
for storing or treating oil or gas. These 
are capital items and are returnable through 
depreciation. 

2) Expense items: Expenditure which must 
be charged off as expense, regardless of the 
option provided by this section, are those 
for labor, fuel, repairs, hauling, supplies, 
etc., in connection with the operation of 
the wells and of other facilities on the 
property for the production of oil and gas. 

IRS Rev. Rul. 70-44 further explains items that are 

treated as IDC's and those that are not. A portion of this 

Ruling follows: 

Such language excludes expenditures 
incurred in installing production 
facilities. The items thus excluded 
consist of expenditures relating to 
the installation of equipment such as 
pumping equipment, flow lines, separators, 
storage tanks, treating equipment, and 
salt water disposal equipment. Equipment 
of a character that is ordinarily considered 
as having a salvage value, whether it consists 
of production facilities or equipment necessary 
for the completion of a well, include cost 
of casing in a well (even though cemented 
in the well to such an extent that it has 
no net salvage value), is a depreciable item, 
the cost of which may be recovered only 
through the depreciation allowance. Harper 
Oil Company v. U.S., 425 F.2d 1335 (10th Cir. 
1970), 70-1 USTC 9330. A producing well is 
completed when the casing including the so­
called 'Christmas tree," has been installed. 

It is held that the cost of the installation of the items 

listed below is not subject to the option provided for in 

Tres. Reg. 1.612-4(a): 

1) Oil well pumps (upon initial completion 
of the well) including the necessary housing 
structures. 
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2) Oil well pumps (after the well has flowed 
for a time), including the necessary housing 
structures. 
3) Oil well separators, including the 
necessary housing structures. 
4) Pipelines from the wellhead to oil 
storage tanks on the producing lease. 
5) Oil storage tanks on the producing lease. 
6) Salt water disposal equipment, including 
any necessary pipelines. 
7) Pipelines from the mouth of a gas well 
to the first point of control, such as a 
common carrier pipeline, natural gasoline 
plaint, or carbon black plant. 
8) Recycling equipment, including any 
necessary pipelines. 
9) Pipelines from oil storage tanks on 
the producing leasehold to a common 
carrier pipeline. 

Thus, under Shell's elected method of federal 

accounting the expenditures for IDC's are not capable of 

being capitalized and thereby are ineligible to be included 

as "property" (or as an asset). In conformance with its 

federal accounting method, Shell cannot properly include 

such expenditures for IDC's in its list of assets upon the 

required Schedule L of its federal tax return. For this 

purpose, "expensed" IDC's are not "property." 

The definition of the Florida corporate tax base ("net 

income") is contained in §220.l2(l), F.S., as follows: 

For purposes of this code, a taxpayer's 
net income for a taxable year which 
commences on or after January 1, 1972, 
shall be that share of its adjusted 
federal income for such year which is 
apportioned to this state under s. 220.15, 
less the exemption allowed by s. 220.14. 
(e.s.) 
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Thus, the three essential elements necessary to 

determine Shell's "net income" are (1) "adjusted federal 

income," (2) assigned to Florida by apportionment under 

§220.l5, F.S., (3) less the allowable exemption. No 

controversy exists in this case relative to the construction 

of "adjusted federal income" or the allowable exemption. 

The present issue relates solely to the apportionment 

process by which a share of the "adjusted federal income" is 

assigned to Florida under its statutes. 

The Department correctly urges that, alternatively: 

1. Section 214.71(1), F.S. (which is incorporated by 

reference in §220.l5, F.S.) excludes from the definition of 

"property" used for the property factor for apportionment 

purposes "intantible" property and since Shell federally 

elected to treat certain IDC expenditures as "intangible," 

such expenditures must be excluded from the property factor. 

2. The determination of "property" for inclusion in 

the property factor is conclusively determined by Shell's 

choice of a federal accounting method, and in this case, 

while "costs'! existed, such costs are not expenditures 

recognized as "property" for apportionment purposes under 

the Florida Code because of Shell's chosen federal 

accounting method. 

39 



Section 214.71(1), F.S., states: 

The property factor is a fraction the 
numerator of which is the average value 
of the taxpayer's real and tangible 
personal property owned or rented 
and used in this state during the 
taxable year or period and the denominator 
of which is the average value of such 
property owned or rented and used every­
where. (e. s . ) 

Generally, IDC expenditures are intangible and 

therefore excluded from the express inclusion of "tangible 

personal property." Admittedly, certain intangible costs or 

expenditures incurred in connection with the acquisition of 

an item of tangible personal property can be deemed added to 

the direct cost of the tangible asset, capitalized as an 

increment of its value and thereafter treated as 

(depreciable or amortizable) tangible property. However, 

S~ell under its federal accounting method chose not to add 

the value of the intangible increment to its tangible asset 

values. Since the federal accounting method is mandated as 

a method to be used for all Florida Code purposes, which 

includes §220.l5, F.S., the disassociation of the 

intangible expenditures from the related tangible property 

for property factor purposes is equally mandated. The 

decision to exclude intantible costs from the value of 

"property" operates to separate the "costs" of a given well 

into two component parts--tangible and intangible-and only 

the former is considered "property" for the purposes of both 

§§220.l5 and 214.71(1), F.S., as applied for purposes of 

Chapter 220, F.S. 
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As set forth above, §220.42, F.S., mandates that 

Shell's chosen federal accounting method is mandated to be 

used for "purposes of this code." 

Section 220.42(1), F.S., provides that: 

For purposes of this code, a taxpayer's 
method of accounting shall be the same 
as such taxpayer's method of accounting 
for federal income tax purposes, except 
as provided in subsection (3). If no 
method of accounting has been regularly 
used by a taxpayer, net income for purposes 
of this code shall be computed by such 
method as in the option of the department 
fairly reflects income. (e.s.) 

The essential question, is whether the chosen federal 

accounting method is applied solely to the determination of 

income used in the Florida tax base or whether it is equally 

applied to the determination of the property factors used in 

the apportionment formula. Obviously, "for purposes of 

this code" includes reference to §220.15, F.S., which 

contains provisions for apportionment. Further, the last 

sentence of this section states that "net income for 

purposes of this code" which dou~tless expresses a 

legislative intent to include all three elements of the 

determination of "net income" in determinations to be 

impacted by the federal accounting method the taxpayer has 

chosen. (Were it intended otherwise the reference would 

have been to "federal taxable income" rather than "net 

income.") 
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Under Shell's election of a federal accounting method, 

expenditures for IDC's are not treated as "property." The 

apportionment method used to determine "net income" pursuant 

to §220.12, F.S., r~quires a property factor. This factor 

must be determined on a basis consistent with Shell's chosen 

federal accounting method. Expenditures which are not 

considered "property" under Shell's chosen method are not 

includible in the property factor by definition under that 

method. 

Shell's contention that IDC's are includible in the 

property factor for apportionment purposes at the same time 

that such costs have been completely recovered through 

current or earlier period deductions is a wholly 

inconsistent and inequitable position. Equity demands that 

either the Department exclude such costs from the 

apportionment factor or, alternatively, adjust the item of 

income (deduction) to include only a ratable portion of the 

expense in each of the years for which the item is used for 

apportionment. 

In carnival parlance, this is the equivalent of the 

infamous "shell game" where the number of peas under the 

three shells can range from none to three, depending solely 

on the dexterity of the manipulator of the shell's. Here, 

the operator places all peas (IDC's) in play for purposes of 
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apportionment, but allows none to surface for purposes of 

income determination. 

The National Conference of Commissioners on Uniform 

State Laws promulgated the Uniform Division of Income for 

State Purposes Act (UDITPA). The Florida Statutes "track" 

UDITPA. The fundamental concept underlying the selection of 

the three factors of sales, payroll and property was that 

these were the most appropriate measures of the business 

activities of a taxpayer which contributed to the resultant 

income being apportioned. Necessarily, the factors must 

bear a reasonably direct relation to the income being 

apportioned. This requires that the property considered 

must rationally relate to the determination of the income in 

the year in ques tion. \Vhere cos ts related to "property" 

were totally deducted in an earlier period(s), to use such 

items for apportionment in subsequent years (repeatedly) 

would permit a double effect and an inequitable result, 

wholly inconsistent with UDITPA. Atlantic Richfield Co. v. 

Department of Revenue, 9 Oregon Tax Rep. 451 (1984) (on 

Appeal to the Oregon Supreme Court). 

Each state which adopted UDITPA, in whole or in 

pertinent part, retained the discretion to apply alternative 

rules. 

In the same year, the National Conference 
of Commissioners drafter the Uniform Division 
of Income for Tax Purposes act (UDITPA), in 
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response to the concern over nonuniformity 
in the states' application of apportionment 
formulas. UDITPA specified that nonbusiness 
income be allocated to a single taxing juris­
diction, specified that business income be 
business income be apportioned among taxing 
jurisdictions on the basis of an equally weighted 
three-factor formula, [footnote omitted] and 
defined in the formula factors as payroll, 
property, and sales. However, UDITPA also 
granted the States considerable discretion to 
apply alternative rules when those specified did 
not fairly represent the extent of a taxpayer's 
business activity in a State. (e.s.) Report to 
the Chairman, House Committee on Ways and Means, 
Controller General of the United States, GAO-GGD 
82-78, July 1, 1982, at page 10. 

Florida redetermined the property factor on a basis 

consistent with Shell's chosen federal accounting method. 

This redetermination is authorized under §2l4.73, §220.l5, 

and 220.42(1), F.S., as heretofore explained. Costs which 

are not capitalized under Shell's chosen federal accounting 

method are not includible in construction of the property 

factor because under the chosen method they do not survive 

as an "asset" or "property" or value added to an item of 

II property. " 

Since Florida law requires that the federal accounting 

method be used to determine "net income" and that 

determination requires use of the apportionment factors as 

appropriate under Shell's federal accounting method, IDe's 

are properly excluded. It is totally immaterial that under 

financial accounting methods, such costs may be properly 

includible. 
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Shell cannot be permitted, under the concept of 

"piggy-backing" federal concepts, to report a lesser asset 

value to the federal government and a higher value to 

Florida when such inconsistency operates to reduce its tax 

obligation to this state. 

The dichotomy that exists between Shell's federal 

accounting method visited upon the case is the result of the 

deliberate and knowing choice made by Shell. The Department 

is by statute authorized and obligated to apply Shell's 

choice of federal accounting method in all aspects of the 

determination of Florida "net income" to prevent distortion 

which would otherwise arise to the disadvantage of the 

state's revenue. The value of each asset (well) used for 

Florida purposes must be the identical federal value 

determined under the federal accounting method. §220.42(1), 

F.S. Shell cannot eat its cake and have it too. See Marks 

v. Green, 122 So.2d 491 (1 DCA 1960). 

The Department respectfully submits that based upon the 

above facts and law that this Court reverse the District 

Court on its finding that Shell may include all of the 

"original costs" of its oil and gas wells, in particular its 

IDC's in the property factor of the apportionment formula 

for determining its Florida tax base. 

It must not be forgotten that a given dollar of 

expenditure cannot be deducted twice. It is either deducted 
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immediately, if expensed or it is deducted in increments 

over the useful life of the asset (property) if capitalized. 

Under any accounting method, only in the latter case, can 

the 'Icapitalized" expenditure be added to the value of the 

"property." An expense is never property. 

CONCLUSION 

The Department, based upon the foregoing, respectfully 

request this Court to answer the question certified in the 

negative, as did the District Court. Further, the 

Department requests that this Court reverse the District 

Court on the issue concerning Shell's entitlement to include 

IDC's in the property factor in the apportionment formula, 

and remand that issue to the District Court with directions 

to enter an order consistent with §220.42(1), and the 

Department's treatment of Shell's IDC's. 
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