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July 7, 1966

Mr. Charles F. Conlon, Executive Secretary
Netional Assoclation of Tax Administrators
1313 East 60th Street

Chicago, Illinois 60637

Dear Mr. Conlon:

At the annual meeting of the NATA held last onth, you conducted——

. a-sessiorr dévoted to recelving pro evisions of( the Uniform Division

of Income for Tax Purposes Act. The suggested revis we understood,

would be transmltyedr%ywybu T0 the National Conference of Commissioners on

Uniform Stete” ILaws for consideration at its meeting in August, 1966. At

the close of the session, you advised that it would be helpful if the sug-

gestions made were incorporated in letter foxrm and sent to you. This letier

is being written pursuant to that advice.

Reference is made to Section 11 of the Act .which provides in part
that property owned by the taxpayer shall be valued for the purpose of the
. Property Factor at its original cost. At the above mentioned session,
7~ Mr. Eugene Bock of this office suggested that the term underlined should
include the costs of exploring and developing a depletable property. We
Teel that this suggestion has merit.

Section 10 of the Act limits property includible in the Property
Factor to real and tangible personal property, & large proportion of which
consists of depreciable property and depletable property. This selectivity
in determining the composition of that Factor is a recognition of the great
importance attached to these two kinds of properties as income-producing
elements. ince the Property Factor employs the same yardstick, i.e. original
cost, to value bothkinds of properties owned by the taxpayer, it would seen
correct and proper that the same guidelines be used to ascertain the meaning
to be given to this term forpurposes of this Factor.
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Most items of depreciable property, at the time of purchase, have
been completed in such form as to be immediately available for the intended
profiteble use of the purchaser. TFor example, a new automobile purchased
by a corporation engaged in the car rental business can be immediately rented.

Most depletable properties, at the time of purchase, are not in
such form as to be immediately avaeilable for the intended profitable use of
the purchaser. TFor example, & new mineral property purchased by a corpora=-
tion engaged in the mining business cannot be immediately mined. Before
this property can be mined, a substantial amount of exploraticn and develop-
ment work must be done on it. After this work has been completed, the
mineral properiy can then be mined and, hence, is in an analogous situation
tc the automobile when it was purchased. That is to say, the mineral property,
after it has been explored and developed, becomes immediately available for
the intended profiteble use of the purchaser.

Applying the same guidelines to the automobile and the mineral
property, the original cost of ©The former 1s the purchase price.plus any
freignht charged to the purchaser and the original cost of the latter is the
purchase price plus exploration and development costs.

This guideline that original cost shall include those costs incurred
to put an item in such form as to be immediately aveilable for the intended
profitable use of the purchaser is a generally accepted accounting principle
with respect to the installation costs of many items of depreciable property
such as heavy machinery and eguipment as well as fixtures. This principle,
in effect, acknowledges the fact that, until installed, the heavy machinery,
“lequipment and fixtures, insofar as fulfilling the purpose for which purchased,
are of no use or value to the purchaser. When the installation work has been
completed, these items become immediately availablie for the intended profit-
able use of the purchaser.

The same guldeline apvlicable to installation costs of items of
depreciable property should be applied to exploration and development costs
ct depletable property. Until it has been explored and developed, a mineral
property, insofer as fulfilling the purpose for which purchased (i.e. to mine
the property), is of no use or value to the purchaser. When the exploration
and development work has been completed, the mineral property becomes immediately
available for the intended profitable use of the purchaser.

Original cost of a depletable property should include exploration
development costs regardless of whether such costs were expensed or capi-
zed for book or tax purposes. On this point, it should be borne in mind
that we are dealing with the Property Factor which is used to apportion net
income and not with the calculation to arrive at net income subject to appor-
tionment; these are separate matters of consideration. Furthermore, history
shows that the tax treatment of a particular cost is fluid, i.e. changes with
the times. A cost which is required to be capitalized today may be permitted
to be expensed tomorrow, and the converse can be true. In fact, there are
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costs which may be capitalized or expensed for tax purposes at the election
of the texpayer.

We would appreciate your considering the suggestion related above
and, also, transmitting it to the National Conference of Commissioners on
Uniform State laws for consideration at its meeting next month.

Yours cordially,
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