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•� 
III. 

•� 
INTANGIBLE DRILLING COSTS ARE PROPERLY� 
INCLUDED IN THE PROPERTY FACTOR OF THE� 
APPORTIONMENT FORMULA 

1.� The department's rule requires that these costs be included 
in the property factor. 

•� The district court's original decision on IDCs 7 

• 

should be sustained if the Court elects to reach that issue. 

The district court held that Shell's inclusion of drilling and 

development costs in the property factor of the apportionment 

formula is consistent with Rule 12C-I.15(4) (b)5 as promulgated 

by the department. That Rule states in relevant part: 

•� 5. Valuation of Owned Property. Property 
owned by the taxpayer shall be valued at its 
original cost. As a general rule "original 
cost" is deemed to be the basis of the 
property for federal income tax purposes 

• 
(prior to any federal adjustments) at the 
time of acquisition by the taxpayer and 
adjusted by subsequent capital additions or 
improvements thereto and partial disposition 
thereof, by reason of sale, exchange or 
abandonment, etc. 

•� The basis of the Rule is Section 214.71 (1) (a), Flor ida� 

• 

Statutes, which states that real property owned by a taxpayer 

"shall be valued at original cost." 

Through its administrative proceeding and the courts 

below, the department had asserted that IDCs were not 

"property" as defined in the statute and the department's 

• 
7461 So.2d at 959. 
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•� 
Rule. In this Court, the department has totally abandoned that 

basis for argument. Not once in its brief on this issue has

• the department asserted a construction of its Rule different 

from the one approved by the district court. Plainly, the 

department must be deemed to have abandoned its contention that 

• inclusion is improper under its Rule. The district court's 

construction of the department's Rule, therefore, that 

inclusion is proper under the Rule, should be affirmed.

• The department has audited this taxpayer and in 

essence said: our Rule prevents you from treating your IDCs as 

"property," and we want more tax. The taxpayer challenged that 

• position in court, where the department asserted its expertise, 

its understanding, and its intent in formulating the Rule. The 

department failed to convince either the trial court or the

• appellate court that its rationale was sound. The department 

now asks this Court to sanction the additional tax without the 

Rule. 

• Shell respectfully suggests that the Court deem the 

department's challenge to the district court's construction of 

the Rule as abandoned for purposes of this proceeding, and that

• the district court's decision on this issue be affirmed. The 

sole issue remaining, then, is whether Section 220.42(1) 

overrides the Rule so as to govern the excludability of IDCs 

• (if the Court chooses to allow the department to argue its 

interpretation of the statute). Before addressing that issue, 
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•� 
however, it is important to develop for the Court a more 

complete understanding of the nature of IOCs, and to explain

• the rationale for their historic treatment as property in the 

apportionment formulae of the several states. 

2. Intangible drilling costs are property for apportionment

• purposes 

The department's substantive treatment of IOCs 

• 
reflects at best confusion, and at worst a statutory 

sleight-of-hand with respect to the differences between income 

• 

determinations under the income tax code (Chapter 220) and the 

apportionment criteria in part IV of Chapter 214. The two are 

so different, and are so specifically treated as different by 

the laws defining them, that it is easier to track the statutes 

• 
and their purpose than it is to respond directly to the 

department's brief. 

• 

Calculating a taxpayer's state income tax liability is 

essentially a two step process. 

1) The taxpayer's taxable income is first determined 

in the manner required by chapter 220, the income tax code; 

• 
2) The taxpayer's taxable income is then apportioned 

among the various states in which the taxpayer's 

income-producing activities occurred, in the manner required by 

chapter 214 of the laws of Florida. 

• The issue before the Court centers on the second step 

of the process: how properly and fairly to apportion among 

•� 
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•� 
various states the income earned by a multistate corporation. 

In 1957,� a committee was formed to draft the Uniform Division

• of Income for Tax Purposes Act (UDITPA) in order to resolve 

this problem on a national basis. That committee, and the 

resulting Act, adopted the familiar three factor formula which

• is used by most states, including Florida, for the 

apportionment of income (and other taxes) to a particular 

taxing jurisdiction. The use of the three factor formula as a

• fair and proper method of apportioning income has been ratified 

8time and� time again by the United States Supreme Court. 

The components of the three factor formula are sales,

• payroll, and property. Under Chapter 214, a taxpayer's Florida 

sales, payroll and property are compared to the taxpayer's 

total U.S. sales, payroll and property, in order to derive a 

• percentage. That percentage is then mechanically multiplied 

against the taxpayer's taxable income, to arrive at the amount 

of taxable income deemed to be earned in Florida by the 

• taxpayer. 

The three factor formula is designed to obtain an 

approximation that is reasonably related to the activities 

• conducted within the taxing state. Thus, each component of the 

• 8S ee Container Corp. v. California Franchise Tax Board, 
463 u. S. 159, 103 S. Ct. 2933, 77 L. Ed. 2d 545 (1983); ASARCO 
Inc. v. Idaho State Tax Commission, 458 u.s. 307, 102 S.Ct. 
3103, 73 L.Ed.2d 787 (1982). 
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•� 
formula in its unique way gauges the income-generating 

opportunities provided by the state. "Sales" are included 

• because sales measure the extent to which the corporation 

avails itself of the marketplace provided by the state. 

"Payroll" measures the contribution of the taxing state's labor 

• force to the generation of income. And the property factor, by 

reflecting the taxpayer's relative investment in the state, 

provides a reasonable indicator of the assets in the taxing

• state which contribute to the taxpayer's income-generating 

activities. 

In this case, only the property factor of the formula 

• is at issue. The total amount of taxable income has been 

correctly determined (under step 1 above), and is not in 

issue. Since only the question of how properly and fairly to 

• 

• apportion the amount of taxable income is at issue (under step 

2 above), the question boils down to: 

Whether the value of property included in 
the property factor of the Uniform Division 
of Income for Tax Purposes Act, the Act 
itself being adopted in Florida as chapter 
214, includes intangible drilling costs? 

Section 214.71(1) (a) says that real and tangible property shall 

• be valued "at original cost." The department has taken the 

position that original cost, as defined in chapter 214 and its 

regulation, does not include costs which have been "expensed" 

• on the tax return of a taxpayer for purposes of computing 

taxable income. By taking this position, the department 

confuses the purpose of apportionment (and its property 

• 
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•� 
ingredient under step 2) with the determination of income under 

step 1. One has nothing to do with the other. 

• For purposes of apportioning taxable income, Florida 

has chosen to follow the provisions of UDITPA, as the 

department's brief notes. The distinctive purpose of 

• apportionment established by UDITPA was succinctly described in 

Pierce, The Uniform Division of Income for State Tax Purposes, 

35 Taxes 747 (1957):

• "At the outset it should be made clear that 
the uniform act makes two significant basic 
assumptions that should not be overlooked. 
First, it assumes that the state has 
jurisdiction to levy the particular tax. 

• Second, the uniform act assumes that the 
existing state legislation has defined the 
base of the tax and that the only remaining 
problem is the amount of the base that 
should be assigned to the particular taxing 
jurisdiction. Thus, the statute does not 

• deal with the problem of ascertaining the 
items used in computing income or the 
allowable items of expense. 

The proposal does not provide for the tax or 
the tax base; it merely provides for an 

• equitable means of apportioning and 
allocating the income to individual states 
when the taxpayer is engaged in business in 
more than one state." (emphasis added). 

The rationale for adopting original cost as the 

• measure of value for property is traceable to the committee of 

the National Conference of Commissioners on Uniform State Laws, 

which developed UDITPA provisions in 1956 and 1957. The 

• committee chairman was George Powell. At the July 9, 1957, 

hearings, the rationale for using original cost to value 

property was specifically raised and discussed by Mr. Powell: 

• 
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•� 

•� 

•� 

•� 

•� 

•� 

•� 

•� 

MR. BUERGER: I am not too familiar with the 
general purposes of the details of this 
Act. I am curious about the first sentence 
of Section 11 [Property owned by the 
taxpayer is valued at its original cost.] 
which apparently does not take into 
consideration depreciation. Is there any 
particular reason behind that? 

MR. POWELL: Yes. First, the purpose of 
this Act, as we must remember, is not to 
determine the amount of the tax but just the 
distribution of the tax among the several 
states. The basis of distribution is 
determined by these factors. Each one of 
the taxing statutes of the various states 
undoubtedly has provision for depreciation 
and general deduction from gross income to 
arrive at the taxable net. We find that 
there is a great disparity among 
corporations as to the extent to which they 
have old properties, new properties and the 
like, and it was nearly impossible to arrive 
at a basis which was mutually acceptable, 
and the original cost seemed to be more 
generally acceptable than any other basis. 
If we said "cost after depreciation" we then 
get into the fast write-off situations and a 
great many things, and original cost as 
reflected on the books of every corporation 
is something readily arrived at, and 
throughout here we have tried to keep the 
accounting required by the corporation or by 
the taxpayer to a minimum. 
(Underlining added). 

The drafters of UDITPA sought to avoid any method that 

would involve the use of disparate rates of depreciation or 

amortization in the apportionment formula. "Fast write-off 

situations" were singled out as those particularly sought to be 

avoided. Original cost was selected as more acceptable than 

any other basis for the purpose of reflecting the value of a 

corporation's property. The department's position, contrary to 

•� 
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•� 
the purpose of the formula itself, actually makes inclusion of 

IOCs in the property factor turn on whether IOCs are written 

• off slowly or all at once. 

Incidentally, the department does not dispute the fact 

that IOCs are part of an oil well's original cost, so as to 

• fall within the ambit of the statute. Instead, it arbitrarily 

has chosen to disallow that element of original cost as part of 

the property factor on the ground that Shell expensed the IOCs 

• under IRC Section 263(c). There is no faster write-off than 

expensing a cost in the year in which it is incurred. Thus, 

comparing a taxpayer which expenses IDes with one which does 

• not accords precisely the disparate treatment sought to be 

avoided by the drafters of UOITPA--i.e., different cost 

recovery methods yield different property factor values for 

• identical investments in the same types of property. If the 

drafters sought to avoid disparity between taxpayers whose 

property would have been depreciated over, say, ten years and 

• six years, respectively, it follows that the disparities 

generated by a ten year vs. three year depreciation period, or 

the disparities generated by a ten year depreciation period vs. 

• an immediate write-off, are the types that were designated to 

be avoided. 

As noted above, even though measures of value other 

• than original cost were considered, original cost was the 

measure of value decided upon. It was found to be more in line 

• 
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•� 
with the purpose of UDITPA, which is to apportion taxable 

income rather than compute taxable income. And it was 

• considered to be the most acceptable and most easily computed 

measure of value since original cost is always reflected in a 

company's financial records. with its use, similar investments 

• would reflect similar values, because original cost would not 

be subject to adjustments peculiar only to a particular 

taxpayer.

• The error of the department's position is exacerbated 

by the provisions of the Tax Equity and Fiscal Responsibility 

Act (TEFRA) enacted in 1982. Section 204 of TEFRA added 

• section 291 to the Internal Revenue Code to provide for a 15% 

reduction in certain corporate tax preference items. Among 

those items are IDCs which are otherwise allowed to be expensed

• under Section 263(c). The effect of Section 291(b), under the 

department's position, is that 15% of the IDCs would be 

included in the property factor and 85% of the IDCs (assuming 

• the taxpayer elects to expense the remaining 85% of the IDCs) 

would be excluded from the property factor. This bizarre 

result highlights the fact that the denial of a deduction for 

• 15% of IDCs for federal tax purposes does not make IDCs any 

more or less a part of the original cost of an oil or gas well; 

it merely affects the time at which that original cost may be 

• deducted in the computation of taxable income. 

Despite occasional attempts to vary the values to be 

included in the property factor, state courts have uniformly 
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•� 
resisted such efforts and steadfastly held that the value of 

property used in a business is a measure which will carry out 

• the purpose of the apportionment formula--to apportion taxable 

income fairly and not to determine taxable income. For 

example, in McDonnell Douglas Corp. v. California Franchise Tax 

• Board, 69 Cal.2d 506, 72 Cal. Rptr. 465, 446 P.2d 313 (1968), 

the California Supreme Court resisted the efforts of the 

California Franchise Tax Board to dilute the taxpayer's

• property factor through exclusion of certain non-owned property 

from the property factor. In McDonnell, a majority of 

taxpayer's manufacturing activities took place in plant 

• facilities owned not by the taxpayer, but by the u.S. 

government. The taxpayer included such plant facilities in its 

property factor. In holding that the non-owned plant

• facilities should be included in the property factor, the court 

noted that "In the apportionment of a unitary business the 

formula used must give adequate weight to the essential 

• elements responsible for the earning of the income." 446 P.2d 

at 314. 

In Department of Revenue v. Amoco Production Co., 676 

• P.2d 595 (Alaska 1984), the Alaska Supreme Court resisted the 

efforts of the taxpayer to dilute the property factor through 

exclusion of non-producing oil and gas leases from the property 

• 
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•� 
factor. 9 Arguing that non-producing leases did not generate 

income, the taxpayer contended the leases were for this reason 

• properly excludable from the property factor. The court held 

otherwise and included non-producing leases in the property 

factor: 

• "The economic theory underlying the 
[apportionment] formula is that the dollar 
value of the unitary business capital 
investments, labor costs, and sales within 

• 
the state, when compared to the business' 
total capital investments, labor costs and 
sales everywhere will roughly reflect the 
fraction of total income that is 
attributable to the business' in-state 
activities. These property, payroll and 
sales factors are merely indicative of the 

•� business income producing capabilities."� 

* * * 
"The exploration and development of what 
later turn out to be unproductive oil and 

• gas wells is a necessary and integral part 

• 

of Amoco's eventual discovery and 
exploration of productive oil and gas 
wells. To say that only property values 
associated with oil and gas leases which are 
known to contain recoverable quantities of 
oil and gas should be included within the 
property factor is to ignore the actual 

• 

• 
9"Non-producing leases" are leases which do not contain 

producing oil and gas wells, for one of several reasons: (I) no 
exploration has taken place to date; (2) exploration has taken 
place and oil and gas has been located, but transportation 
facilities, etc. are still being constructed; or (3) 
exploration is taking place but no commercial deposits of oil 
and gas have been located to date. 
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