s taxation
and collection activities. Valencia argues that, properly understood,

the provision is irrelevant to the issue before us.

> See, e.g., Carondelet Health Serv. v. Arizona Health Care Cost
Cont ai nnent Sys. Admin., 187 Ariz. 467, 930 P.2d 544 (App. 1996);
Rivera v. Gty of Phoenix, 186 Ariz. 600, 925 P.2d 741 (App. 1996);
Carlson v. Arizona Dep’t of Econ. Sec., 184 Ariz. 4, 906 P.2d 61 (App.
1995); Qutdoor Sys., Inc. v. Arizona Dep’'t of Transp., 171 Ariz. 263,
830 P.2d 475 (App. 1992).




118 Article I X, section 1 is best understood in the context
of the problemit addresses. In the early nineteenth century, state
| egi sl atures frequently included tax exenptions in the charters of
private corporations;®litigation ensued over the power of subsequent

| egislatures to elimnate the exenptions. See, e.g., Honme of the

Friendless v. Rouse, 75 U S. (8 Wall.) 430 (1869); Washi ngton Uni v.
V. Rouse, 75 U S. (8 Wall.) 439 (1869); Rector of Christ Church v.
Phi | adel phia County, 65 U S. (24 How.) 300 (1860); Piqua Branch of
State Bank of Chio v. Knoop, 57 U S. (16 How.) 369 (1853); New Jersey
V. Wlson, 11 U S (7 CGranch) 164 (1812). The United States Suprene

Court held as early as 1812 that a state legislature’ s repeal of tax
exenptions contracted by the state violate the Contract C ause of
article I, section 10 of the United States Constitution. See, e.g.,
Wlson, 11 U S. (7 Cranch) 164.

119 The Dartnouth Col | ege case subsequently established that

the Contract O ause prevents a state fromaltering or anending terns
inaprivate corporation’s charter, unless the state’s power to anend
was reserved in the charter itself or in sonme general or special |aw

to which it was originally subject. Trustees of Dartnouth Coll ege

6 See, e.qg., Tex. Const. art. VIIlI, 8 4 (Vernon's ann. ed.) (West
1993), which provides that the “power to tax corporati ons and cor porate
property shall not be surrendered or suspended by act of the
Legi sl ature, bK any contract or grant to which the State shall be
a party.” As the “Interpretive Cormmentary” expl ains:

Prior to 1874 when the first general
i ncorporation statute was passed in Texas, the
sol e means of incorporation was through speci al
| egi slative acts creating private corporations.
The desire to encourage certain industries,
Particularly railroads, led sone of the early
egislatures to include in the incorporating act
a grant of partial or total tax immunity.
Subsequent regret of the generosity of these
earlier legislatures ledtothe inclusionin the
Constitution of 1876, this provision . :
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v. Wodward, 17 U S (4 Weat.) 518 (1819). The Suprene Court applied

this principle to protect perpetual tax exenptions granted in corporate

charters. See Honme of the Friendless, 75 US. (8 wall.) 430

Washington Univ., 75 U S. (8 Wall.) 439; Piqua Branch Bank, 57 U. S.

(16 How.) 369. The Court |ater acknow edged, however, that grants
in a corporate charter would not be protected by the Contract d ause

if astate’s constitution prohibited the state fromgranting pernmanent

tax exenptions. Hone of the Friendless, 75 U S. at 438. Accordingly,
many states adopted such prohibitions in their constitutions. See
Stewart E. Sterk & Elizabeth E. Goldman, Controlling Legislative
Short si ght edness: The Effectiveness of Constitutional Debt
Limtations, 1991 Ws. L. Rev. 1301, 1319 (1991) (“Once the scope of
Contract O ause doctrine becane apparent, a nunber of states adopted
constitutional provisions that prohibited | egislatures fromcontracting
away taxing power.").
120 Concern for inordinate corporate influence in state affairs
was particularly acute in Arizona. Professor John D. Leshy, the nost
prom nent historian of the Arizona Constitution, described the concerns
of Senator Beveridge, one of Arizona s nost respected statesmen during
the territorial period:

He [Beveridge] conplained bitterly that the

businessmen and rich anong the statehood

proponent s want ed not hi ng except conti nued escape

from taxation, charging that the “mning

corporations of Arizona have taken out . . . over

$400, 000, 000 of mneral wealth; and they have

paid the Territory nothing in the way of taxes.”
Leshy then concl uded:

Concern about gi ant corporations evadi ng taxation

had been repeatedly rehearsed inthe territorial

legislature to little avail, denonstrating the

rail road and m ning conpani es’ strong grip on

the political process. Small wonder that both
contenporary reformers and hi storians agreed t hat

11



the large corporations “reigned . . . virtually
untramel ed” in territorial days.

John D. Leshy, The Making of the Arizona Constitution, 20 AR z. ST.
L.J. 1, 11-12 (1988).
121 An exam nation of article I X' s evolution through the 1910
Constitutional Convention confirms that the drafters of our
constitution were concerned about | egislative capitulation to speci al
interests.” Article I X, section 1 was submtted at the convention
as Substitute Proposition No. 106 and ultimtely replaced nunerous
provisions relating to finance and taxation. One of these provisions
was Proposition No. 11, “A Proposition Relative to Exenption from
Taxation,” which denonstrated the specific concern with grants of
tax imunity to corporations:
That none of the property of any private

corporation shall ever be exenpted fromtaxation

by the State or by any political subdivision of

the State, except property used solely for

charitable, religious, or other eleenobsynary

pur pose and not for profit.
On Novenber 16, 1910, Proposition No. 11 was deened i ncorporated into
Proposition No. 106 and was therefore abandoned. See THE RECORDS OF
THE AR zONA ConsTI TUTI ONAL CONVENTION OF 1910, at 406 (John S. Coff ed.).

Section 4 of Proposition No. 106 provided:

_ " Article IV, section 23 al so evinces the franers’ serious concern
W th undue corporate influence in politics:

It shall not be lawful for any person hol di ng
public office in this state to accept or use a
pass or to purchase transportation from any
railroad or other corporation, other than as such
trg?sportation may be purchased by the general
public . :

Conmmenting on this provision, Professor Leshy observed that it
“reflects the franmers’ preoccupation with potential governnental
corruption by corporations, a realistic concern given the political
dom nance, exercised by nmeans fair and foul, of large railroad and
m ning corporations during the territorial period.” JodiN D. LESHY,
THE AR ZONA STATE CONSTI TUTI ON: A REFERENCE GUIDE 123 (1993).

12



The power to tax corporations and corporate

By By ‘dontract or grant o which the state shail

bé a party.
On Novenber 16, the Commttee on Public Debt, Revenue and Taxation
recommended an anmended Proposition No. 106, which ultimately becane
article I X of the constitution. See id. at 405. The revised section
on the power of taxation, now article I X section 1, commanded t hat
the “power of taxation shall never be surrendered, suspended, or
contracted away.” (Enphasis added.)
122 Al nost forty years ago, we reviewed the framers’ intent
Wi th respect to Proposition No.106 and article I X, section 1. 1In
determ ning whether the clause prohibited the City of Phoenix from
commtting the proceeds of a fuel tax to repay road repair bonds,
Justice Struckmeyer thoroughly examned the Mnutes of the

Constitutional Convention, noted that the provision was inserted in

our constitution to address the Dartnouth College problem and

concl uded:

Thus, it becones apparent that the first
sentence of Substitute Proposition No. 106, now
Art. I X, 8 1, was adopted for the purpose of
restricting the legislature’s right to alienate
the power to tax anything and all persons. The
prohi bition is agalnst the irrepeal abl e grant
of immunity fromtaxation

Therefore, we are of the opinion that the
first sentence of Art. I X, 8 1 is a prohibition
agai nst the surrender or relinqui shnent of the
right to inpose a tax.
Swtzer v. Gty of Phoenix, 86 Ariz. 121, 127-28, 341 P.2d 427, 431

(1959) .8

123 Fromthe foregoing we concl ude that the purpose of article

_ 8 Because we believe all of Justice Struckneyer’s discussion
is worth reading, we have reprinted it in the Appendi x.

13



| X, section 1 was to void grants of tax imunity that woul d ot herw se
becone permanent wunder article |, section 10 of the federal

constitution as interpreted in the Dartnouth College case.

Accordingly, this provision of our state constitution prohibits the
Legislature and state agencies from alienating the Legislature’s
fundanent al power to tax.

124 Thi s understandi ng of the purpose of article I X section
1 casts a different light on the Departnent’s claim The Depart nent
mai ntains that article I1X section 1 restrains all branches of
governnment, not just the Legislature, and its purpose is to prevent
any wai ver of taxes due. The foregoing discussion illustrates that
the Departnent is correct on the first assertion but wong on the
second. Article I X, section 1 restrains all branches of governnent,
but only as to relinquishnment of the Legislature s fundanental power
to tax. An estoppel fromcollecting revenue froma single taxpayer
for a single event is not the kind of permanent capitulation with
which the franers were concerned. W therefore hold that article

| X, section 1 is not an absolute ban to estopping the Departnent.?®

3. Separation of powers
125 The Departnent rai ses a separation of powers chal | enge under
article I'll of the Arizona Constitution, arguing that “enforcenent

of estoppel in tax cases deprives the legislature of the power to
make the | aw and the judiciary the power tointerpret it.” Follow ng
the dem se of the state-can-do-no-wong doctrine, the no-estoppel-

agai nst-the-governnent rule has been nost commonly justified on

°® The Legislature seens to have reached the sane concl usion.
In ARS 8 42-139.21(C), effective Septenber 21, 1991, the Legislature
effectively overrul ed Crane and Duhane.

14



separation of powers principles.® Article | X aside, our cases have
| ong recogni zed the limtations inposed by article Il on exercising

judicial power in tax matters. See, e.g., Tanque Verde Enter. V.

Gty of Tucson, 142 Ariz. 536, 691 P.2d 302 (1984) (the judiciary

woul d usurp legislative function by striking down even excessive

revenue-raising taxes). Wile Freightways held that estoppel my

I ie agai nst the governnent, we have yet to consider the effect of
separation of powers in such a case.

126 “Nowhere inthe United States is this systemof structured
liberty [separation of powers] nore explicitly and firmy expressed

than in Arizona.” Mechamyv. Gordon, 156 Ariz. 297, 300, 751 P.2d

957, 960 (1988). Article Ill of our constitution provides:

The powers of the governnment of the State of
Arizona shall be divided into three separate
departnents, the Legi sl ative, the Executive, and
the Judicial; and, except as provided in this
Constitution, such departnents shall be separate
and distinct, and no one of such departnents
shal | exercise the powers properly belonging to
ei ther of the others.

127 The Departnent presents several argunents. Estopping the
Departnent, it contends, viol ates separation of powers by (1) bindi ng
the Legislature and thus the state’s taxing authority through the

unaut hori zed act of an executive branch officer, (2) effectively

0 Frederick S. Kuhl man, Comment, Governnental Estoppel: The
Search for Constitutional Limts, 25 Lov. L. A L. Rev. 229, 229 (1991)
(“Separation of powers has energed as the linchpin on which the
gover nment estoppel debate turns.”); Deborah Walrath, Note, Estopping
the Federal CGovernnent: Still Waiting for the R ght Case, 53 Geo
WisH. L. Rev. 191, 192 (1985) (“[E]stoppel traditionally does not lie
agai nst the governnment. This distinction arose largely as a corollary
to the doctrine of sovereign inmunity that ‘the King can do no
wong.’ . . . As Congress has passed | egislation waiving sovereign
imunity and allowng the government to be sued In limted
circunstances, the power of this traditional rational e has di mni shed.
One justification frequently i nvoked to support governnental exenptions
fromequitable estoppel is the separation of powers doctrine.”).

15



permtting an executive agent to legislate with respect to taxpayers
who relied on the agent’s statenments, and (3) precluding the judiciary
fromdeclaring the existing | aw

128 On the first point, Valencia responds that because the
Departnent is statutorily authorized to give tax advice,! and
occasi onal erroneous advice is foreseeabl e and unavoi dabl e, m st akes
are inpliedly if not explicitly authorized. Wile Crane seens to
def i ne unaut hori zed acts as any Departnent interpretation | ater found

to be incorrect under the tax statutes, this definition does not

conport with nore recent decisions. In Freightways, we found the
corporation comm ssion estopped fromdenying the validity of a notor
carrier «certificate issued wthout conplying wth statutory
requi renments because the conm ssion had recognized the validity of
the certificate for over fifty years. 129 Ariz. at 248, 630 P.2d
at 544. The Legislature authorized the conmssion to issue
certificates, but through deliberate error or oversight it issued

Frei ght ways’ certificate contrary to the law s requirenents.? W

1 ARS. 8§ 42-104(A) (6) provides:

A The departnent shall admnister and enforce
the provisions of this title, title 43 and ot her
| aws assigned to it and has all the powers and
duties prescribed by | aw for such purposes. In
al | proceedi ngs prescribed by | awt he depart nent
may act on behalf of this state. |In addition,
t he departnent shall

* * %

6. Provide information and advice within the
scope of its duties subject to the laws on
confidentiality of information and depart nent al
rul es adopted pursuant to such | aws.

12 Frei ghtways submtted two applications for a certificate:
one a renewal filed after a deadline inposed by comm ssion rule, and
the other an original application that, by statute, woul d have required
a hearing before being granted. 1d. at 246, 630 P.2d at 542. It
i s uncl ear which application was acted upon in issuing the certificate,
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appl i ed estoppel, concluding it would not “affect the exercise by
the state of its governnental powers and sovereignty, or bind it by
t he unaut hori zed acts of its officers or enployees . . . .” 1d. at

248, 630 P.2d at 544 (enphasis added). Thus the Frei ghtways court

found that the act of issuing a certificate, sonething the comm ssion
was aut horized to do by statute, did not becone unauthorized sinply
because the act was performed erroneously. This changed definition
of unaut horized was used and applied by the court of appeals in Tucson

Electric Power, 174 Ariz. at 516 n.9, 851 P.2d at 141 n. 9. Even

if incorrect, the acts of the Departnent in this case, |ike those

of the commssion in Freightways and the Departnent in Tucson Electric

Power, were within the general paranmeters of the governnent agent’s
authority. Thus, the Grane definition of unauthorized acts is not
only patently illogical but has been effectively nodified. W adopt

and apply the view taken in Frei ghtways and Tucson El ectric Power.

The advi ce given Val encia was wong but not so unauthorized as to

but it is irrelevant for our purposes because issuance of the
certificate wunder either circunstance contravened statutory
requi rements. See Tucson Warehouse & Transfer Co. v. Al's Transfer,
Inc., 77 Ariz. 323, 327, 271 P.2d 477, 479-80 (1954) (“The rule is
t hat general rules and regulations of an adm nistrative board or
comm ssi on prescribing nmethods of procedure have the effect of |aw
and are bi nding on the Comm ssion and nust be followed by it so | ong
as they are in force and effect.”).

13 The court of appeals explained in a footnote:

Wil e the audit supervisor’s representati ons were
“unaut horized” in the sense that they were
contrary to the provisions of the statute as we
have interpreted it, there is no evidence that
he was not acting within the general paraneters
of his authority. Therefore, under appropriate
ci rcunst ances ot herw se supporting t he
application of estoppel, his representations
woul d be binding on the state.

| d. (enphasis added).
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vi ol ate separation of powers.

129 The Departnment next argues that estoppel in these
circunstances effectively permts an executive agency to change the
| aw, which constitutes a usurpation of |egislative power. Thi s
argunent fails to recogni ze that the lawand its execution are separate

and distinct spheres. See, e.g., Salt R ver Pima-Mricopa |Indian

Community v. Hull, 190 Ariz. 97, 104, 945 P.2d 818, 825 (1997) (“The

Legislature, in the exercise of [its] |awmaking power, establishes
state policies and priorities and, through the appropriation power,
gi ves those policies and priorities effect. Once the Legislature
has acted, however, it becones the duty of the Executive to ‘take
care that the laws be faithfully executed.””) (citing R 0S V.
Sym ngton, 172 Ariz. 3, 12, 839 P.2d 20, 29 (1992)). The axi omthat
an adm ni strative agency such as the Departnent nust execute the | aw
as it is witten does not lead to the result that the Departnent
asserts here. Estopping the Departnent from assessing a tax does
not work any change in the |law but inpacts only its execution. |If
the Departnent’s absolutist interpretation were true, then the
constitution would be simlarly violated whenever the Departnent
exercises its discretion to enter into closing agreenents!* or to abate
bal ances owed. ™ These provisions, |ike the operation of estoppe
agai nst the Departnent, involve admnistration of the law not its
creation. The legislative prerogative to tax was not inpaired.
130 W turn, then, to the contention that judicial recognition
that the Departnent is estopped fromcorrecting its prior, erroneous

interpretation of | aw operates as a retroactive concessi on of judicial

14 See AR S. § 42-139.06.
15 See AR S. 8§ 42-104(B).
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power, enabling the Departnent to nake determ nations inmuni zed from
judicial revision. Thus, the argunent goes, the Departnent woul d
effectively be exercising the powers properly belonging to the
judiciary, in violation of article Ill of our constitution. W do
not find a separation of powers violation based on such an attenuat ed
notion. Estoppel is a judicial doctrine. |Its application by the
courts can hardly be construed as pl aci ng judicial power in the hands
of the executive branch. Wile estoppel protects the Departnent’s
prior incorrect interpretation of the law fromfurther judicial review
in a particular case, it does not give the Departnent the judicial
power to interpret the lawin any case before the court. Nor does
it give the Departnent the authority to determ ne when, where, or
in what situation estoppel should be recognized. Judicial application
of estoppel does nothing nore than precl ude t he Departnent fromarguing
the substantive issue of lawin the first place. The court remains
the final arbiter of the law, it alone decides the correct
interpretation of the | aw and whet her estoppel will neverthel ess apply
in a given case.

131 Thus, we conclude that neither article Ill nor article | X
section 1 of the constitution prohibits equitable estoppel against
the Departnent. W nust then consider whether circunstances exi st
inthis case that could warrant the application of estoppel against

t he Depart nent.

4. Factual predicate for equitable estoppel against the
Depart ment
132 That the constitution does not prohibit estoppel against

t he Departnent does not necessarily mean that the Department will

be estopped. Estoppel sounds in equity and will therefore not apply
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to the detrinment of the public interest. Spur Indus.., Inc. v. De

E. \Wbb Dev. Co., 108 Ariz. 178, 184, 494 P.2d 700, 706 (1972) (“the

courts have long recogni zed a special responsibility to the public
when acting as a court of equity”). Accordingly, we |look carefully
to the underlying considerations that traditionally have been advanced
for and against the application of estoppel against the Departnent.
133 Even the cases applying estoppel against the governnent
have recogni zed that “equitable estoppel . . . generally may not be

i nvoked agai nst the sovereign.” Freightways, 129 Ariz. at 246, 630

P.2d at 542. W said the governnment nay be estopped only when its
“wrongful conduct threatens to work a serious injustice and .
the public interest would not be unduly danmaged . . . .7 1d. at 248,

630 P.2d at 544. Despite our holding in Frei ghtways, however, estoppel

has remai ned all but prohibited as agai nst the Departnent under the

Cr ane/ Duhane |ine of cases.

134 V¢ recogni ze the fundanmental inportance of the state’s taxing
power but believe the state’s obligationto treat its citizens justly
is as essential to the existence of governnent as the Legislature’s

power to levy taxes. See, e.g., Joint Anti-Fascist Refugee Comm

v. McGath, 341 U S 123, 172 n.19, 71 S.C. 624, 649 n.19 (1951)

(Frankfurter, J., concurring) (quoting 5 THE WR TI NGS AND SPEECHES OF DaN EL
WEBSTER 163) (“In a governnent |ike ours, entirely popul ar, care shoul d
be taken in every part of the system not only to do right, but to
satisfy the coomunity that right is done.”)). NMoreover, as our tax
systemrelies prinmarily on the good faith of citizens to self report,
it isinperative that the systemitself manifest fairness by requiring
that all citizens contribute their fair share. But it is patently
unjust to permt the erroneous advice of the government to cause

detrinment beyond the tax itself. There is no justice, one mght say,
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if the governnent can punish its citizens for following its
instructions. W therefore join the many states permtting equitable
est oppel against the governnment in tax matters. See, e.g., M chael
A. Rosenhous, Annotation, Estoppel of State or Local Governnment in
Tax Matters, 21 A L.R 4th 573 (collecting cases). W overrule Oane
and Duhane and hold that equitable estoppel may |ie against the
Departnent under certain limted circunstances.

135 The three el ements of equitable estoppel are traditionally
stated as: (1) the party to be estopped commts acts inconsistent
with a position it later adopts; (2) reliance by the other party;
and (3) injury to the latter resulting fromthe fornmer’s repudi ation

of its prior conduct.? See, e.g., Tucson Electric Power, 174 Ariz.

at 516, 851 P.2d at 141. In light of the serious considerations
inplicated by the taxing power, we exam ne these elenents as they
apply to the Departnent in this case.

136 The first elenment requires affirmative acts inconsistent
with the position later relied on. Conmon sense tells us that the
evidentiary burden in cases such as the present would require that
the state’s action bear sone considerabl e degree of formalism under
the circunstances. An off-the-cuff opinion, for exanple, wll not

suffice if the question presented requires a neasure of research or

16 The Departnent argues that Frei ghtways promul gated a f our-prong
standard t hat governs estoppel agai nst the governnent. |n Freightways,
we cited a federal case holding that the el ements of estoppel were
“(1) The party to be estogped nmust know t he facts; (2) he nust intend
that his conduct shall be acted on or nust so act that the party
asserting the estoppel has aright to believe it is so intended; (3)
the latter nmust be iIgnorant of the true facts; and (4) he nust rely
on the former’s conduct to his injury.” 129 Ariz. at 246, 630 P.2d
at 542 (citing Hanpton v. Paranmount Pictures Corp., 279 F.2d 100,
104, (9th Gr. 1960)). W note that this four-prong test was not
expressly adopted in Freightways. More inportant, the test cited
in Freightways is, in substance, no different than the three-prong
test traditionally applied in Arizona.
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deliberation. It is rare that satisfactory evidence of an absol ute,
unequi vocal , and formal state action will be found unless it is in
witing. In addition, the action nust be taken by or have the approval
of a person authorized to act in the area under consideration. See

Frei ghtways, 129 Ariz. at 248, 630 P.2d at 544. In general, the

state may not be estopped due to the casual acts, advice, or
instructions issued by nonsupervisory enpl oyees. '’

137 The second requirenent dermands both that the party claimng
estoppel actually relied on the state’s act and that such reliance
was reasonabl e under the circunstances. Actual reliance neans that
the party seeking estoppel has the burden to denonstrate that it
prospectively relied on the state action. That the reliance be
reasonabl e requires, anong other things, that the party seeking
est oppel have acted in good faith by providing the state with correct

informati on and neither knew nor was put on notice that the state’s

position was erroneous. See Heltzel v. Mecham Pontiac, 152 Ari z.
58, 60, 730 P.2d 235, 237 (1986). In general, “reliance should be
consi dered reasonable if ‘a person sincerely desirous of obeying the
| aw woul d have accepted the information as true, and woul d not have

been put on notice to make further inquiries.’”” Freightways, 129

Ariz. at 247, 630 P.2d at 543; see al so Bohonus v. Anerco, 124 Ari z.
88, 90, 602 P.2d 469, 471 (1979) (“As a general rule, it is essential

7 W& note that an additional standard has been enunci ated by
our court of appeals. In Carlson v. Arizona Dep't of Econ. Sec.,
the court of appeals discussed the wongful conduct el enent of an
est oppel cl ai magainst the governnent, finding that estoppel wll
lie against the state only if the governnent’s actions constitute
“affirmati ve msconduct.” 184 Ariz. 4, 6, 906 P.2d 61, 63 (App. 1995).
Carl son distingui shed between nmere neglect or oversight and nore
egregious intentional or willful conduct. 1d. at 8, 906 P.2d at 65.

The affirmative m sconduct standard adopted in Carlson nmay conflict
wi th Freightways.
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to the existence of an estoppel that the representation be relied
upon and that such reliance be justifiable. Reliance is not justified
where know edge to the contrary exists.”); Suburban Punp & Water Co.
v. Linville, 60 Ariz. 274, 283, 135 P.2d 210, 214 (1943) (One who

acts “with a careless indifference to neans of information reasonably
at hand or ignores highly suspicious circunstances whi ch shoul d warn
hi m of danger or |oss cannot invoke the doctrine of estoppel.”).

138 The third requirenment is that there be substantial detrinent
to the party resulting froma repudiation of prior representations.
As asserted against the Departnent, detrinment requires a positional
change not conpelled by law. Thus, no detrinent is incurred when
the party’s only injury is that it nust pay taxes legitimately owed
under the correct interpretation of the law. Nor will liability for
non-punitive interest on the tax legitimtely due constitute

detrinental reliance. State ex rel. Arizona Dep’'t of Revenue v.

Driggs, 189 Ariz. 74, 938 P.2d 469 (App.1996). Non-punitive interest
is, after all, nothing nore than conpensation for the use of noney.

See, e.g., Dingle v. Prudential Prop. & Cas. Ins. Co., 651 NE. 2d

883, 885 (N Y. 1995). The taxpayer had the benefit of using the funds
before paying the tax claimand, in the |l egal sense, suffers no |oss
by reason of paying interest on the noney it retained in its
possessi on.

139 A federal decision is illustrative on the question of

detrinment. In Schuster v. Comm ssioner, the I nternal Revenue Service

assessed a tax deficiency agai nst Schuster, the surviving beneficiary,
and the trustee bank, claimng that it erred in an earlier audit
determnation that the corpus of a trust was not a taxable part of
the decedent’s estate. Schuster was thus liable for the tax that

woul d have been due if the audit had been correctly perforned, and
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t he bank, which had distributed the entire corpus, was by statute
jointly and severally liable. 312 F.2d 311, 318 (9th Cr. 1962).
The United States Court of Appeals held that the I RS was estopped
agai nst the bank but not agai nst Schuster:

W are unaware of any particular detrinent
sustained by Schuster 1n reliance on the
Comm ssioner’s mstake, for she did not
mat eri ally change her position in reliance on
his earlier determnation. But the Bank has been
greatly prejudi ced because of the Conm ssioner’s
m stake. After it was infornmed that the trust
corpus was not includable in the decedent's gross
estate, it distributed the corpus to the
beneficiary, and thus no longer retains the
property whi ch was the subject of the deficiency.
Therefore, any liability of the Bank woul d have
to conme out of its own pocket, not the corpus
of the trust. This would be grossly unfair to
t he Bank, especially because it never enjoyed
the use of the corpus but nerely acted in the
capacity of a trustee. It is difficult to see
what additional action the Bank m ght have taken
toprotect itself fromliability, faced wth the
beneficiary’'s demand for the corpus and the
Comm ssioner’s determnation that it was not
taxable. It is our conclusion that the Bank’s
equitable interest is so conpelling, and the | oss
which it would sustain so unwarrantable, as to
justify the application of the estoppel doctrine
agai nst the Conmm ssi oner.

Id. Thus, a detrinment nmust involve sone collateral |oss other than
paynent of the tax due under the law as properly interpreted. W
note that this is precisely the type of detrinment alleged in Crane
and Duhane, '®* and had the | aw then recogni zed estoppel against the
Departnment, the detrinment nmay have been sufficient.

140 Finally, all these requirenents are conditioned by the
general rule that estoppel may apply against the state only when the

public interest wll not be unduly damaged and when its application

8 “lt is true that during the tinme plaintiff was engaged in
the contracting here in question he ni%ht have passed this tax on
to the governnment had he not been msled, by an i nproper interpretation
of the Act by the Comm ssion, into believing notax was due.” Duhane,
65 Ariz. at 281, 179 P.2d at 260 (citing Crane).

24



will not substantially and adversely affect the exercise of

governnental powers. Freightways, 129 Ariz. at 248, 630 P.2d at 544.

This rul e requires prudence in the application of estoppel, recognizing
that the state’s solvency is of paranount inportance and that equity
will not sacrifice the fundanental welfare of the whole comunity

to acconplish justice for the individual. See, e.g., Trull Nursing

Hone, Inc. v. Miine Dep’'t of Human Serv., 461 A 2d 490, 499 (Me. 1983)
(“Est oppel agai nst the governnent should be ‘carefully and sparingly
applied,’ especially where application wuld have an adverse i npact
on the public fisc.”) (citations omtted)).
141 VW believe the court’s comments in Schuster are appropriate
her e:
W recogni ze the force of the proposition

t hat estoppel should be applied against the

Governnment with utnost caution and restraint,

for it is not a happy occasion when the

CGovernnent' s hands, performng duties in behalf

of the public, are tied by the acts and conduct
of particular officials intheir relations with

particul ar individuals. Est oppel has been
applied against the Comm ssioner in limted
situations, but they have usually arisen where
the Conm ssioner's act involved matters of a
purely admnistrative nature. | ndeed the
tendency against Governnent estoppel IS

particularly strong where the official's conduct
I nvol ves questions of essentially |legislative
significance, as where he conveys a false
inpression of the laws of the country.
Qoviously, Congress's legislative authority
shoul d not be readily subordinated to the action
of a marmard or unknow edgeabl e adm ni strative
official. Accordingly, the general proposition
has been that the estoppel doctrine is
i napplicable to prevent the Conm ssioner from
correcting a m stake of |aw.

But we regard this proposition as one of
general application, not as enbraci ng t he concept
that the Comm ssioner mght always correct a
| egal m stake regardl ess of the injustice which
Wil result. It is conceivable that a person
m ght sustai n such a profound and unconsci onabl e
injury in reliance on the Conm ssioner's action
as to require, in accordance with any sense of
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justice and fair play, that the Conm ssi oner not
be allowed to inflict the injury. It is to be
enphasi zed t hat such situations nust necessarily
be rare, for the policy in favor of an efficient
collection of the public revenue outweighs the
policy of the estoppel doctrine inits usual and
customary context. But as long as the concept
of estoppel retains any wvalidity, it 1s
concei vabl e that such situations m ght arise.

312 F.2d at 317 (citations omtted). Such a situation arose in

Schuster, and Valencia clains it made a simlar case here.

B. Val enci a’s clai mof equitabl e estoppel

142 Val encia clainms it advanced sufficient facts to justify
vacating the tax court’s grant of summary judgnent in favor of the
Departnent and to require that its cross-notion for sumrary judgnent

be grant ed.

1. Affirmative acts inconsistent with a claimlater relied
on
143 The Departnent does not dispute that Deener, its tax anal yst,

stated in his January 31, 1986, letter to Valencia that transportation
charges were not subject to tax. To Valencia, the letter could have
appeared to be the Departnent’s official, unequivocal position on
the question. |If Valencia is correct on its facts, the letter was
sufficient at best to create a genuine issue that the state had acted
and taken a position inconsistent with its later claimthat the

transacti on was taxabl e.

2. Action by a party reasonably relying on such conduct
144 Val encia asserts that it reasonably relied on the
Departnent’s statenents that the coal transportation activities were

not subject to the transaction privilege tax. The Departnent concedes
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that relying on the Departnent’s statenents, Val encia did not coll ect
the tax fromits customer, but it argues that Valencia's reliance
was not reasonabl e. The Departnent argues that Valencia, a
sophi sti cated busi ness enterprise, should have known that Deener’s
advice was wong, or at |east suspect. The Departnent issued three
letters to Val enci a. The Departnent asserts that the first was
patently incorrect, the second stated concepts Val enci a shoul d have
recogni zed as patently erroneous, and the third, advising that no
tax applied and witten after Val encia provi ded additional information,
stated the sanme erroneous concepts as the second.?® The Depart nent
al so argues that queries posed by Val encia’ s accountants, who worried
that too little tax was being collected, should have put Val encia
on notice that Deenmer’s letter was incorrect.

145 W cannot say as a matter of |law that Valencia acted with
“careless indifference to neans of information reasonably at hand
or ignore[d] highly suspicious circunstances which should warn .

of danger or loss . . . .” Suburban Punp & Water Co., 60 Ariz. at

284-85, 135 P.2d at 214. Valencia nmet with Departnent officials and

9 Wil e the Department expressly concedes that Valencia relied
on Deener’s advice, the Departnment al so points out in a footnote facts
that indicate otherwise. The Departnent inplies that because Val enci a
had al ready sol d over $60 nillion of coal by January 31, 1986, Deener’s
letter did not cause Valencia s reliance. These facts, if true,
present a genuine issue on the question of whether Val encia actually
relied. See Virginia v. Washington Gas Light Co., 269 S.E 2d 820,
826 (Va. 1980).

_ ? The Departnent al so argues that the third letter is facially
incorrect because it states wth respect to transportation of the

coal that “‘[t]itle passes in New Mexico’ —which is clearly wong
because the sale of coal to Alamto occurs in Arizona at the power
plant.’” However, Valencia responded inits notion papers that title

to the coal passed fromthe mne to Valencia in New Mxico, and
therefore the letter was not facially incorrect. W only note here
that the focal point of the inquiry is not whether the letter was
facially incorrect but whether the facts are such that the party
asserting estoppel could not have reasonably relied on them
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made three separate inquiries regarding whether the tax applied.
They were finally advised the transacti on was not taxable. The fact
that Val encia s accountants questioned why receipts did not reflect
a greater anount of tax does not conclusively establish that Val encia
shoul d have known sonething was am ss because the accountants’
inquiries occurred after Val encia received Deener’s letter. W cannot
say it was unreasonable as a matter of law for Valencia to disregard
t he accountants’ questions in light of the Departnent’s stated
position. Nor does the fact that the letters contained references
toirrelevant concepts necessarily nmean that the Departnent’s position
was patently incorrect. On the record before us, which contai ns none
of Valencia s communications with the Departnent, it is not clear
why such references were nade. It is clear that Val encia struggl ed
to obtain the Departnent’s position and provided information to the
Departnent for that purpose. On the present record, there exists
a genui ne question of fact whether the errors in the Departnment’s

letters gave Valencia informati on that nade reliance unreasonabl e.

146 & course, Valencia' s reliance would not have been reasonabl e
if the law clearly precluded its theory of nontaxabilty. Valencia
i s a sophisticated taxpayer, no doubt advi sed by in-house and private
counsel and accountants. W assune it approached the Departnent with
consi der abl e know edge and understanding of the law. \Wre it clear
that the business operations in question were subject to tax, Valencia
could not in good faith assert reliance on an erroneous Depart nent
interpretation. In this connection, the Departnent asserts that the
statute clearly inposes the tax, common sense confirnms that result,
and the case |aw i s unequivocal .

147 The statutes provide that a “transaction privil ege tax”
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is inmposed on “the vol unme of business transacted by persons on account
of their business activities . . . .” A RS 8 42-1306(A & (O).
The tax applies to “the business of selling tangi bl e personal property
at retail.” A RS. 8 42-1310.01(A) (Supp. 1995). The tax base for
the sale of retail goods is “the gross proceeds of sales or gross

i ncome derived fromthe business.” See Arizona State Tax Conmin V.

Garrett Corp., 79 Ariz. 389, 390, 291 P.2d 208, 209 (1955).

148 Val enci a argues, however, that the coal transportati on and
handl i ng operations were nontaxabl e services separate and di stinct
fromthe taxable sales. “Services rendered in addition to selling
tangi bl e personal property at retail” are not subject to the sales
tax. A RS. 8 42-1310.01(A)(2). Therefore, the dispositive |egal
issue was whether it was reasonable to think that Valencia s
transportation and handling operations could be deened services
separable fromthe sales for tax purposes.

Where it can be readily ascertained wthout
substantial difficulty which portion of the
busi ness i s for non-taxabl e prof essi onal services
. . ., the amounts inrelation to the conpany’s
t ot al taxable Arizona business are not
i nconsequential, and those services cannot be
said to be incidental to the contracting
busi ness, the professional services are not
merged for tax purposes into the taxable
contracting business and are not subject to
t axati on.

State Tax Commin v. Holnes & Narver, Inc., 113 Ariz. 165, 169, 548
P.2d 1162, 1166 (1976).

149 Thus, to be considered separable, the activities nust be
(1) easily ascertainable, (2) not inconsequential, and (3) not
incidental to the taxable activity. Valencia maintains that the
transportati on and handli ng charges were accounted for separately,
were substantial in that they conprised nearly one-half of the

busi ness, and were not incidental to the sales activities. It also
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argues that transportation was both inseparable fromand interwoven
wi th the principal business.

150 Ve did not grant review of Valencia s challenge to the court
of appeals’ ruling on the substantive issue of whether the
transportati on and handling operations were subject to tax. W
therefore consider only whether Valencia s position was reasonabl e
in light of the circunstances. The court of appeals’ opinion is
instructive on this issue. The court acknow edged that “Val encia
m ght have been able to avoid taxation of the services by selling
coal separately fromthe services.” 189 Ariz. at 83 n.5, 938 P.2d
at 478 n.5. However, the court held that the transportation and
handl i ng charges were not separate fromthe sales, primarily because
Val encia had not entered into separate sales and transportation
contracts and had failed to separately bill for those charges. 1d.
at 83, 938 P.2d at 478. But as the court of appeals’ opinion
indicates, it is possible to structure a transaction in such a nmanner
as to avoid the tax. 1d. at 83 n.5, 938 P.2d at 478 n.5. On this
record, therefore, we concl ude that Val encia coul d have bel i eved t hat
it had taken sufficient measures to structure its transaction, as
confirmed by Deener’s letter. In hindsight, Valencia s position was
wrong, but we cannot say it was unreasonable as a matter of |aw
That question can be resolved only by the tax court.

151 The Departnent al so argues that it is inappropriate to apply
estoppel in this case because, while the Departnent’s answer to
Valencia’ s inquiries is clearly presented in Deener’s letters, the
inquiries thensel ves have yet to be disclosed. As the Departnent
said in response to Valencia s petition for review, to “sinply read
the *answer’ w thout knowi ng the ‘question’ is of dubious value.”

No doubt this is true, but for sumrary judgnent purposes, Valencia's
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factual statenents are sufficient to raise a genuine issue of naterial
fact. W note, however, that the facts, though not Valencia' s
concl usi ons, may be gernane and even necessary to prove Val encia acted
in good faith when dealing with the Departnent. Equitable estoppel
will not apply in favor of a party that has m sled or deceived the
governnment i nto nmaki ng erroneous representations. As Justice Hol nes
observed | ong ago, “Men nust turn square corners when they deal with

the Governnent.” Rock |Island, Arkansas & Louisiana R Co. v. United

States, 254 U. S. 141, 143, 41 S. . 55, 56 (1920).

152 Finally, the Departnment contends Val encia did not follow
Deener’ s advi ce, which assuned that the transportation, sales, and
handl i ng operations would be segregated in Valencia' s records and
i nvoices. The Departnent contends there was no segregation, but
Val enci a argues the charges were segregated when the invoices were
read in light of atariff sheet. Again, a genuine issue of materi al

fact exists.

3. Injury to Valencia resulting fromreliance on the state’s
conduct
153 Val enci a presented affidavits stating that the tax would

have been passed on to the custoner but for reliance on the
Departnent’ s advi ce. The Departnent concedes that “Val encia did not
collect the tax that it could have [fromits custoners] because it
relied upon the Departnent’s advice. . . .” Therefore, we only note
here that the detrinment incurred was substantial (about $5 mlli on,
not including interest) and exceeded the nere paynent of a tax owed

in that Valencia lost the opportunity for recoupnment fromits custoner.

4. The public interest
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154 Finally, we observe that on this record estopping the
Depart ment does not threaten undue danage to the public interest,
nor will the application of estoppel substantially and adversely affect
t he exerci se of governnental powers. The state’ s solvency has not
been threatened by its inability to collect this particular tax
liability, now eight years past due, from this single taxpayer.
Moreover, in this case estoppel only applies retroactively to the
transactions conpl eted by Valencia; it does not inpair the state from
exercising its authority prospectively. Thus, there is no substanti al

and adverse effect on the state’s taxi ng power.

CONCLUSI ON
155 We hold that recognition of the doctrine of equitable
estoppel against the Departnent of Revenue in tax cases is not
precluded by either article I X, 8 1 or article Ill of the Arizona

Constitution. Crane and Duhane are accordingly overrul ed insofar

as they hold to the contrary. A taxpayer may establish the affirnative
def ense of estoppel against the Departnent of Revenue by proving the
Departnment’ s conduct was inconsistent with a position | ater assuned,
the taxpayer relied and had a right to rely on the Departnent’s
conduct, and the taxpayer therefore sustai ned danage that woul d make
it unjust to allowthe Departnent to maintain the | ater-taken position.
156 On the record before us, we are unable to affirmor direct
the grant of summary judgnent to either party. Therefore, the court
of appeals’ opinion is vacated insofar as it conflicts with this
opinion, the tax court’s opinion is vacated, its judgnent is reversed,
and the case is renanded to the tax court for further action consistent

with this opinion.
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APPENDI X

I n di scussing the background of article I X, section 1, Justice
Struckneyer said:

Thi s proposition [ Substitute Proposition No. 106]
cane before the Convention for discussion on
Sat urday norni ng, Novenber 19, 1910. At that
time, the Honorable George WP. Hunt, who | ater
becane t he seven-time Governor of Arizona, said:

Inregard to that first section.
The Commttee on Taxation had a
menorial gotten up by the Tax
Associ ati on conposed of nen all over
the United States who have nmade this
a study for years, and | have on ny
desk here letters fromnearly every
prof essor on economcs in all the
universities of the country, from
Harvard, in Massachusetts to Stanford,
in California, and they are for anyone
who wants to | ook at these letters.
They one and all believe this is the
only way to put this in the
constitution, and if the nenbers of
the convention will allowne to read
thema |l etter from Washi ngton, which
is a sanple of the letters | have
received, it wll throwsone |ight on
the subject. It is fromJ.E Frost,
President of the State Board of Tax
Comm ssioners of the State of

Washi ngt on, at Ol ympi a,
Washi ngt on.
Dear Sir: | amjust in receipt of a

letter fromthe Hon. Allen R Foote,
of Col unbus, GChio, President of the
| nt ernati onal Tax Associ ation, asking
me to express to you ny views on the
subj ect of constitutional provisions
relative to taxation

* * %

The right to inpose taxes is a

| egi sl ative power, i nher ent in
organi zed governnment. |n the absence
of constitutional Ilimtations, a

| egi sl ature may enact such tax | aws
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as it sees fit, subject only to the
restrictions cont ai ned in t he
constitution of the United States.
Everyt hing over which the authority
of the state reaches nmay be the
subj ect of taxation, whether it be
person, property, or occupation.

* * %

There are certain saf eguards, however,
that should be provided: First; the
| egi sl ature shoul d be prohibited from
contracting away the right to tax
anyt hi ng or person what soever, or from
maki ng any irrepealable grant of
exenpti on.

Fromthe content of the letter, it can be
gl eaned that since the legislature should be
prohi bited fromcontracting away the right to
tax, the Convention intent was to acconplish the
converse; that is, that the | egislature would
have the right to tax anything and all persons
what soever . Viewed in this light, it would
appear that by the use of the words “power of
taxation,” the Convention neant “the power to
i npose taxes.”

The conpl ete text of the Menorial referred
toin the statenent by the Honorabl e George WP.
Hunt can be found in the report of State and
Local Taxation, 5th National Conference of the
Nati onal Tax Association held in Ri chnond,
Virginia, Septenber, 1911, pp. 451 through 457.
A reading of the Menorial leads us to the
conclusion that the | anguage contained in the
first sentence of Art. I X 8 1 was designed to
| eave | egi sl ators unencunbered in so far as their
power to inpose taxes. W note also fromthe
report of the Third Conference of the sane
Associ ation, p. 88, that one MH Carver of the
Loui siana State Tax Commission is quoted as
stating:

There is little necessity for putting
anything at all in the constitution
about taxation, and sone di stingui shed
authorities hold that everything on
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the subject in a constitution is
dangerous. To neet the decision of
the Suprenme Court of the United
States, though, in the Dartnouth
Col | ege case [Trustees of Dartnouth
Col |l ege v. Wodward], 4 Weat. 518,
[4 L.Ed. 629], it is well to provide:
“That the power of taxation shall
never be suspended, surrendered or
contracted away. . . .~

ld. at 126-27, 341 P.2d at 430-31 (footnote omtted).
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