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BEFORE THE STATE BOARD OF EQUALI ZATI ON
OF THE STATE OF CALI FORNI A

I n the Matter of the Appeal of )
TOSCO CORPORATI ON )

For Appellant: Arthur L. Goss
Assi stant Corporate Tax Manager

For Respondent: Bruce W Wal ker
Chi ef Counsel

James C. Stewart
Counsel

OPI1 NI ON

This appeal is made pursuant to section 25666
of the Revenue and Taxation Code fromthe action of the
Franchi se Tax Board on the protest of Tosco Corporation
agai nst proposed assessnents of additional franchise tax
in the anounts of $337.00 and $12,587.00 for the incone
years 1972 and 1973. During the proceedi ngs appell ant
paid $9,190.00 of the proposed assessnment for the incone
year 1973, leaving only $3,397.00 in controversy.
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The sole issue for determ nation is whether
respondent properly excluded appellant's interest. in
oil shale reserves fromthe property factor of the
apportionnent fornula.

Appel lant, fornerly The Q1 Shale Corporation
was organi zed in 1955 specifically to develop and
license a unique retorting process for the recovery
of hydrocarbons from oil shale rock. The successfu
devel opnent of the Tosco Il process |ed appellant to
acquire, over a period of time, a substantial reserve of
oil shale properties in Colorado and Uah and to advance
additional projects ained at |arge scale comercializa-
tion of the process.

The process devel opnent began with bench scale

studi es which were followed by the construction of a 25-
ton-per-day pilot plant in 1957. Successful operation
of the pilot plant in 1964 led to the formation of a
joint venture between appellant, Sohio Petrol eum Com
any, and The Ceveland-Ciffs Iron Conpany, known as

|'ony Devel opnent Conpany (Colony). Colony was to
build and operate a large scale facility for mning and
processing oil shale. In 1965 the venture conpleted
construction of a I,CII}ton-qpr-day retorting plant at
Parachut e Creek, Col orado. he plant was |ocated on an
8,715 acre tract of |and known as the Dow property.

I n 1968 Col ony sold an interest in certain
technol ogical rights and oil shale property to Atlantic
Richfield (ARCO. The venture then continued under the
direction of ARCO. The testing program was conpleted
I N 19 7Thereafter, appellant and ARCO continued the
devel oprment al ' program wi thout the other venturers. The
second phase of this testinﬂ program which was com
pleted in 1972, confirmed the scal e-up procedures and
tested environnmental safeguards required by federal Iaw
Thi s program continued through the |ast aﬁpeal year, at
which tine aPpeIIant and its co-venturers had spent nore
than $55 mllion in devel oping the technology, mning
1.2 mllion tons of oil shale, producing and selling
170,000 barrels of shale oil, and denonstrating advanced
environmental control neasures.

In 1973, the last of the appeal years, appel-
| ant contracted with an engi neering conpany to design
and oversee the construction of a 45,000~barrel-per-day
oil shale conplex at Parachute Creek. At this time
the estimated cost of constructing the commercial plant
was estimated at $300 million. Appellant and its
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co-venturers actually spent s12 mllion for the' devel op-
ment of detailed plans and specifications. In 1974 the
pl anned construction was suspended, because of the hlgh
rate of inflation. However, as a result of appellant's
prior devel opmental efforts, licensing agreenents were
concluded with Standard G| Conpany of Indiana and Culf
Q| Corporation, permtting themto use the Tosco tech-
nologies on a federal oil shale tract in Colorado for an
initral fee of $4.5 mllion. Since its inception Tosco
al so earned an additional $4.6 mllion in Iicensing fees
for the use of its patented oil shale mning and pro-
duction technol ogi es.

Concurrent with its devel opment of the tech-
noIo?Y to extract petroleum products fromoil shale,
appellant gradually acquired interests in oil shale
properties. By the appeal years appellant had acquired
an interest in approximtely 26,000 acres. [Its annual
principal payments for |and purchases exceeded $1 nil-
lion. The Iargest tract was the Dow property where the
Colony mine and retorting works were located. This
property represented approxi mately 90 ﬁercent of the
capi talized value of appellant's oil shale property.
The mne and retorting works enconpassed a geograp IC
area of approximately 850 acres or roughly I0 percent
of the Dow property.

Al though owning no reserves of crude oil
for feedstock, appellant acquired an oil refinery in
California during 1970, and in 1972 acquired a second
refinery in Arkansas with its affiliated retail outlets.
Appel [ ant bought the refining and marketing facilities
for two reasons: (1) for additional working capital
to help finance the comercial devel opment of the oil
shale project; and (2) to provide the conpany with the
necessary expertise to market its petroleum products
when conmercial oil shale production comenced.

During the appeal years, Tosco was prepared to
comrence construction and operation of a comrercial oil
shale facility once the proper financing and governmen-
tal approval s were secured. |In fact, as of 1973, the
| ast of the apPeaI years, appellant anticipated that
construction of a comercial conplex would conmence in
1974 and that commercial oil from ashale plant woul d
be onstream by 1976. However, such a facility was not
built and has not been built as of the date of this
opinion due to econom c and environmental problens.
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During the audit of appellant's franchise
tax returns for the appeal years, it was agreed that
appel lant's oil shale activities .and its petrol eum
refining activities conprised a single unitary'business.
As a result of the audit, respondent adjusted the
property factor by excluding nmost of appellant's oi
shal e p;yperty from the denom nator of the property
factor.—~

It is respondent's position that only oi
shale reserves actually used in the devel opnent of
mning and processing tedhnology are includible in the
proFerty factor. Respondent argues that commercial oil
shal e reserves not directly used in the experinenta
activities which are not capable of being profitably
used in the unitary business, or reserves which are
not usable, asapractical matter, at any time in the
foreseeabl e future, are not includible in the property
factor. Respondent seeks support for its position
from our decision in Appeal of Union G| Conpany of
California, decided Novenber I7,TORA. Jmpellant
contends that if this appeal is controlled by the Union
Gl test, it is factually distinguishable and that,
any event, it has satisfied the test. Appellant also
contends that respondent's own regulations conpel the
;nclu3|on of the oil shale reserves in the property

actor.

During the appeal years, apPeI | ant concededly
oPerated.as a unitary business subjectt 0 the provisions
of the Uniform Division of Income for Tax Purposes Act

1/ Respondent Nas included in the denom nator of the
property factor 9 percent of the capitalized value of
appel lant's oil shale property which, in respondent's
opinion, represents the property actually used by appel-
lant in the devel opment of its oil shale technol ogy.
Respondent arrived at 9 percent since the physica
operations at Parachute Creek occupy 10percént of the
Dow property, and the Dowfpropert represents 90 percent
of the capitalized value of all o agpellant's oil shale
interests; therefore,' 10 percent of 90 Fercent equals 9
percent.  For 1972, $255 201 in oil shale property rents
and $7,816,973 in oi |l shale property owned in fee were
excluded, while for 1973, $313,160 in rents and
$8,155,963 in fee oil shale property were excluded
fromthe property factor.
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SUDITRA. - (Rev. & Tax. Code, §s§ 25120-25139.) Section
5129 defines the property factor as follows:

The property factor is a fraction, the
nunerator of which is the average value of the
taxpayer's real and tanglble personal property
owned or rented and used in this state during
the income year and the denom nator of which
Is the average value of all the taxpayer's
real and tangible personal property owned or
rented and used during the income year.

Respondent's interpretive regulation provides, in perti-
nent part:

Property shall be included in the
property factor if it is actually used or
Is available for or capable of being used
during the incone year for the production
of business income. Property held as reserves
or standby facilities or property held as a
reserve source of materials shall be included
inthe factor. (Cal. Admn. Code, tit. 18,
reg. 25129, subd. (b) gArt. 2): Cal. Admn.
Code, tit. 18, reg. 25129, subd. %P)_(A(t.
2.5), effective for incone years beginning'
after Decenber 31, 1972, is substantially
| dentical .)

o ~Central to respondent's position is our
decision in Appeal of Union G| Conpany of California,
supra, decided prior to the enactment of UDI TPA.
Accordingly, the current regulation quoted above nust

be conpared with the applicable pre-UDI TPA regul ation,
whi ch provided, in part:

The property factor will normally include the
average value of all real and tangible per-
sonal property owned by the taxpayer and used
in the unitary business. Leased property is
excluded fromthe factor. Also generally
excluded is property owned, but not used in
the unitary business. Cal. Admn. Code, tit.
18, reg. 25101, subd. (a).)

Initially, resgondent states the correct test
as announced in the UDI TPA regul ations: Appellant's oil
shal e reserves are includible In the property factor if
they were used, were available for use or were capable
of bei ng_usedduring tHe Tncome years in the regular
course of appellant's trade or Dbusiness.
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_ It is undisputed that part of appellant's
single unitary business was the devel opnent and |icens-
ing of oil shale processes and technology. However
appellant's mne and retorting works enconpassed only
10 percent of the Dow property--the portion respondent
Is wlling to include in the ﬁroperty factor. here has
been no extended use, other than for testing, of the
rena|n|n? oil shale reserves which respondent seeks to
exclude fromthe factor on the theorﬁ that they are
usable only after a comercial oil shale plant is
construct ed.

Al though we may agree that the oil shale
reserves were not used, the question remains whether the
reserves were available for use or capable of being
used. Cal. Admn. Code, tit. 18, reg. 25129, subd. (b)
(Arts. and 2,5).) In this regard respondent asserts
that the UDITPA regul ations and the old regulation are
the same except for the current inclusion of rental
property in the factor. Based on this assertion,
respondent then transitions fromthe correct test it
originally asserted to the test interpreting the old
regul ation promul gated by Union O, supra. In "addition
to property used In the trade or pbusiness, the Union QO
test only calls for the inclusion-in the factor of:
property which is capable of being profitably used in
the unitary business, or property for which there is a
reasonabl e prospect that it wll be usable at any time
I N the foreseeable future.

_ “Respondent's reliance on the old Union Gl
test is msplaced because, contrary to its assertion
the UDI TPA regulations are not the same as the old regu-
lation. A conparison shows a substantial difference.
(Conpare Cal. Admn. Code, tit. 18, reg. 25129, subd.
(b) (Arts. 2 and 2.5) with Cal. Admn. Code, tit. 18,
reP. 25101, subd. .(a).) The old regulation provided
onl'y for the inclusion in the factor of property used
in the unitary business. Cbnerall% speaki ng, property
owned but not” used in the unitary business was excluded
fromthe factor. Union G| was an attenpt to engraft
upon the regulation a rational approach for handling
propert¥_held In reserve. This regulatorx deficiency
was rectified by the adoption of the UDI TPA regul ations.
These regul ations adopted a solution bearing sone
resenblance to the Union O approach but which was not
identical. For exalple, there Is no restriction that
the property be capable of profitable use in the trade
Or business. Mre inportant To tNis aneaI, however,
are the differences in the UDI TPA regul ations which
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include in the factor property available for use and
property held as reserves. Therefore, the correct test
is the one set forth in the UDITPA regulations: Prop-
erty is includible in the property factor if it was
used, was available for use or was capable of being used
during the income year in the regular course of the tax-
payers trade or business.

Based on the record before us, after 20 years
of development, appellant was prepared, during the
aIEl)peaI years, to construct and operate a commercial oil
shale facility upon the acquisition of financing and
governmental approval. Central to this 20-year
development process was appellant3 bona fide periodic
acquisition of oil shale property. Since the Tosco Il
reduction process required slightly more than one ton
of oil shale to produce one barrel of petroleum, it is
obvious that enormous quantities of oil shale reserves
would be required to operate the 45,000-barrel-per-day
commercial oil shale complex aﬁpellant intended to
build. It is equally obvious that prudent business
judgment required appellant to acquire oil shale re-
serves throughout the years it was developing the reduc-
tion process. It takes little imagination to speculate
what the price increase of oil shale property would be
after a commercial plant became operational.

The purpose of the property factor in the
apportionment formula is to reflect the income producing
effect of capital invested in the taxpayer% trade or
business. See, e.g., Wahrhaftig, Allocation Factors in
Use in California, 12 Hastings 'u.lL.®%,73% JORTY )
Here, appellants capital was periodically invested in
oil shale reserves throughout the 20-year development
process on the good faith belief that ultimately a
suitable return on its investment would be achieved.
Since appellant® oil shale reserves clearly were avail-
able for use, their inclusion in the property factor was
appropriate. Furthermore, it is also apparent that
appellants oil shale reserves qualify as “reserves
. « . Or property held as a reserve source of materials”
which are includible in the pr%perty factor pursuant to
the UDITPA regulations. (See Cal. Admin. Code, tit. 18,
reg. 25129, subd. (b) (Arts. 2 &2.5).) Therefore,
respondent? action in this matter must be reversed.
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ORDER

Pursuant to the views expressed in the opinion
of the board on file in this proceeding, and good cause
appearing therefor,

| T I'S HEREBY ORDERED, ADJUDGED AND DECREED,
pursuant to section 25667 of the Revenue and Taxation
Code, that the action of the Franchise Tax Board on
the protest of Tosco Corporation against proposed
assessments of additional franchise tax in the amounts
of $337.00 and $3,397.00 for the income years 1972 and
1973, respectively, be and the same is hereby reversed.

Done at Sacramento, California, this 18thday
of November , 1980, by the State Board of Equalization,
with Menbers Nevins, Reilly, Dronenburg and Bennett present.

Ri chard Nevins , Chairman
George R Reilly » Menmber
__Ernest_J. Dronenburg, Jr. ., Menber
W 1 1liam m Bennett , Menber
. Member
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