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EEFORE THE STATE BOARD OF EQUALIZATION
OF THE STATE OF CALIFORNIA .

In the Matter of the Appeal of
RI CHFI ELD O L CORPORATI ON

Appear ances:
For Appel | ant : A WIlliam Gal | agher, Attorney at Law

- For Respondent: Burl D. Lack, Chief Counsel

. OPI NI ON

This appeal is made pursuant to section 26077 of
t he Revenue and Taxation Code fromthe action of the Franchise
Tax Board denying the clains of Richfield Ol Corporation for
refund of franchise tax in the amounts of $?53.98 and $1,526.37.
for the income years 1953 and 1954, respectively.. :

~ Appellant, a Delaware corporation, is engaged in oil
exPI oration and production, and the refining and narketing of
petrol eum products. During the years 1953 and 1954, appell ant
carried on its activities'in twelve states (including California) -
and three foreign countries,

- As '"an Integrated oil conpany, appellant is constantly
devel oping new oi |l reserves to supply its future needs. The
search for oil producing properties i$ a continuous and sub-
stantial part of appellant's overall operation. During the
years under review, sone 2,000 persons,. or about 40 ercenf
of appellant's total work force, were directly or indirectly
engaged in oil exploration, reconnaissance, and |and and |ease
acquisitionn activities. Appellant invested approximately

© $15,000,000 a year furthering these functions.

Typical Iy, appellant's exploration Eeopl e outline the

areas they are interested in and its Land and Leas8 Depart nent
I's then assigned to secure as nuch of the prospective area as
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possible. . The lands acquired are surveyed by field geol ogists
using various nethods ranging from aerial” photographs to
traversing the area on foot. = Seismc studies are comonly

used to aid In charting the underground strata. In some cases,
drilling test wells 1sthe only feasible means of exploration,

..Other sources of Information are the records of abandoned wells,

or,exploratory efforts on surrounding property.

The resulting data may suggest particul ar areas of ,
Interest for nmore Intensive study which may, In turn, Indicate
particular sites for test well drilling. "There is no nethod
known for determning wth certainty the location of oi1
deP03|ts short of drilling wells, I'n npbst cases, a productive
wel | cannot be devel oped until geol ogi cal and geophysical work
is conpleted or dry or noncomrerclal wells are drilled and the
results evaluated, "or until all of those steps are taken

An average- of only one out of nine wells drilled

on unproved structures in the United States results in the

di scovery of oil; only one well in every forty or fifty yields
oil"in comercial quantities. Wile success 1s not predict-

able as to anY given parcel, taking appellant's unproved

Rro erties collectively, it is possible to estimate on a .
Istorical or statistical basis that a certain anount of oi

or gas wll be produced.
pellant's |eases typically require the conmencenent

of drilling within one year or ‘the payment of rent in lieu

thereof. ~Exploratory work is comrenced as soon as practicable
on new acreage In order to avoid the payment of rentals.

Appel [ ant conducts continuous geol ogi cal, geophysical, paleonto=-

| ogi cal, |ogging, core hole analysis, and variou$ other activities
on 4ts undevel oped properties, constantly scrutinizing such
acreage in light of known data and elimnating those parcels

deened undesirable. :

The information gained fromappellant's unproductive
as well as productive properties is used to determ ne whether
to continue its exploration activities in the area and seek

.additional |eases on nearby lands or, conversely, whether to

di scontinue exploration and |easing activities or even drop
existing leases. Such information™is also used in evaluating

t he producing capacities and performance of nearby partially

or fully proved acreage. The |nforrrat|onv\ga| ned from a’dry
test well often leads to |ater discoveries. ter may be

I nj ected through eX|st|n? dry wells around the edge of a pro-
ducing field as a means for increasing the production tha

woul d otherwi se be possible in that freld.

_ _ ApPeIIant aﬂportioned Its total net Incone'to
California, for franchise tax purposes, by means of an alloca-
tion fornmul a consisting of three rfactors. Only the property
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factor is in question here. For the years on appeal, appel | ant
!Pd udgd ||n |t3 p_rloplert fact ohrt t he da\llerage annual value of

I ts undevel oped oil 'lands, rights and | eases . i

Tax Board isgued t he instant %ssessrrents on theT Poﬁﬁa‘”fh‘éﬁe
until appellant!s unproved properties actually produce oil,
they may not be included in the property factor.

_ Section 25101 (forrrerl¥ 24301) of the Revenue and
Taxat1 on Code ﬁrOV.ldeS., general | or ‘the basis onwhi ch income
from sources both wthin and without California shall be

apportioned to this state:

Such incone shall be'determned by an -
al I ocation upon the basis of sales,
purchases, expenses of manufacture
pay roll, value and situs of tangible
Property orby reference to any of
hese or” other factors or by such
ot her method of allocation as is
. fairly calculated to determne the
net income derived fromor attribut-
able to sources within this State;. ,,,

-

The Franchise Tax Board's regul ations dealing with
the property factor state in part:

The property factor will normally i ncl ude

the average val ue of a1l real and tangible_.

personal property owned by the taxpayer :

and used In the unitary business. Leased

property is excluded ffomthe factor. k

Al so %;eneral_ly excluded is property owned, .

but not used in theunitary business.

Thus, a building is nof included in the -
- factor until it is actually usedin the .

uni tary business. However, once %roperty

has been used in theunitary businesSs,:

it shall be included in the factor,

al though tenporarily unused for short

periods. |f the property is, {)errranently

W thdrawn fromunitary uSe, it should bé

excl uded from the property factor,...,

(Cal. Adm n. Code, tit. 18,req. 25101

subd. (a), formerly reg. 2k3ol, subd, [a).)

Respondent points out that the allocation fornula is
made up of factorsdesigned to properly reflect the relative
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contribution of the various activities of the business to the

roduction of total unitary incone. See Butler Bros.
xvxcuojBIcCol an, 17 Cal. 2d 664,y 678 [111 P.2d 33 aff'd, Sio VU. S.
501 186 . L. Ed. 991].). It is unquestioned that the val ue of

produci ng oil properties, whether or not they are in the form
of oil |eéases, shouldbe included In the property factor.
Respondent contends, however, that although ugdeyelopeﬂ oi
and gas properties are potentially Income producing, they
cannot contribute to appellant's unitary income so [ ong as
they remain undevel oped. It js argued that such properties
cannot be considered as "used" in the business, that Is, do
not contribute to unitary income, until a producing well is

brought in.

_ _ The Franchise Tax Board has too narrowly restricted
Its view as to what constitutes a contribution to appellant%
unitary i1ncome. The npst obvious contribution is made, of
course, by 011, the life blood of appellant's entire operation.
|t shoul d” be equal |y obvious, however, that every factor
necessary to the discovery of that oil al so contributes to

unitary I'ncone. As respondent has frequently enphasized, _
there is no nmeans known for definitely determning the location

of oil deposits short of bringing In a productive well and for
that reason, only one out of every nine wells drilled strikes
oil. But this fact sinply illustrates the contribution mde by
unproductive |and, for until science devel ops an exploratory
nmethod free of guesswork, a certajn nunber of failures wll
remain an integral factor in producing oil.

Aside fromthe fact that the acquisition of new.|ands,
much of which will prove to be unproductive, i.s an essentia
element in the process of discovering new oil sources, appellant
has vividly denonstrated the many other contrjbutions that such
acreage nmakes to the ultimte realization of income. Appellant
Is not sinply aQ%U|r|ng | and and bllndky drilling holes, Every
Investnent that it makes is a reasoned decision, a decision
made on the best available information, Wthout the information
derived from unproductive as well as productive areas, It is
reasonabl e to believe that the effectiveness and efficiency
of appellant's exploration programwoul d be dimnished with "~ |
aresulting i ncrease in the cost of producing crude oil.

. Pertinent to this case i s an observation-recently
made by the California Suprene Court in the course of holding
that an oil conpany constituted a unitary business:

While the act ual recovery and sale of -
the crude oil are, perhaps, local activities,
nevertheless very extensive interstate
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President Lines, Ltd., Cal.
and thelappeal of Ford Mbtor Co., Cal. St.

transactions are theretofore involved in

the other individual operations which make
such production possible. The evidence

here reveal s that such essential factors
as land acquisition, exploration, tech-

nol ogy, testing, availability of equi prent
and personnel, financing and many others
are deflnltel% Interstate "1 n character

It rmust al so be considered that each pro-

ducing Well in a particular state is the

end product of interstate activities which

may involve many ot her unproductive wells

in many other states. (Superior Gl Co. v,
Franchi'se Tax Board, 6 12%7‘2U‘HUG‘EW‘

Cal . Rptr, b4b, 386 P.2d 33].)

' Respondent's reliance upon the Appeal of American
St, Bd. of Equal,, Dec. 18, 1952,
Bd." of Equal.,

April 28]
exclusi on fromthe pr _ |
been used in connection wi'th the taxpayer‘s business.

'n each case we sustained the
factor of assets which had never
Those

1948, 1S m spl aced,
property

assets were in no way conparable to the instant unproved oil

adopting 'a fornula

opi ni on

| ands wnich have been shown to be an integral,.
actively enpl oyed conponent of appellant

. essential,
uni tary operations.

Recogni zi n? that respondent has discretion in
or the allocation of income, we are of the
that its determnation that the oil properties in

question NMade no contribution tO income was in error.

the hoa:r
therefor

BRI L PN

Pursuant t0 the views expressed in the .opinion Of

rdon fife in this proceeding, and good cause appearing
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frssaentmns.
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_ | T IS HEREBY ORDERED, ADJUDGED AND DECREED, pursuant
tosection 26077 of the Revenue and Taxation Code, that the

-action of the Franchise Tax Board denying the clains of

Richfield O iy Toeporation for refund of Tranchise tax in the
amount s of $353,98 and $l,526.3’11for the fncome years 1953
and 1954, respectively, be and the same is hereby reversed.

Done' at - Sacramento , California, this 17thday
of Novenber ', 1964, by the State Board of Equalization.
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