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EFFECTS OF P R O POSED CHANGES IN 
A L A SKA'S C O R P O R A T E  INCOME TAX LAW

Summaries of Three Studies Conducted 
by M u l t i s t a t e  Tax Author i t i e s  

for the A l a s k a  Oil & Gas Associ a t i o n

This report summarizes three studies conducted for the 
A laska Oil & Gas Associ a t i o n  by r e c o g n i z e d  authorities 
on taxation of m u l t i s t a t e  corporations. The studies were  
c o m m i s s i o n e d  to obtain e x p e r t  opinion concerni ng the fair­
ness and e ffect i v e n e s s  of the current A l ask a corporate 
income tax law as applied  to the oil and gas industry. 
Li mited copies of the complet e studies are available from 
the A laska Oil & Gas A ssociation, Suite 2.19, 505 West  
Norther n Lights Blvd., Anchorage, A lask a 99503.
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SUMMARY

INCOME TAXATIO N OF M U L T I S T A T E  C O RPO RATIONS 
ENGAGED IN OIL AND GAS P R O D U C T I O N  AND 

TRANSP O R T A T I O N  IN ALASKA

By Leonard E. Kust, 
Senior Tax Partner 

Cadwcilader, Wickersharn & Taft 
New York, Nev.' York
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1 * P R I NCIPLES OF T A X J U R I S P RUDENCE

W here the activities of a b u s i n e s s  extend over 

two or more states, all of the income from such business 

cannot reasonably be taxed by each of the states. The 

whole d e v e l o p m e n t  of the lav; reg ar d i n g  state taxation of 

m u l t i s t a t e  b usiness income rests on this m a n i f e s t  and 

undis p u t e d  principle. Similarly, international tax j u r i s­

prudence and tax treaties are g r o u n d e d  on this b a s i c  p r i n­

ciple w i t h  respect to national ta xation of m u l t i n a t i o n a l  

bu sin o s s in c o m e .

Under the C o n stitut ion and with our federal, 

system, this pri nciple has been implem ented by Supreme 

C ourt decisions under the commerce and due process clauses 

and t h rough the volu ntary and m u t u a l l y  c ompatib le actions 

of state legislatures and tax administrators.

The e ffort lias boon to avoid mull iple taxation 

of the income of a m u l t i s t a t e  b u s i n e s s  through the taxing 

by each state in which the business has activities of 

only a portion of the income, d e t e r m i n e d  by some r e a s o n­

able method of apportionment. The s ys tem which has d e v e l­

oped lias two basic elements: (i) a tax base m e a s u r e d  by

a company's worldwide income determ i n e d  by F e d eral taxable 

income and (ii) a m ethod of d i v i d i n g  thin base throi ;h use 

of an apportionmen t formula.
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The Massachusetts, or t h r e e - f a c t o r ,formul :• a p­

portions the income  of a m u l t i s t a t e  b u s iness to the tax­

ing state on the basis of the average  of three fractions:

(1) p r o p e r t y  w i t h i n  the state over total property, (2} 

p a yro ll within the state over total payroll, and (3) sales 

w i t h i n  the state o v e r  total sales.

It was r e c o g n i s e d  at the outset that m u l tipl e 

taxation of m u l t i s t a t e  busines s income arises not im^ cOy 

from failure to a p p o r t i o n  reason a b l y  but from di sparity in 

m e tho ds of a p p o r t i o n m e n t  as well, even though each m e thod 

by itself and a p p l i e d  univer s a l l y  m i g h t  be reasonable.

The N a t i o n a l  Tax A s s o c i a t i o n  b e g a n  ad voca t i n g  u n i f o  •' 

in the method of a p p o r t i o n m e n t  as early as 1919. U l t i­

mately, these and other efforts culminate d in the U n ifo rm  

Division of Income for Tax Purposes Act (UDITPA) adopted 

by the National C o m m i s s i o n e r s  on U n i f o r m  State Laws in 1957. 

UDITPA incoypo:i.ated the throe i-etor formula and, m o d  

notably, defined the numeral o.» of the so]os fraction, with 

respect to which the g r e a t e s t  d i v e r g e n c e  from uniformity  

had developed, as being sales h a v i n g  their destination, that 

is, delivered to customers, in the state.

The M u l t i s t a t e  Tax Compact, inaugu r a t e d  in 1966 

to promote u n i f o r m i t y  and thereby avert F e deral legislation 

then uncler c o n s i d e r a t i o n  to impose u n i f o r m i t y  on the states, 

incorpor ato UhlTPA.
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s r' , '■ r trt; n r g s t ;  •• '' ; c ’v  .

Out of a total of 44 states and the D i s t r i c t  of 

C o l u m b i a  which impose a corp orate net income tax, 40 provide 

for the t h r e e - f a c t o r  formula, 25 by adoption of U D I T P A  or 

trie M ultistat e Tax Compact and 15 by incorp o r a t i o n  in their 

own tax statutes, four of the latter g ivi ng g r eater w e i g h t  

to the sales factor than to the p r o perty and p a y r o l l  factors, 

Differen ces in the economies of thrs states as to w h e t h e r  

primarily industrial, or commercial, or agricultural or 

extracti ve have not cif footed the general acceptance  of the 

t h r e e - f a c t o r  f o r mula as essen t i a l l y  fair and reasonable.

II. A L A S K A  INCOME T A X — P R E SENT STRUCT URE  
A N D  A P P L I C A T I O N  TO THE OIL  AND GAS 
PRODUC T I O N  A N D  T R A N S P O R T A T I O N  IKDUSTlll 'S

A l a s k a  has adopted  both UDITPA and the M u l t i s t a t e  

Tax C o m pact and d e t e r m i n e s  taxable income by r e f e r e n c e  to 

the Federa l tax base. N o  d istinction  is made b e t w e e n  the 

oil and gas industry and other inclurM rioa cmgug in the p r o­

duction and sale of tangible personal property. Since this 

is e ssent ially the same trea tment which is accorded to the 

oil and gas industry by all of the states imposing a c o r p o­

rate income tax, A l a s k a  suffers no d i s a d v a n t a g e  in c o m p a r i­

son with o ther states. Accordingly, there does not appear 

to be j u s tification  for change and depar ture from uniformity, 

The b urden of proof should rest on those w h o  a d v ocate d e­

parture' .

•o— AGO 547992

u m



III. THE Z EIFM AN - AIN 3 'WORT H REPOP/J
"

The Zeifm an-Ainswort h Report c ontends that Alaska's 

tax base has been eroded  through Federal tax sub sidies and 

incentives which are unrelated to the de fin i t i o n  of net i n­

come but w h i c h  are provid ed solely to accomplish certain e c o­

nomic and social goals, and that the U DIT PA a p p o r t i o n m e n t  

formula reduces the a mo unt of taxable income a t tr ibutable to 

A l a s k a  by corporations whi ch export n o n - r e n e w a b l e  p e t r o l e u m  

resources from the state.

Zeifman and Ainswo r t h ' s  r e c o m m e n d a t i o n s  which have 

been e n d o r s e d  by the D e p a r t m e n t  of Revenue and i n corporated  

in IDs. 322 are:

1. Adoption of a tax base m e a s u r e d  by the

greater of book income or F e d e r a l  t a x­

able income.

2. Replac e m e n t  of the cl es tin at ion -orie n t e d  

!'• les factor w i t h  an 'V•.traction f a c t o r”

—  • the r a t i o  of oil and yes energy units 

produced in A l a s k a  to I itti oil and gas 

energy units produced everywhere.

These changes w o u l d  apply only to c o rpora tions 

with ordinary gross receipts in excess of $250 ,000,000 more 

than 50% of which is derived from production, transportation,

a g o  5*7993



refining, manufacturing, processing, distri b u t i o n  or retail

9j

L

sale of oil or gas or products derived from oil and gas.

The "tax subsidies" cited by Zeifman and Ainsw o r t h

are for the m o s t  part available to all corporations. It is 

unfair and perhaps u n c o n s t i t u t i o n a l  to single out the oil 

industry.

Furthermore, with respect to the one F e d e r a l  "tax 

subsidy" allowed to the oil and gas industries, a curren t d e­

duction for i nt angible d r i lling costs, Alaska does not, as 

Zeifman and A i n s w o r t h  claim, provide an incentive to drill 

wells o u tside Alaska. Federal taxable income reflects not 

only deductions for the cost of w ells drilled t hroughout 

the w orld but also the income from such wells. It is not 

a one-way street. A l a s k a  is no more providing an incentive 

for drill ing outside A l a s k a  than other states are prov iding 

an incentive for d r i lling in Alaska. Denial of this current 

deduct ion in Alaska, however, could reduce the i n c e ntive to 

drill wells in Alaska.

C ongressman  Vanik's computations of "effective 

taxable income"' do not supp ort the view that the adoption 

of the Federal tax base by A laska aut omatically causes 

Alaska's "effective tax rata" to be less than 9.4%, by 

something comparable to the differe nce between the s t a t u­

tory 48% rate and the Vanik "effective U.S. tax rate on

-5*
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worldwide i n c o m e .” Congressm an V a n i k ' s  a p p roa ch of m e a s u r i n g  

Federal income tax due as a p e r c e n t a g e  of w o r l d w i d e  income 

is patentl y inc or r e c t  bec ause the U n i t e d  States, r e c o g n i z i n g  

the principle s of internat ional tax jurisprudence, prov i d e s  

a credit against its tax on w o r l d w i d e  incom e for taxes paid 

to other countries. Alaska  does not p r o v i d e  a c r edit but 

imposes its tax rate of 9.4% on a c o r p o r a t i o n ' s  w o r l d w i d e  

income a pportion ed to Alaska. O b v i o u s l y  after a p p o r t i o n m e n t  

(or after the foreign tax credit at the F e dera l level) the 

amount of A l a skan tax as a p e r c e n t a g e  of w o r l d w i d e  income 

will be less than 9.4% (or the F e d e r a l  tax w i l l  be less 

than 48%).

Book income is an i n a p p r o p r i a t e  tax base. It w i l l  

greatly increase the a d m i n istrative and audit costs and b u r­

dens of both the oil companies and the D e p a r t m e n t  of Revenue. 

Furthermore, book income not only reflect s taxable income b e­

fore tax subsidies but also many  t i m ing differ e n c e s  u n r e l a t e d  

to Cong re s s i o n a l  tax policies. Use of the h ighe r of Federal 

taxable income or book income as a tax base w o u l d  tax income 

twice to the extent of such timing differences.

The U DITPA appor t i o n m e n t  formula p r o vides for fair 

and equitable d i v i s i o n  of income of oil and gas corporat ions 

between Alaska and the rest of the w o r l d  and fairly reflects 

the extent  of their activity in A l a s k a  as c o m pare d to the 

rest of the world. The - destin a t i o n  sales factor p r o p e r l y

-6- AGO 547995



gives recognition to the contribu tion of the m a r k e t  states to 

the creation of income. W i t h o u t  the demand and p u r c h a s i n g  

p ower of the m a r k e t  states, the value of Alaska's oil and gas 

would be less and the income tax base of oil and gas c o m­

panies w o u l d  be smaller. The e x t r a c t i o n  factor ignores 

the contribution  of the m a r k e t  state and creates m u l t i p l e  

taxation, since n ea rly every other state uses a destination  

oriented sales factor.

The e x t r a c t i o n  factor has been p r o posed not to make 

Alaska's a p p ortionmen t formula "fairer" in terms of r e a s o n­

able sharing of the income tax base w i t h  other states, but 

to generate more tax revenue. A p p o r t i o n m e n t  formulas are 

not intended to be vehicles to g e n e r a t e  tax revenue but to 

divide income among the states fairly and u n i f ormly so as 

to avoid m u l t i p l e  taxation.

I V . S E P ARATE A C C O UNTING - --P - B . 105

The d e c lared p u r pose of the "net proceeds" tax is 

to tax produ c t i o n  and p i p e l i n e  transportati on income in 

Alaska by means of a stat utory separate accounting, w h i l e  

retaining formula a p p o r t i o n m e n t  (as modified) to apportion 

all other income.

Conceptually, s eparate accounting  constr u c t s  an 

income or loss s t a t e m e n t  for the activities of the b u s iness  

in the state as if they c o n s t i t u t e d  an indep endent business

-7-
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dealing at a r m’s-length with  the rema inder of the b usiness 

and the outside world. In p r a ctice separate accountin g is 

impossible to administer and determine. Separate a c c o u n t­

ing requires that h y p o t h e t i c a l  prices be e sta blished for 

goods and services b e tween  affiliated companies. Separate 

a ccounting mu st e f f e c t i v e l y  con „nd with efforts of c o m­

panies to shift income among divisions, affiliates and 

states and must devise some reasonabl e way to attribute 

overhead expenses to the variou s business locations and 

activities of the taxpayer, no doubt by means of an a p p o r­

tionment formula, thereby a band o n i n g  to that extent  its 

initial p u rpo se of avoiding the a pport i o n m e n t  formula. 

Furthermore, separate accounting requires m a i n t e n a n c e  

of records needed in the e ff ort to determine g e o g r a p h i c  

income— records w h i c h  serve no other business function.

S.B. 105 handles the p r oblem of allocating 

overhead expenses by simply d e n y i n g  a deduc t i o n  for such 

costs. Pricing d i ffi culties are "solved" by using as 

gross income the val ue of oil and gas produ ced as d e t e r­

mined for purposes of the p r o d u c t i o n  tax.

Thus, the proposed net proceeds tax would not 

by defini t i o n  apply separate accounting even though it 

purports to do so.

The proponed net pr oceeds tax has major i n­

firmities. It purports to be an a pplication of separate  

accounting but it i r' not. It r epr esents a sharp d e v i a t i o n

- 0 - AGO 547997 <



from uniformit y and as r.ueh w o u l d  consti t u t e  a m a j o r  d i s­

ruption of the common consensus unde rl y i n g  the s y s t e m  of 

state taxation of interstate business income. Separate 

accounting applied by one state to a w h o l e  industry in 

order to increase its share of the total income over that 

r esulting from the three - f a c t o r  formula n eces s a r i l y  r e­

sults in m u l t i p l e  taxation b e cause income which is fully 

t axed by one state is also a ppor tioned by formula to other 

s t a t e s . *

V , THE M U L 'ISTATE TAX COMPACT

Alaska's cont.. .uing m e m b e r s h i p  in the M u l t i s t a t e  

Tax Compact and the a d m i n i s t r a t i v e  b e n e f i -' s derive d from such 

m e m b e r s h i p  may not be tenable if either the Zeifma n - A i n s w o r t h  

proposals or S.B. 105 were adopted. The courts may find such 

proposals to be in c o n flict  with the Compact and as a result 

may further hold that A l aska has .in e ffect w i t h drawn from the 

Compact or that the Comp act remains in effect but e n a c t m e n t  of 

the proposal s is i neffe ctive to p r e v e n t  taxpayers from a p p l y­

ing the UDITPA formula under the provisions of the Compact.

VI. UNIFORMITY, COMITY AND
E NLIGHTENED  S E L F - I N T E R E S T

Great progress has been made in recent years in

adopting u n i f o r m  allocatio n methods. Part of the d r i v e  for 

voluntary uniformi ty has obvious ly been the d esire of both

AGO 547998
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states and taxpayers to avoid Federal intervention. As 

long as states strive toward unifo r m i t y  as a goal of fair 

taxation, Congress will be h e s i t a n t  to act. If the d rive

for uniformity  falters through ind ependent action by states 

asserting their currently perceiv ed s e l f - i n t e r e s t  w i t h o u t  

restraint, Congress w i l l  be constr a i n e d  to exercise its 

constitutional  r e s p o n sibility to protec t interstate c o m­

merce by p rescr i b i n g  a Federal standard of uniformity.

Alaska has been in the forefront of the drive 

for uniformity. By the collec t i v e  judgment reflected in 

the developmen t and g e n eral acceptance of the t h ree-fac tor 

formula, Alaska's net income tax fairly and e f fectivel y 

reaches its prop o r t i o n a t e  share of the income of m u l t i­

national oil and gas corporations doing business w i t h i n  the 

state. The proposed  changes w o u l d  be d est ructive of c o m­

munity and comity among the states in deal ing reasonably 

with state taxation of mull is Late business and are p a r o c h i­

ally designed to increase tax revenues w i t h o u t  regai'd to 

the general p rinciples of tax jurisprud ence for division 

of interstate business income adhered to by other states.
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E XE CU TI VE  S U M MA RY  OF P O S IT IO N PAPER

ON A LASKA O I L  A N D  GAS T A XATION 

By John S. W arren

Alaska 's e x i s t i n g  corpor a t i o n  income tax meets 

all of the g e n e rally r e c o g n i z e d  crit eria of a m o d e r n  and 

efficient state c o r p o r a t i o n  incom e tax. It is simple and 

inexpensive to comply w i t h  and enforce, it provides 

equalit y among taxpayers, and it contains rules for the 

a llocation of income that p r o v i d e  the best possible 

assurance against o v e r t a x a t i o n  or undertaxation of m u l t i­

state businesses. The several bills which the L e g i s l a t u r e  

has had under c o n s i d e r a t i o n  (II.B. 145 and 322, S.B. 105 

and 202) are all changes for the w o r s e  as far as m e e t i n g  

these criteria is concerned.

If the A l a s k a  tax base for oil companies w e r e  

to become the g r e a t e r  of b o o k  income or federal taxable 

income (II.B. 322), the Depar t m e n t  of Revenue auditors 

could no longer rely on federal audits. Rather, they 

w ould have to v e rify two sets of figures for each company. 

Because the financial accoun t i n g  rules for deter m i n a t i o n  

of book income a l l o w  some leeway, the Department w o u l d  

have to adopt r e g u l a t i o n s  to p r e v e n t  manipulation of book 

income for tax a v o i d a n c e  p u r poses and to assure e q u a l i t y
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--------------------

among taxpayers. Furthermore, because income or expenses  

are often reportable in d i f f e r e n t  years under federal 

income tax rules than they are under financial acco unting 

rules, intricate a djustments  w ould  be necessary to avoid 

inclu d i n g  the same i t e m  in the tax base for two years.

The c h a n ging o' the formula for apport i o n m e n t  

of income by s u b s t i t u t i n g  an origin sales factor ("extraction 

factor") for the d e s t i n a t i o n  sales factor used by m o s t  

states (H.B. 322) w i l l  force Alask a to w i t h d r a w  f r o m  the 

Mu l t i s t a t e  Tax C o m p a c t  and will d e p rive the state of the 

benefits of the joint audit p r o g r a m  of the M u l t i s t a t e  Tax 

Commission. More importantly, the use of the extrac tion 

faccor cannot be j ustified under the generally accepted 

principles for a p p o r t i o n m e n t  of the income of a unitary 

b u s i n e s s .

Determining A las ka tax liabilities on the basis 

of separate accounti ng (li.D. 145, S.B. 105, and II.B. 322 

as amended in the Senate) is an even more drastic d e p a r t u r e  

from generally accepted p r i n c i p l e s  of proper state tax 

policy. It w ould force A l a s k a  out of the Multi s t a t e  Tax 

Compact, would create h o r r e n d o u s  audit problems for the 

D e p a r t m e n t  of Revenue, and might even result in a net 

revenue loss to the state.

• 2 -
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The analytical approaches of the Department of 

Revenue and the several consultants w h o  have been a d v i s­

ing the Legisl ature leave m u c h  to be desired. They have 

created the impress ion that A l a s k a  does not get as much 

tax r e venue from the oil companies as it should because 

the p r e s e n t  tax structure does not attribute to Alaska 

the net income actually e arned in Alaska. They then 

attempt  to persuade the state to turn its back on all of 

the p rinc i p l e s  of state taxation and m ultis t a t e  business 

that have been hammere d out over the last century -- 

principl es that have been w i d e l y  e n d orsed by the courts, 

by tax ad ministrators of other s t c i t e s ,  and by tax scholars 

and to adopt instead one of several new proposals. They 

have no d iffi culty in showing that these proposals would 

increase Alaska's tax collections, but they fail completely 

to sh ow that, they w i l l  come any closer to the ideal of 

taxing the "net income actually earned in Alaska," no more 

and no loss. A l a s k a  woul d be ill advised to w a r p  its tax 

structure away from the tried and true principl es simply 

to col lect more taxes from one type of business.

-3-
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Th e  removal from A l a s k a  of its oil and gas is c ompen s a t e d  

for throug h payments by oil and gas p r o d u c e r s  of the Oil and Gas

P r o p e r t i e s  P r o d u c t i o n  Tax. That tax has r e c e n t l y  been reviewed  

and amended by the L e g i s l a t u r e  to e nsure  that a p roper price is 

b e i n g  paid for the removal of these resources. C o n s i d e r a t i o n  of 

the t r e a t m e n t  of taxpayers u n d e r  the c o r p o r a t e  income tax t h e r e­

fore should be c o n s i d e r e d  ind ep e n d e n t l y  of c o n c e r n  about p rop er  

c o m p e n s a t i o n  to the state for the w i t h d r a w a l  of its natural 

resources.

II.

Alaska, as most states, uses the federal d e f i n i t i o n  of 

ta xable income under the c o r p orate  and p e r s o n a l  income taxes. 

Concern has been e x p r e s s e d  that erosion of federal taxable i n­

come has r e s u l t e d  in an i n a p p r o p r i a t e l y  small tax base for oil 

and gas p r o d u c e r s  under the A l a s k a  c o r p o r a t e  income tax. Examina 

tion of the items consi d e r e d  as e r o ding the fede ral base indicate 

that oil and gas p r o d u cers do n o t  receive a d i s p r o p o r t i o n a t e  

benefit. To single out oil and gas p r o d u c e r s  for the withdr a w a l  

of all deduc tions deemed e r o sions (whether or not peculiar to 

the oil and gas industry) means that the oil and gas industry 

in A l a s k a  will bear an excess burden, s h i f t e d  to them from other 

taxpayers who c o n t i n u e  to be able to r e c e i v e  those deductions.

A  study by C o n g r e s s m a n  Vanik i n v e s t i g a t i n g  the tax burden 

of m a j o r  c o rpora tions under the federal income  tax has been
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advance d as d e m o nstrating that oil and gas pro du c e r s  are paying 

a d i s p r o p o r t i o n a t e l y  low effective rate on their income to A l a s k a  

in compariso n to the rates paid by local taxpayers. T h e  V a n i k  

study, however, d e m onstrates p r i m a r i l y  that the f o reign tax 

c redit has been used to reduce the amou nt of taxes paid the U.S. 

A l a s k a  does not permit the foreign tax credit, nor does it grart  

ci d e d u c t i o n  for taxes paid on income to any government. T h e  r e­

sult th erefore is that oil and gas producers, and other m u l t i­

nationals, w o u l d  be p a y i n g  a higher p r o p o r t i o n a t e  effective; rate 

to A l a s k a  than to the federal government. The V a n i k  study t h e r e­

fore is an argument against the very proposal  that it has been 

used to advance.

Reform of the Corporate Income Tax by the A l a s k a  legisl ature 

to be fair must be r eform for all taxpayers.

III.

A state m a y  tax only the p o r t ion of the i ncome of a c o r p o r a­

tion to which it lias a suffici ent connection. T h e  m a n n e r  of 

d e t e r m i n i n g  h o w  much a state may tax used by a lmost all states is 

formulary apportionment. T a x a b l e  income for state p u r pose s is 

d eter mined by multiplyi ng taxable income by a formula of three 

fractions, called factors. The factors r e p r e sent the proportions 

respec t i v e l y  of property, payroll and sales o c c u r r i n g  in the 

taxing state to the total a mount  of property, p a y r o l l  and sales 

o c c u r r i n g  everywhere. The three fractions are t h e n  divided  by
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three to obtain an average p r o p o r t i o n  of acti vities o c c u rring  

w i t h i n  the taxing state to activities  everywhere. The largest

n u m b e r  of states, including Alaska, have adopted a m o d e l  lav; 

called the U n i f o r m  Di vision of Income for Tax Purposes Act to 

d e t e r m i n e  the income they may tax.

If states do not apply the same or s i milar m e th ods for 

d i v i s i o n  of income it is possible, even likely, that taxpayers 

will be subjected to tax on m o r e  or less than their total income. 

N o n u n i f o r m i t y  also causes t axpayers d i f f i c u l t i e s  in comp lying 

w i t h  the laws of n u m e rous states. Federal l e g i s l a t i o n  lias been 

p r o p o s e d  to r e qui re a u n i f o r m  formula by A c t  of Congress. Progres 

toward uniformity by the states has been at least one reason 

why no federal solution has as yet been imposed.

No special  u n iform app ort i o n m e n t  formulas have evol ved for 

oil and gas producers. The normal m a n n e r  of d i v i sion of income 

has b e e n  considc red a p p r o p r i a t e  to them. The usc of a special  

formula by one state to increase the. income taxable by that State 

m u s t  the refore necess a r i l y  result in overtaxation.

IV.

House Bill 322, which has been p assed by the House of R e p r e­

sentativ es w o u l d  impose a special formula on oil and gas producers 

in Alaska. The standard sales factor w o u l d  be e l i m i n a t e d  and an 

e x t r a c t i o n  factor s u b stituted for it. T h e  sales factor is justi­

fied b e cause sales arc r eq uisites to income and b e c a u s e  a state
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may exact a tax for m a i n t a i n i n g  an o r derl y m a r k e t  a nd p rotec t i n g  

the sales activiti es of a t a x p a y e r  and the cu stomers w h o  purchase  

goods from the taxpayer. The states have r e s is ted e l i m i n a t i o n  

of the sales factor ii. a federally p r o posed formula. Alaska, 

a m arket state, b e n e f i t s  u s u a l l y  from the e x i s t e n c e  of the sales 

factor. E l i m i n a t i o n  of sales for oil and gas p r o d u c e r s  is supported 

b y  no p l a u sable justification.

Th e  p r o p o s e d  extraction factor has no c o m p a r i s o n  in the 

apport i o n m e n t  formulas of other  states a p p lied to oil and gas 

producers. Had the e x t r a c t i o n  factor been s u b s t i t u t e d  for sales 

in the year 1975 the result w o u l d  have been subjec ting $53,000,000 

of the income of a limited n umber of oil and gas p r o d u c e r s  to 

double taxation.

The p r o posed extra c t i o n  factor has a d i m i n i s h i n g  connecti on  

rtth activities of taxpay ers not i n v o lvi ng the p r o c e s s i n g  and 

Sit! o k  o f  p e t r o l e u m  products. Q uestions of c o n s t i t u t i o n a l i t y  are 

raised for all, and for d i v e r s i f i e d  taxpayers two formulas w o u l d  

seem c l early required. This c r eates the p r o b l e m s  of separate 

accounting, disc ussed e l s e w h e r e  in the paper. The extrac t i o n  

factor w ould also requir e m a i n t e n a n c e  of e x t e n s i v e  records not used 

for business purposes. They w o u l d  be e x p e nsive  to m a i n t a i n  and 

di f f icult to audit.

Mouse Bill 322 also attempt s to include in the n u m e r a t o r s  

of the a p p o r t i o n m e n t  formula (which increase  the a mount of income
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taxable by Alaska) items c o n n ected to the Outer C o n t i n e n t a l  

Shelf. Congress has d e c la red that state tax laws should not 

apply to the Outer Con tin e n t a l  Shelf. Cali fornia w h i c h  has 

c onsidered the action c o n t e m p l a t e d  by House Dill 322 has 

determined that it is not permissible.

V.

A m ethod of d i v i d i n g  i nco me known as "separate accounting" 

has from time to time been forwarded for use by Alaska. The 

doctrine is an a t tempt to i d e ntify income w i t h  g e o g r a p h i c  areas 

Tt is the t h e o r e t i c a l  oppos ite of the use of a formula. F o r m u­

lary a p p o rtionment  has as its basis the inability to se gregate 

items g e o g r a p h i c a l l y  and the belief that total i n c o m e  of a cor­

poration is to be d i vi ded among the states. T a x p a y e r s  have 

attempted to avoid formulary a p p o r t i o n m e n t  and to \ise separate 

accounti ng by such pleas as d i s p r o p o r t i o n a t e l y  h i g h  costs in 

n taxing jurisdiction, r by o p e r a t i n g  through m u l t i p l e  c o r­

porations . It lias, ho\\ er, been d e m o n s t r a t e d  that higher  

cost in one state may yet p r oduce additional i ncome for the 

business, and some of that in come therefore is attrib u t a b l e  

to that state. Nor does the use of multiple c o r p o r a t i o n s  mean 

that application of a formula to total group income is improper  

the formula d e t e r m i n e s  how much of the total income is a t t r i­

butable. to activities of c o r p o r a t i o n s  that are c o n n e c t e d  with 

the taxing state. F o r m u l a r y  apport i o n m e n t  p e rmits the t a x a­

tion of w o r l d w i d e  income, separate accounting does not.
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Separate a c c o u n t i n g  is e x p e n s i v e  for the t a x p a y e r  and 

the state and requir es the c o n s t r u c t i n g  of h y p o t h e t i c a l  t r a n s­

actions, p e r m i t t i n g  the p o s s i b i l i t y  of t a x payer avoidance.

The main flaw of the d o c trine is that it ignores the i n t e r­

dependence of d i f f e r e n t  p o r t ions of a unitary business, and 

the values created by that i n t e g r a t i o n  of operations.

Separate a c c o u n t i n g  has been r e j e c t e d  by the o v e r w h e l m i n g  

m a j ority of s t udies and scholars that consid e r e d  the q u e s t i o n  

in m o d e r n  t i m e s .

Senate CS for CSHJ3 322 w hich w o u l d  impose a "net 

proceeds tax" bears some r e s e m b l a n c e  to separate a c c o u n t i n g  

in its use of h y p o t h e t i c a l  values and treat m e n t  of taxp ayers 

as thoug h they w e r e  e n g a g e d  in two separate businesses. It 

has a t t e mpted to a v o i d  the p o s s i b i l i t y  of tax payer m a n i p u­

lation b u t  in d o i n g  so has a r b i t r a r i l y  e l i m i n a t e d  d e d u c t i o n s  

connected to the p r o d u c t i o n  of income. In s e p a r a t i n g  oil and 

gas pr odu c t i o n  and p i p e l i n e  t r a n s p o r t a t ? o n  income in A l a s k a  

from w o r l d w i d e  o p e r a t i o n s  and d e n y i n g  the d e d u c t i o n s  m e n­

tioned it increa ses r e venue taxed by A l a s k a  on this p o r t i o n  

of ti taxpayer o p e r a t i o n  and apportions the b a l a n c e  of income 

from w o r l d w i d e  operat i o n s  by a special formula d e s i g n e d  also 

to m a x i m i z e  A l a s k a  revenue. The r esult must be d o ubl e t a x a­

tion, and for oil and gas p r o d u c t i o n  in A l a s k a  a pproac hes the 

taxation of gross receipts at income tax rates.
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Taxes tailored to in creased revenues from p r o d ucers 

operat ing in interstate commerce raise serious c o n s t i t u t i o n a l

questions. The U.S. Supreme C o u r t  has r e c e ntly stated the 

n e c e ssity to examine such t a i lo red taxes closely. Moreover, 

s peci alized tax t r e a tment by individual states reduces u n i­

formity and increases the p o s s i b i l i t y  of federal action. 

Di s c r i m i n a t i o n  against oil and gas produ cers makes it u n l i k e l y  

that those taxpayers w o u l d  a t t empt to e xpand their A l a s k a  o p e r a­

tions. The ultimate q u e stion for the legislature, however, is 

w h e t h e r  the bills w o u l d  r esult  in a tax structure for A l a s k a  

that is fair to the taxpay er and the state. The a t t e m p t  to 

increase revenue from the one class of taxpayers u n d e r  the 

circums tances i n v e s t i g a t e d  in this p a p e r  indicates that on 

this basis also the taxes should not be enacted.
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LEGISLATIVE AFFAIRS A GENCY

POUCH Y ■ STATE CAPITOL 

JUNEAU. ALASKA 9 9 8 ) t 

907-465-3800

May 6, 1978

M E M O R A N D U M

SUBJECT: Corporate Income Tax legislation - SCSCSHB 322

/
TO: The Honorable Kay/Pol and

FROM: Gregg K. Erickson
Director of Resell

/

Enclosed is a memorandun/receivejl' from the Alaska Public Utilities 
Commission responding to a muclrearlier request of mine concerning the 

fiscal impact on the Commission of the above cited legislation. They 
indicate that the total cost of carrying out their responsibilities 
under the bill in FY 79 would be about £33,000.

Under the draft committee substitute proposed by Senator Croft and the 
Administration, the fiscal impact on the Commission would presumably be 
zero, since all the auditing and determination responsibilities would be 

vested in the Department of Revenue. The Department is preparing a 
fiscal note on the Croft/Administration bill.

GKE:dh

Enclosure
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r°; r
Pan Knode
Information Officer
Division of Administrative Services

DATE:
April 5, 1978

FILE NO:

TELEPHONE NO:

FROM: Carolyn S. Guess SUBJECT: Comments on SCSCSHB 322
Commissioner A
Alaska Public Utilities Commission

Enclosed please find our comments on SCSCSHB 322. We were requested 
by Gregg Erickson to examine this committee substitute to see if it 
would change the fiscal impact on the Commission.

As you can tell from the research that Susan Knowles did, it will 
not change the fiscal impact on this Commission and, therefore, the 
original fiscal note should remain.

I understand that John Messenger of Revenue is coordinating comments 
in regard to the committee substitutes. Will you see that he gets a 
copy of our comments as well as transmitting, as quickly as possible, 
our comments to Gregg Erickson, noting please that we are responding 
to his request of over a month ago.

Thanks a lot.

CSG:lin
Enclosure
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The certification procedure prescribed under SCS CSHB 322, like its 
predecessor HB 145, involves a significant extension of the Conmission's 
responsibilities.

Section 43.20.069(b) defines taxable income primarily in terms of amounts 
presented on FPCT report forms and requires the APUC to certify that the 
calculation was made in accordance with FPC "principles" and regulations.
Firms which do not normally prepare FPC report forms in the manner 
envisioned by the proposed legislation would be required to do so for 
certification purposes. Section 42.05.502 directs the Commission to 
review the accounts of the carrier and to cetj^ify that net pipeline 
income submitted under proposed AS 43.20.069''“ is in accordance with 
APUC regulations. In addition, the net income so defined was intended 
to coincide as nearly as possible with the definition of income used in 
establishing rates. Under both sections the Coamission is responsible 
for identifying deficiencies and, if possible, providing a report of the 
true and correct income.

Having summarized those components of the proposed legislation which it 
believes have the greatest probable impact, the Commission offers the 
following Garments. First, there is a potential for two different 
definitions of terxable income arising under the aforementioned sections 
of the statutes, one based on FPC report forms and one based on APUC 
regulations. A  similar dichotomy may exist between net income for tax 
purposes and that f c rate-making purposes. The Comuission believes 
that it would be i the public interest for the legislature to make the 
definition uniform in all sections. Second, the thorough knowledge of 
FPC principles and regulations discussed in the legislation will involve 
a greater conmLtment to monitoring the FPC than is currently required.
Third, it is apparent that the legislature's intent is for the APUC to 
more than simply rubber stamp figures provided by gas pipeline canpanies.
In this light, the certification procedure appears to be akin to issuing 
an independent audit opinion and will require comparable standards of 
review and expertise. Additionally, the Caimission is constrained to 
issue a certificate of compliance or deficiency within 45 days from 
receipt of a request of a pipeline carrier.

Given the Commission's workload, satisfactory performance of the certification 
responsibility will necessitate hiring a staff person with specialized 
knowledge of tax accounting. The alternative of developing in-house 
expertise and diverting limited staff resources to certification would 
dilute effective performance of existing regulatory responsibilities.
Therefore, the fiscal note attached to HB 145 applies to SCSCSHB 322.

*  It is presumed that the legislature will modify all references to the 
FPC to the Federal Energy Regulatory CoiTmission (FERC).

The Commission believes that this is a drafting error and should be 
AS 43.20.068. The latter wall be assumed in further comments.
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S U B J E C T : M e m b e r s h i p  in t h e  M u l t i s t a t e  T a x  C o m p a c t  

(Work O r d e r  No. 4448)

TO: G r e g g  K. E r i c k s o n  

D i r e c t o r

D i v i s i o n  o f  R e s e a r c h  S e r v i c e s

F R O M : R a n d o l p h  B e r r y  

L e g i s l a t i v e  C o u n s e l

T h e  q u e s t i o n  p r e s e n t e d  is w h e t h e r  A l a s k a  w i l l  b e  a b l e  t o  r e t a i n  its 

m e m b e r s h i p  i n  t h e  M u l t i s t a t e  T a x  C o m p a c t  s h o u l d  C S  M B  322 (Oil a n d  Gcis 

C o r p o r a t e  F r a n c h i s e  Tax) o r  S C S  CSIIB 32 2 ( Separate A c c o u n t i n g )  or a  

" 4 t h - f a c t o r "  a p p r o a c h  t o  m u l t i s t a t e  o i l  c o m p a n y  t a x a t i o n  b e  a d o p t e d .

T h e  s t a t e d  p u r p o s e s  o f  the M u l t i s t a t e  Tc\x C o m p a c t ,  c o n t a i n e d  i n  A r t i c l e  I 

o f  th e c o m p a c t ,  a r e  a s  fo ll o w s :

1. F a c i l i t a t e  p r o p e r  d e t e r m i n a t i o n  o f  s t a t e  a n d  l o c a l  t a x  l i a b i l i t y  

o f  m u l t i s t a t e  t a x p a y e r s ,  i n c l u d i n g  the e q u i t a b l e  a p p o r t i o n m e n t  o f  

t a x  b a s e s  a n d  s e t t l e m e n t  o f  a p p o r t i o n m e n t  d i s p u t e s .

2. P r o m o t e  u n i f o r m i t y  o r  c o m p a t i b i l i t y  in s i g n i f i c a n t  c o m p o n e n t s  

o f  t a x  sy st ems .

3. F a c i l i t a t e  t a x p a y e r  c o n v e n i e n c e  a n d  c o m p l i a n c e  in t h e  f i l i n g  o f  

t a x  r e t u r n s  a n d  in o t h e r  p h a s e s  o f  tax a d m i n i s t r a t i o n .

4. A v o i d  d u p l i c a t i v e  t a x a t i o n .

T h e  p r i m a r y  m e c h a n i s m  b y  w h i c h  th e c o m p a c t  is d e s i g n e d  t o  a c h i e v e  a 

u n i f o r m  m a n n e r  o f  a p p o r t i o n m e n t  a n d  a l l o c a t i o n  o f  t a x  l i a b i l i t y  of 

m u l t i s t a t e  b u s i n e s s  t a x p a y e r s  b e t w e e n  s t a t e s  is t h r o u g h  t h e  u s e  of  t h e  

t h r e e - f a c t o r  f o r m u l a  b a s e d  on  p r o p e r t y  p a y r o l l  a n d  s a l e s  s e t  o u t  in t h e  

U n i f o r m  D i v i s i o n  o f  I n c o m e  f o r  T a x  P u r p o s e s  A c t  ( U D I T P A ) , w h i c h  is 

i n c o r p o r a t e d  a s  A r t i c l e  IV o f  t h e  c o m p a c t .
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H o w e v e r ,  t h e  a b i l i t y  o f  a  t a x p a y e r  to u t i l i z e  a p p o r t i o n m e n t  a n d  a l l o c a t i o n  

u n d e r  t h e  f o r m u l a  o f  t h e  U D I T P A  a nd t h e  c o m p a c t  is  n o t  w i t h o u t  p r o v i s i o n  

f o r  e x c e p t i o n .  S e c t i o n  18 o f  A r t i c l e  IV of  t h e  c o m p a c t  r e a d s  a s  f o l l o w s :

18. If t h e  a l l o c a t i o n  a n d  a p p o r t i o n m e n t  p r o v i s i o n s  o f  t h i s  A r t i c l e  

d o  n o t  f a i r l y  r e p r e s e n t  t h e  e x t e n t  of t h e  t a x p a y e r 1s  b u s i n e s s  

a c t i v i t y  i n  t h i s  s ta t e ,  the t a x p a y e r  m a y  p e t i t i o n  f o r  or t h e  t a x  

a d m i n i s t r a t o r  m a y  r e q u i r e , in r e s p e c t  to a l l  o r  a n y  p a r t  o f  t h e  

t a x p a y e r ' s  b u s i n e s s  a c t i v i t y ,  if r e a s o n a b l e :

(a) s e p a r a t e  a c c o u n t i n g ;

(b) t h e  e x c l u s i o n  o f  a n y  o r  m o r e  o f  th e f a c t o r s ;

(c) t h e  inclir ion o f  o n e  o r  m o r e  a d d i t i o n a l  f a c t o r s  w h i c h

w i l l  f a i r l y  r e p r e s e n t  the  t a x p a y e r ' s  b u s i n e s s  a c t i v i t y  in this 

s ta t e ;  o r

(d) t h e  e m p l o y m e n t  o f  a n y  o t h e r  m e t h o d  t o  e f f e c t u a t e  an  

e q u i t a b l e  a l l o c a t i o n  a n d  a p p o r t i o n m e n t  o f  the  t a x p a y e r ' s  incom e.  

(E m p h a s i s  S u p p l i e d )

T h u s ,  w h e r e  th e stiitc t a x  a d m i n i s t r a t o r  d e t e r m i n e s  t h a t  t h e  a l l o c a t i o n  

a n d  a p p o r t i o n m e n t  f o r m u l a  o f  th e c o m p a c t  d o e s  n o t  f a i r l y  r e p r e s e n t  n 
t a x p a y e r ' s  b u s i n e s s  i n  A l a s k a ,  he  m a y  e m p l o y  a d i f f e r e n t  m e t h o d  of 

a l l o c a t i n g  t h e  t a x p a y e r ' s  i nc om e,  r a t h e r  tha n a l l o w i n g  t h e  t a x p a y e r  to 

u s e  t h e  c o m p a c t  f o r m u l a .

In b o t h  CSI1I3 322 a n d  S C S  C S H B  322, t h e r e  is a  s t a t e d  l e g i s l a t i v e  f i n d i n g

t o  the e f f e c t  t h a t  t h e  t h r e e - f a c t o r  f o r m u l a  c o n t a i n e d  i n  t h e  U D I T P A  d o e s  /

n o t  f u l l y  r e f l e c t  b u s i n e s s  a c t i v i t y  o r  c o r p o r a t e  i n c o m e - p r o d u c i n g  a c t i v i t y  

in  t h e  s t a t e  o f  m u l t i s t a t e  c o r p o r a t i o n s  e n g a g e d  in  t he  e x t r a c t i o n ,  

t r a n s p o r t a t i o n  a n d  r e f i n i n g  o f  o i l  a n d  gas.

A l t h o u g h  in t hi s  s i t u a t i o n  the d e t e r m i n a t i o n  t h a t  t h e  a l l o c a t i o n  a n d  

a p p o r t i o n m e n t  p r o v i s i o n s  o f  th e c o m p a c t  "do n o t  f a i r l y  r e p r e s e n t  t he  

e x t e n t  of  the t a x p a y e r ' s  b u s i n e s s  in t h e  s t a t e "  is b e i n g  m a d e  l e g i s l a t i v e l y ,  

a n d  the l e g i s l a t i v e  p r o c e s s  is  b e i n g  u s e d  as t h e  " s t a t e  t a x  a d m i n i s t r a t o r "  

r a t h e r  t han the c a s e - b y - c a s e  j u d g m e n t  o f  the C o m m i s s i o n e r  o f  R ev en ue ,

Ihis s h o u l d  n o t  l o g i c a l l y  a f f e c t  the o u t c o m e  o f  t h e  q u e s t i o n  i nv o l v e d .

If the U D I P T A  a l l o c a t i o n  a n d  a p p o r t i o n m e n t  f o r m u l a  i s  d e t e r m i n e d  to n o t  

f a i r l y  r e f l e c t  b u s i n e s s  a c t i v i t y  in the s t a t e  b y  m u l t i s t a t e  o i l  a n d  g a s  

c o r p o r a t i o n s ,  t h e n  t h e  c o m p a c t  b y  its o w n  t e r m s  p r o v i d e s  a  l i s t  of 

a l t e r n a t e  m e t h o d s  o f  a l l o c a t i n g  a n d  a p p o r t i o n i n g  i n c o m e  f o r  s u c h  t a x p a y e r s  

w h i c h  w o u l d  i n c l u d e  t h e  t h r e e  p r o p o s e d  m e t h o d s  a s  p e r m i s s i b l e  a l t e r n a t i v e s .
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T o  d at e,  t h e r e  h a v e  n o t  b e e n  a n y  A l a s k a n  c a s e s  i n t e r p r e t i n g  o r  d e f i n i n g  

t h e  s c o p e  a n d  l i m i t s  o f  A r t i c l e  IV, s e c t i o n  18 o f  t h e  c o m p a c t ,  so  i t  i s  

n e c e s s a r y  to l o o k  to o t h e r  j u r i s d i c t i o n s  for a s s i s t a n c e  i n  i n t e r p r e t i n g  

t h e  s t a t e ' s  a u t h o r i t y  u n d e r  t h e  c o m p a c t  to u t i l i z e  a l t e r n a t e  m e t h o d s  o f  

a l l o c a t i n g  a n d  a p p o r t i o n i n g  i n c o m e  o f  m u l t i s t a t e  b u s i n e s s e s .

T h e  m a j o r i t y  o f  c a s e s  o f  n o t e  in r e c e n t  y e a r s  d e a l i n g  w i t h  t h e  q u e s t i o n  

o f  s e p a r a t e  a c c o u n t i n g  v e r s u s  s t a t u t o r y  a l l o c a t i o n  u n d e r  U D I T P A  h a v e  

h i n g e d  o n  t h e  i s s u e  of w h e t h e r  t h e  b u s i n e s s  in q u e s t i o n  w a s  u n i t a r y  o r  

n o n - u n i t a r y ,  w i t h  t h e  o u t c o m e  o f  t h i s  i s s u e  b e i n g  p r e s u m e d  t o  b e  d e t e r m i n a t i v e  

o f  t h e  q u e s t i o n  o f  w h e t h e r  s e p a r a t e  a c c o u n t i n g  w a s  p e r m i s s i b l e  o r  r e q u i r e d .

T h e  c o n c e p t  o f  " u n i t a r y  b u s i n e s s "  a c t i v i t y  is a j u d i c i a l l y  d e v e l o p e d  

c o n c e p t  u t i l i z e d  b y  t h e  c o u r t s  in d e t e r m i n i n g  w h e t h e r ,  a n d  t h e  e x t e n t  t o  

wl«-ch, a  b u s i n e s s  h a s  i n c o m e  w h i c h  is s u b j e c t  to f o r m u l a  a p p o r t i o n m e n t  

u n d e r  t h e  c o m p a c t ,  U D I T P A ,  o r  o t h e r  s t a t e  s t a t u t e s  r e q u i r i n g  o r  a l l o w i n g  

a p p o r t i o n m e n t  o f  i n c o m e  f r o m  m u l t i s t a t e  b u s i n e s s  a c t i v i t y .  W h e r e a s  t h e  

l a n g u a g e  a n d  a p p l i c a t i o n  o f  t h e  U D I T P A  a n d  U D I T P A  t y p e  t h r e e - f a c t o r  

f o r m u l a s  h a s  b e e n  c o m p a r a t i v e l y  u n i f o r m  o n c e  it i s  d e t e r m i n e d  t h a t  a  

b u s i n e s s  h a s  m u l t i s t a t e  b u s i n e s s  i n c o m e  s u b j e c t  to f o r m u l a r y  a p p o r t i o n m e n t ,  

t h e  d e f i n i t i o n s  a n d  t e s t s  o f  w h a t  c o n s t i t u t e s  a " u n i t a r y  b u s i n e s s "  

sxibject t o  f o r m u l a r y  a p p o r t i o n m e n t  v a r y  s u b s t a n t i a l l y  f r o m  o n e  j u r i s d i c t i o n  

to  t h e  n e x t ,  p r o d u c i n g  what: a p p e a r  to b e  i n c o n s i s t e n t  r e s u l t s  in t h e  

a p p l i c a b i l i t y  o f  U D I T P A .  (An e x t e n s i v e  d i s c u s s i o n  o f  th e c o n c e p t  o f  

" u n i t a r y  b u s i n e s s "  is n o t  n e c e s s a r y  f o r  p u r p o s e s  o f  t h i s  m e m o r a n d u m ,  b u t  

w i l l  b e  c o v e r e d  in a s e p a r a t a  m e m o r a n d u m .  Fo r p u r p o s e s  o f  t h i s  m e m o r a n d u m ,  

i t  i s  s u f f i c i e n t  to s a y  t h a t  if a p a r t i c u l a r  m u l t i s t a t e  b u s i n e s s  a c t i v i t y  

is  n o t  " u n i t a r y , "  t h e n  t he  U D I T P A  f o r m u l a  is n o t  a p p l i c a b l e  a n d  w e  w o u l d  

n o t  r e a c h  th e q u e s t i o n  p r e s e n t e d  in t h i s  m e m o r a n d u m . )

I n  S u p e r i o r  O i l  C o m p a n y  v. F r a n c h i s e  .ax Board, 3 B G  P . 2d 33 (Cal. 1 9 6 3 )  

a n d  t h e  c o m p a n i o n  c a s e  H o n o l u l u  O i l  C o rp. v. F r a n c h i s e T a x  B o a r d , 3 8 6  

P . 2d 4 0  (Cal. 1963) the C a l i f o r n i a  F r a n c h i s e  T a x  B o a r d  w a s  s e e k i n g  t o  

i m p o s e  s e p a r a t e  a c c o u n t i n g  o n  m u l t i s t a t e  o i l  c o m p a n i e s ,  a r g u i n g  i n  b o t h  

c a s e s  L h a t  the c o m p a n i e s  w e r e  n o t  t r u e  " i n t e g r a t e d "  o i l  c o m p a n i e s ,  a n d  

t h a t  th e c o m p a r a t i v e l y  p r o f i t a b l e  C a l i f o r n i a  o p e r a t i o n s  s h o u l d  n o t  b e  

s u b j e c t  t o  a l l o c a t i o n  u n d e r  t h e  s t a t u t o r y  f or mu la . In  b o t h  c a s e s ,  t h e  

C a l i f o r n i a  S u p r e m e  C o u r t  o v e r r u l e d  t h e  B o a r d ' s  c o n t e n t i o n  t h a t  the  

c o m p a n i e s '  o p e r a t i o n s  w e r e  n o t  u n i t a r y  in natur e, a n d  c o n c l u d e d  t h a t  t h e  

c o m p a n i e s  w o r e  a u t h o r i z e d  to u s e  f o r m u l a r y  a l l o c a t i o n .  H o w e v e r ,  no  

c o n t e n t i o n  w a s  a r g u e d  in e i t h e r  c a s e  t h a t  ev e n  if the c o m p a n i e s  w e r e  

d e t e r m i n e d  to b e  u n i t a r y ,  the a l l o c a t i o n  f o r m u l a  n o n e t h e l e s s  d i d  n o t  

f a i r l y  r e f l e c t  b u s i n e s s  a c t i v i t y  in the state.

V
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It  s h o u l d  b e  n o t e d  in the  S u p e r i o r  c a s e  t h a t  S u p e r i o r  o p e r a t e d  in 

e i g h t  o t h e r  s t a t e s ,  s h o w e d  l o s s e s  f r o m  i t s  o p e r a t i o n s  i n  s i x  of t h e  

e i g h t  s t a t e s  a n d  u t i l i z e d  s e p a r a t e  a c c o u n t i n g  in s e v e n  o f  t h e s e  s t a t e s ,  

i n c l u d i n g  t h e  s i x  in w h i c h  it  s h o w e d  loss es . U s e  o f  f o r m u l a r y  a p p o r t i o n m e n t  

b y  S u p e r i o r  a l l o w e d  it  to a l l o c a t e  a p o r t i o n  of  t h e s e  l o s s e s  t o  i n c o m e  

a r i s i n g  f r o m  i t s  o p e r a t i o n s  i n  C a l i f o r n i a .

In c o n t r a s t ,  in W e b b  R e s o u r c e s ,  I n c. v. M c C o y  (401 P. 2d 879, K a n s a s  1 9 6 5 )  

t h e  K a n s a s  S u p r e m e  C o u r t  d e t e r m i n e !  t h a t  W e b b ' s  m u l t i s t a t e  o i l  b u s i n e s s  

w a s  n o t  s u b j e c t  t o  s t a t u t o r y  a p p o r t i o n m e n t ,  b u t  r a t h e r  i t s  K a n s a s  o i l  

p r o d u c t i o n  w a s  s u b j e c t  to s e p a r a t e  a c c o u n t i n g .  B u t  t h i s  c as e,  l i k e  

S u p e r i o r , w a s  d e c i d e d  o n  t h e  b a s i s  o f  w h e t h e r  t h e  b u s i n e s s  a c t i v i t y  w a s  

u n i t a r y  i n  nature."

T h e r e  is, h o w e v e r ,  a  r e c e n t  U t a h  c a s e  u n d e r  th e U D I T P A  i n v o l v i n g  t h e  

s a m e  l a n g u a g e  a s  s e c t i o n  18, a n d  a b u s i n e s s  a c t i v i t y  r o u g h l y  a n a l o g o u s  

t o  o i l  p r o d u c t i o n ,  in  w h i c h  the c o n t e n t i o n  w a s  a r g u e d  a n d  t h e  d e c i s i o n  

m a d e  o n  t h e  b a s i s  o f  w h e t h e r  the s t a n d a r d  t h r e e - f a c t o r  f o r m u l a  f a i r l y  

r e p r e s e n t e d  t h e  t a x p a y e r ' s  b u s i n e s s  i n  the state. (K e n n c c o t t  C o p p e r  

Co rp . v. S t a t e  T a x  C o m m . , 4 9 3  P . 2d 632, 1972) K e n n c c o t t  C o p p e r  C o r p o r a t i o n  

a n d  s u b s i d i a r y  c o r p o r a t i o n s  o w n e d  cind o p e r a t e d  m i n i n g  p r o p e r t i e s  in 

U t a h ,  w i t h  v i r t u a l l y  t h e  e n t i r e  p r o d u c t i o n  o f  t h e  m i n i n g  p r o p e r t i e s  

b e i n g  s o l d  a n d  d e l i v e r e d  t o  p u r c h a s e r s  o u t  o f  st at e.  U n d e r  t he  U D I T P A  

f o r m u l a ,  f o r  the  t a x  y e a r s  19 6 7  a n d  1968, K c n n e c o t t  h a d  p r o p e r t y  f a c t o r s  

o f  4 2 . 4 6  a n d  3 5 . 6 5  p e r  c e n t  a n d  p a y r o l l  f a c t o r s  o f  4 2 . 8 8  a n d  3 3 . 3 6  p e r  

c e n t ,  resjjectively. B u t  t h e  s a l e s  f a c t o r  fo r 1 9 6 7  s h o w e d  s a l e s  in t h e  

s t a t e  o f  $ 3 . 3  m i l l i o n  o n  t o t a l  s a l e s  e v e r y w h e r e  o f  $397  m i l l i o n  a n d  

r e s u l t e d  i n  a n  a p p o r t i o n m e n t  f r a c t i o n  o f  0.8 3 p e r c e n t .  T h e  19 6 8  s a l e s  

a p p o r t i o n m e n t  f r a c t i o n  w a s  0 . 5 6 8  p e r c e n t .  Y e t  f o r  p u r p o s e s  o f  c o m p u t i n g  

i t s  d e p l e t i o n  a l l o w a n c e  for 1967, K c n n e c o t t  r e p o r t e d  g r o s s  r e c e i p t s  f o r  - 

s a l e s  f r o m  .its U t a h  d i v i s i o n  o f  $158 m i l l i o n .  T h e  U t a h  t a x  c o m m i s s i o n  

c o n c l u d e d  u n d e r  t h e  s a m e  l a n g u a g e  as  c o n t a i n e d  in A r t i c l e  IV, s e c t i o n  1 0  

o f  the c o m p a c t  t h a t  t h e  U D I T P A  a l l o c a t i o n  a n d  a p p o r t i o n m e n t  f o r m u l a  d i d  

n o t  f a i r l y  r e p r e s e n t  th e e x t e n t  o f  K c n n e c o t t ' s  b u s i n e s s  a c t i v i t y  in 

Uta h,  a n d  m a d e  i t s  o w n  d e t e r m i n a t i o n  a n d  a l l o c a t i o n  o f  i n c o m e  a t t r i b u t a b l e  

t o  b u s i n e s s  a c t i v i t y  in the state. In K c n n e c o t t  C o p p e r  C o r p .  v. S t a t e 

T a x  C o m m i s s i o n, 4 9 3  P . 2d 632  (.1972) t h e  U t a h  S u p r e m e  C o u r t  u p h e l d  the 

ta x c o m m i s s i o n ,  s t a t i n g  t h a t  the c o m m i s s i o n  w a s  a u t h o r i z e d  u n d e r  t h e  

U D I T P A  to d e p a r t  f r o m  the f o r m u l a  a n d  a d o p t  a n o t h e r  m e t h o d  t o  m a k e  i t s  

o w n  a l l o c a t i o n  i f  t h e  a p p o r t i o n m e n t  p r o v i s i o n s  o f  t h e  U n i f o r m  A c t  d o  n o t  

f a i r l y  r e p r e s e n t  t h e  t a x p a y e r ' s  b u s i n e s s  a c t i v i t y  in the state.

A d d i t i o n a l l y ,  o f  n o t e  .is the c a s e  o f  T e x a s  Co. v. C o o p e r  ( 07 S o  2d 6 8 7 ,

La. 1959) w h i c h  s q u a r e l y  p r e s e n t e d  the q u e s t i o n  o f  w h e t h e r  t he  s t a t u t o r y  

t h r e e - f a c t o r  f o r m u l a  f a i r l y  a l l o c a t e d  to L o u i s i a n a  i n c o m e  f r o m  o i l
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p r o d u c e d  in t h e  s t a t e  b u t  s o l d  o u t  o f  state. A l t h o u g h  n o t  d e c i d e d  u n d e r  

U D I T P A ,  t h e  f o r m u l a  u s e d  b y  L o u i s i a n a  c o n t a i n e d  t h e  s a m e  f a c t o r s ,  ancl 

t h e  i s s u e s  w e r e  t h e  s a m e  a s  w o u l d  h a v e  a r i s e n  u n d e r  U D I T P A .  T h e  L o u i s i a n a  

s t a t u t e s  p l a c e  t h e  b u r d e n  o f  s h o w i n g  " m a n i f e s t  u n f a i r n e s s "  o f  t h e  

s t a t u t o r y  t h r e e - f a c t o r  f o r m u l a  o n  t h e  p a r t y  s e e k i n g  t o  u s e  s e p a r a t e  

a c c o u n t i n g ,  a n d  i n  t h i s  c a s e  t h e  c o u r t ,  a f t e r  e x t e n s i v e  d i s c u s s i o n ,  h e l d  

t h a t  t h e  t a x  c o m m i s s i o n e r  h a d  m e t  the b u r d e n  of s h o w i n g  t h a t  t h e  s a l e s -  

o r i e n t c d  t h r e e - f a c t o r  f o r m u l a  d i d  n o t  f a i r l y  r e f l e c t  t h e  e x t e n t  o f  

i n c o m e  a t t r i b u t a b l e  t o  o i l  p r o d u c t i o n  in Louisiana..

I n  v i e w  o f  t h e  a b o v e  d i s c u s s i o n ,  t h e  a n s w e r  to  t h e  q u e s t i o n  a t  h a n d  o f  

w h e t h e r  t h e  a d o p t i o n  b y  A l a s k a  o f  e i t h e r  C S H B  322 o r  S C S  C S H B  322  o r  a  

" 4 t h - f a c t o r "  a p p r o a c h  w o u l d  j e o p a r d i z e  A l a s k a’s m e m b e r s h i p  i n  t h e  M u l t i ­

s t a t e  T a x  Compcict a p p e a r s  t o  b e  "no". If, as  started i n  t h e  l e g i s l a t i v e  

f i n d i n g s  i n c o r p o r a t e d  i n  e a c h  b i l l ,  t h e  U D I T P A  t h r e e - f a c t o r  f o r m u l a  d o e s  

n o t  f a i r l y  r e f l e c t  th** e x t e n t  o f  b u s i n e s s  a c t i v i t y  c o n d u c t e d  i n  t h e  

s t a t e  b y  m u l t i s t a t e  o i l  c o r p o r a t i o n s ,  w h i c h  is t h e  f o u n d a t i o n  u p o n  w h i c h  

b o t h  o f  t h e  a b o v e  b i l l s  a r e  p r e d i c a t e d ,  t h e n  t h e - a d o p t i o n  o f  e i t h e r  b i l l  

o r  o f  ci " 4 t h - f a c t o r "  cipproach w o u l d  b e  e n t i r e l y  c o n s i s t e n t  o f  t h e  c o m p a c t ,  

a n d  c o u l d  n o t  b e  v i e w e d  as a b r e a c h  b y  t he s t a t e  o f  i t s  a g r e e m e n t s  u n d e r  

t h e  c o m p a c t .

R B : j p d

AGO 547872



T A X  B U R D E N  C O M P A R I S O N

I. Taking the A rthu r A n d e r s o n  Approach, but u sing a

sensitivity analysis to determine  the extent to w hich  

the relative tax b u rde n r a n k i n g  is influenced by various 

assumptions employed such as market price and t r a n s p o r­

tation charges.

II. Expand the scope of the A r t h u r  A n d e r s o n  a p p r o a c h  to

include all fields and a ctivities in the state such as 

Cook Inlet and gas along w i t h  potential  devel o p m e n t  of 

marginal fields such as K u parik and Lisburne.

III. Develop figures from each state showing gross oil and 

gas production, w e l l h e a d  values, total tax payments. 

Then compute tax payments as a percentage of total 

wellhead value and as a p ercentage  of per b arrel p r o­

duction. Also, if data is a vailable take tax payments 

as a percentage of net profit per barrel in each state.
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907 465-3800

M E M O R A N D U M  April 1, 1978

SUBJECT: SCS CSHB 322 and tke~'Miiltistate Compact

TO: The Honorable Kay\Po/and

FROM: Gregg K. Erickson
Director of Reseat

Several weeks ago, Mr. John Warren testified before your committee and 

suggested that adoption of the Senate committee substitute for HB 322 

would jeopardize Alaska's membership in the Multistate Tax Compact. As 

you requested at that time, an analysis of these assertions has been 

prepared and is enclosed herewith (memorandum of March 31 from Mr. Berry 
to me). A January 26 memorandum on the same subject ' also enclosed.
An even earlier memorandum is available in our files.

All these memoranda indicate fairly clearly that adoption of either tne 

proposed or existing Senate committee substitutes for HB 322 would not 
jeopardize the state's membership in the multi state compact. The last 
paragraph of each memorandum contains a fairly concise summary of its 

findings.

Please let us know if you wish to have these memoranda circulated to 

other members, or if you believe additional work is needed in this area.

GKE:jm 
Attachments
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LEGISLATIVE AFFA IRS A GENCY
M E M O R A N D U M  M a r c h  31, 1978

SUBJECT:

TO:

FROM:

M e m b e r s h i p  in the M u l t i s t a t e  T a x  Compac t 
(Work Order No. 4448  - Part II)

Gregg K. E r i c k s o n  
D i r e ctor
D i v i s i o n  of R e s e a r c h  Services

R a n d o l p h  Be rry 
L e g i s l a t i v e  C o unsel

The q u e s t i o n  continues to be r a i s e d  as to the effect on 
A l a s k a ' s  m e m b e r s h i p  in the m u l t i s t a t e  compact of the e n­
actment b y  A l a s k a  of a s t a t u t e  m a n d a t i n g  specific a c c o u n t i n g  
and a l l o c a t i o n  of income m e t h o d s  for corporations e n g a g e d  in 
the p r o d u c t i o n  of oil and gas in the state.

As this q u e s t i o n  has b e e n  r a i s e d  and d i s c u ssed b y  various  
l e g i s l a t i v e  and industry c o n s u l t a n t s  w i t h  i n c o n s i s t e n t  or 
c o n f l i c t i n g  answers, it is felt that it w o u l d  be w o r t h w h i l e  
to c o n t i n u e  a n d  elaborate on m y  m e m o r a n d u m  on that subject, 
dated A p r i l  28, 1976, to G r e g g  Erickson, w i t h  an attempt to 
c l ari fy the c u rrent state of the law and the p r a c t i c e  of 
a l l o c a t i o n  o f  income from oil p r o d u c t i o n  in other oil 
p r o d u c i n g  states.

There a r e  p r e s e n t l y  n i n e t e e n  states w h i c h  have a d o p t e d  or 
j o i n e d  the M u l t i s t a t e  T a x  C o m pa ct (referred to h e r e i n a f t e r  
simply as the " c o m p a c t " ) .1/ Of the twelve m a j o r  oil p r o d u c i n g  
states, 2/ six in a d d ition to A l a s k a  have j o i n e d  the compact  3/ 
and five h a v e  n o t . 4/ Of these same twelve oil p r o d u c i n g  
states, ten h a v e  income taxes on c o r p orate income; 5/ and of 
these ten, s i x  are m e mbers of the compact. 6/ Of the six 
oil p r o d u c i n g  states, in only thiee has there b e e n  l i t i g a t i o n  
on the issue of a l l o c a t i o n  of i ncome  from e xtractive  i n d ustry 
un d e r  the compact or U D I T P A  f o r m u l a  versus separate a c c o u n t i n g  
or o t h e r  m o d i f i c a t i o n  of the s t a t u t o r y  formula. The l i t i g a t i o n  
in two of these states 7/ i n v o l v e d  section 18 of A r t i c l e  IV 
(the " r eli ef provision'^, in the third, the li tiga t i o n  
turned on the issue of w h e t h e r  or not the busines s was 
u n i t a r y  in nature, 8/ and the " r e l i e f  p r o v i s i o n "  was not 
r a i s e d  b y  e i t h e r  side.
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Of the four s i g n i f i c a n t  oil p r o d u c i n g  states w h i c h  do not 
b e l o n g  to the c o m p a c t  b u t  do impose an incom e tax on c o r p­
orations w i t h  s t a t u t o r y  a l l o c a t i o n  f o r m u l a s , 9/ one n o w  has 
a statute w h i c h  s p e c i f i c a l l y  provide s that "the income from 
oil p r o d u c t i o n  shall b e  a l l o c a t e d  a c c o r d i n g  to the location 
of the p r o d u c i n g  p r o p e r t y . "  1 0 / In a second, the court has 
u p h e l d  the r e q u i r e m e n t  of separate a c c o u n t i n g  for oil produc t i o n  
on the g r o u n d  that the s t a t utory t h r e e - f a c t o r  formula is 
m a n i f e s t l y  u n f a i r  to the state. 11/ In the other two, no 
cases i n v o l v i n g  d e p a r t u r e  from the s t a t u t o r y  formula w as 
found. Thus it can b e  seen that there is c u r r e n t l y  a wide 
d i s p arity  of a l l o c a t i o n  p r o v i s i o n  and  p r a c t i c e  eve n in the 
twelve states w i t h  the m o s t  signific ant oil production.

In c o n s i d e r i n g  r h e c h e r  separate  a c c o u n t i n g  is p e r m i t t e d  to 
be u s e d  or m a y  b e  i m p o s e d  by a compact state on a business 
taxpayer i n v o l v e d  in b u s iness a c t i v i t y  in m o r e  than one 
state, it s h o u l d  b e  b o r n e  in m i n d  that the d e t e r m i n a t i o n  
m a y  occur in two stages; and either stage m a y  r e s u l t  in a 
d e c i sion that s e p a r a t e  a c c o u n t i n g  is p e r m i s s i b l e  (or conversely 
that the p a r t y  r e q u e s t i n g  separate a c c o u n t i n g  has not made 
the n e c e s s a r y  s h o w i n g ) .

The first s tage turns on the q u e s t i o n  of w h e t h e r  the business 
a c t i vity in the p a r t i c u l a r  state is s e p a r a t e  in n a t u r e  from 
the taxpayer's b u s i n e s s  act ivity in o t h e r  states, or w h e t h e r  
it is part of a " u n i t a r y "  business. The d e f i n i t i o n  of what 
is a "unitary" b u s i n e s s  varies  f r o m  state to state, w h i c h  
has lead to i n c o n s i s t e n c i e s  b e t w e e n  m e m b e r  states in the 
a p p l i c a t i o n  of the m u l i t s t a t e  compact. H owever, for a rough 
w o r k i n g  definition, one m i g h t  say that a u n i t a r y  busi n e s s  is 
one in w h i c h  the b u s i n e s s  activiti es o f  the tax payer in 
several states are so i n t e r r e l a t e d  that each  part is dependent 
on the parts o c c u r r i n g  in other states.

If the b u s i n e s s  a c t i v i t y  is unitary, then the compact p r o­
visions w o u l d  be a p p l i c a b l e  to that b u s i n e s s  activity, and 
a l l o c a t i o n  w o u l d  o c c u r  u n d e r  the t h r e e - f a c t o r  formula, unless 
r e l i e v e d  u n d e r  the s econd stage of the determination.
If. on the o t h e r  hand, the taxpayer's b u s i n e s s  a c t i v i t y  in 
the p a r t i c u l a r  state is essent i a l l y  s e p a r a t e  and distinct 
from his a c t i v i L y  in oth er states, then s e p arate a c c o u n t i n g  
w o u l d  be appropriat e, and the compact f o r m u l a  w o u l d  not be 
a p p l i c a b l e .
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If the business  a c t i v i t y  falls w i t h i n  the d e f i n i t i o n  of 
"unita ry" as in effect in the p a r t i c u l a r  state, s e p a r a t e  
a c c o u n t i n g  m a y  still be p e r m i s s i b l e  for, or r e q u i r e d  of, 
that b u s iness  t a x payer if it is determined, u n d e r  the 
" r e l i e f  p r o v i s i o n , "  that the thre e- f a c t o r  c o m p a c t  f o r m u l a  
"does n o t  fairly r e p r e s e n t  the e xtent of the t a x p a y e r ' s  
b u s i n e s s  act ivity" in the state.

W h e r e a s  the first stage d e t e r m i n a t i o n  of w h e t h e r  a m u l t i­
state busine ss a c t i v i t y  is "uni tary" m i g h t  be v i e w e d  as a 
d e c i s i o n  at the front door of w h e t h e r  the t a x p a y e r  e nters 
into the compact's coverage, the d e t e r m i n a t i o n  m a d e  at the 
s e c o n d  stage (under the "re lief" provision) is o n e  of 
w h e t h e r  a taxpayer, a l r e a d y  d e t e r m i n e d  to be c o v e r e d  b y  the 
compact, leaves its c o v e r a g e  out the side door.

Of the cases d i s c u s s e d  in the m e m o  of J a n u a r y  26, 1978, the 
two C a l i f o r n i a  cases - S u p e r i o r  Oil C o . v. F r a n c h i s e  T a x  
B o a r d , 386 P . 2d 33 (Col*! 1963) and H o n o l u l u  Oil C o r p . v. 
F r a n c h i s e  T a x  B o a r d , 386 P . 2d 40 (1963) , and the K a n s a s  case 
W e b b  R e s o u r c e s , I n c . v. M c C o y , 401 P . 2d 879 (1965), [decided 
p r i o r  to Kansas* entry into the c o m p a c t ] , all i n v o l v e d  the 
t h r e shold  q u e s t i o n  of w h e t h e r  or n o t  the b u s i n e s s  a c t i v i t y  
i n v o l v e d  w a s  u n i t a r y  in nature, and the q u e s t i o n  of fairness 
of the statut ory f o r m u l a  was not raised. In b o t h  the U t a h  
case K e n n c c o t t  Copper C o r p . v. State Tax C o m m i s s i o n , 493 
P . 2d lo T I~ (1972) and the L o u i s i a n a  case - Texas C o . v.
C o o p e r , 107 So 2d 687 (1959) [although L o u i s i a n a  is n o t  a 
m e m b e r  of the compact, its s t a t u t o r y  formula p a r a l l e l s  that 
of the compact] the q u e s t i o n  was decided on the b a s i s  of 
w h e t h e r  the statutory f o rmula fairly r e p r e s e n t e d  the t a x p a y e r ' s  
b u s i n e s s  a c t i v i t y  ir. the state, and in b o t h  i n s t a n c e s  it was 
d e t e r m i n e d  that it did not.

S ince the d e c ision  of the W e b b  case in Kansas, w h i c h  u p h e l d  
s e p a r a t e  a c c o u n t i n g  of oil p r o d u c t i o n  in the state, K a n s a s  
has j o i n e d  the compact (1967), a n d  the q u e s t i o n  of s e p a r a t e  
a c c o u n t i n g  has again b e e n  l i t i g a t e d  in Amoco P r o d u c t i o n  
Co. v. A r m o l d , 518 P . 2d 453 (1974), this time on the q u e s t i o n  
or w h e t h e r  the comp act's t h r e e - f a c t o r  formula f a i r l y  r e p r e s e n t e d  
A m o c o 's oil p r o d u c t i o n  b u s i n e s s  in Kansas. A l t h o u g h  J o h n  S. 
Warren, in a p o s i t i o n  paper, relies on the A m o co case for 
the p r o p o s i t i o n  that oil companies are not e x c l u d a b l e  f r o m  
the c o mpact  (p. 4), the case did not in fact c o n t a i n  any 
such holding. The court did say that a l t h o u g h  the l e g i s l a t u r e  
h a d  c hose n to s p e c i f i c a l l y  e x clude c e rtain b u s i n e s s e s  f r o m
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M a r c h  31, 1978

the U n i f o r m  D i v i s i o n  of Income for T a x  Purposes Act, it h a d  
n o t  c h o s e n  to e xempt oil companies. However, the h o l d i n g  of 
the case w a s  b a s e d  on the fact t h a t  the tax a d m i n i s t r a t o r  
h a d  m i s i n t e r p r e t e d  the Act; a n d  the case was r e m a n d e d  for 
further p r o c e e d i n g  b y  the tax a d m i n i s t r a t o r  on the q u e s t i o n  
of w h e t h e r  the U D I T P A  f o rmu la f airly r e p r e s e n t e d  the extent 
of the tax pay e r ' s  b u s i n e s s  a c t i v i t y  in Kansas. The court, 
(contrary to the i m p r e s s i o n  g i v e n  by Mr. Warren), r e c o g n i z e d  
that if the tax a d m i n i s t r a t o r  f o u n d  that the f o rmula did not 
f airly r e p r e s e n t  the extent of A m o c o ' s  business a c t i v i t y  in 
Kansas, t h e n  d e p a r t u r e  f r o m  the f o r m u l a  was appropriate; and 
the u s e  of sep arate a c c o u n t i n g  w a s  one of the a u t h o r i z e d  
a l t e r n a t i v e s .

F r o m  the above discussion, it s h o u l d  b e  evident that there 
is no clear a u t h o r i t y  for the s t a t e m e n t  that A l a s k a ' s  e n­
actment of H B  322 in any of its v e r s i o n s  w o u l d  j e o p a r d i z e  
A l a s k a ' s  m e m b e r s h i p  in the M u l t i s t a t e  T a x  Compact. A b s o l u t e  
u n i f o r m i t y  is n o t  r e q u i r e d  by the compact; its own provis i o n s  
r e c o g n i z e  the n e e d  for some f l e x i b i l i t y  on the part  of state 
tax administration . The court in the K e n n e c o t t  case r e c o g n i z e d  
that the c o mpact formula m i g h t  be i n a p p r o p r i a t e  to 
certain industries u nles s modif i e d ,  and the Kansas court in 
A m o c o  i m p l i e d l y  r e c o g n i z e d  the l e g i s l a t u r e ' s  a u t h o r i t y  to 
e x clu de s p e c i f i c  b u s i n e s s e s  or i n d u s t r i e s  as is p r o p o s e d  in 
HB 322.

R B :jpd

\
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F O O T N O T E S

1/ Alaska, Arkansas, Californ ia, Colorado, Hawaii, Idaho, 
Kansas, Michigan, M i s s o u r i ,  Montana, Nebraska, Nevada, N e w  
Mexico, N o r t h  Dakota, Oregon, South  Dakota, Texas, Utah, a n d 
Washington.

2_! Alaska, Ca lifornia, Colorado, Florida, Kansas, Louisiana,  
Mississippi, N e w  Mexico, Oklahoma, Texas, U t a h  a n d  Wyoming.

3/ California, Colorado, Kansas, N e w  Mexico, T exas and 
Utah.

4/ Florida, Louisian a, M i s s i s s i p p i ,  O k l a h o m a  a n d  Wy oming.

5/ Alaska, California, Colorado, Florida, Kansas, Loui siana, 
Mississ ippi, N e w  M e xico, O k l a h o m a  and Utah.

6/ Alaska, C alifornia, Colorado, Kansas, N e w  M e x i c o  arid 
Utah.

7/ K e n n i c o t t  C opper C o r p . v. S tate T a x  C o m m i s s i o n , 493 P . 2d 
o32 (Utah 1972); A m o c o  P r o d u c t i o n  Co v. Armol~5^ 5T8 P. 2d 453 
(Kansas 1974).

8/ S u p e r i or Oil Co. v. F r a n c h i s e  T a x  B o a r d , 386 P . 2d 33 
’(Calif . 1963) and the c o m p a n i o n  case H o n o l u l u  Oil C o r p . v. 
F r a n c h i s e  T a x  B o a r d , 386 P . 2d 40 (CaliFi 1963), d e c i d e d  
u n d e r  U D I T P A  p r i o r  to C a l i f o r n i a ' s  entry into the M u l t i s t a t e  
T a x  Compact.

9/ Florida, L oui siana, M i s s i s s i p p i  a nd Oklahoma.

1 0 / O k l a h o m a .

1 1 / L o u i s i a n a  - Texas C o . v. C o o p e r , 107 so 2d 687 (1959).
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January 25, 1973

M E M 0 R A N D U H

SUBJECT: Impact of Proposed Changes in Corporate Income

Tax Treatment of Oil and Gas Operations on

Alaska Membership in the Multistate Tax Compact
(w. 0. 4443)

TO: The Honorable John Rader

FROM: Gregg K. Erickson

Director

Division of Research Services

/
/

The attached memorandum responds t.o your questions proposed in the 

above Work Order. The brief answer to your question is that neither 

the "franchise tax", "direct accounting", or "4th-factor" approaches are 
likely to be construed as a breach of the multistate tax compact.

In accordance with your instructions we are forwarding a copy of this 

memorandum to the Department of Revenue for comment.

GKE:ftc

Attachment

b
cc: Attached memoranda to John Messenger,

Deputy Commissioner of Revenue
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JAY S. HAMMOND, GOVERNOR

EIEPAKTMENT OF REVENUE
O FF IC E  O F  THE COMMISSIONER j

Ma y  8, 1978

POU CH  S  -  JUNEAU 99811

The H o n o r a b l e  Kay Poland 
C h a i r m a n
Senate Resources Committee 
A l a s k a  State Legisla ture 
Juneau, AK 99801

Dear Senator Poland:

In his testimony on April 28, 1978, M ilton  Lipton noted 
three points of a technical n ature w h i c h  he felt should be 
ad d r e s s e d  by the committee. I have talked to Gregg Erickson 
about these three items and b e liev e that there is either an 
e x p l a n a t i o n  of the specific language in the draft or a 
sugges tion of specific language to the draft, to clear up 
the points raised by Mr. Lipton. I will discuss each point 
in order that it was mentioned.

1. Page 3, line 3

On this point, Mr. Li pton raised the concern that a 
tariff properly on file w i t h  a regulatory agency might 
be ultimately overt u r n e d  by that agency or the courts 
w i t h  app ropriate refunds ordered. In this situation, 
he felt that we should assure ourselves that the 
income tax for any p rior periods would be recomputed 
based upon the new tariff. That was our intent and we 
be lieve that the m at ter can be clarified with the 
addition of the following additional  language at line 6 
on page 3 of the propo sed com mittee substitute:

If a tariff properly on file w i t h  a regulatory agency 
is subsequently amended, changed, or overturned retroactively, 
the reasonable costs of transp o r t a t i o n  shall be r e c o m p u t e d 
for that period using the n ewly determ ined t a r i f f .

2. Page 3, line 8, (c) (1)

O n  this point, Mr. L ipton felt that this deduction for 
royalty paid was toe n arro w since it included only 
royalties paid to the state or the United States. We 
agree. Our intent was to insure that a company wo uld
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Senator Poland 2 M a y  8, 1978

only be taxed upon ics interest in the oil and gas. 
Accordin gly we w o u l d  propose the following amendment  at 
line 8 on page 8 of the p r o p o s e d  committee substitute:

(1) royalties paid in kind or in value. [TO THE STATE 
OR THE UNITED STATES.]

3. Page 3, line 13, (c) (4)

On this technical point, Mr. Lipton raised the concern 
that this p articular d e d u ction  for op erating expenses 
should fit w i t h  the defini t i o n  of gross value so as to 
assure that there is n ot a double deduc t i o n  of these 
particular expenses of producing, gathering, p reparing 
the oil or gas for pipeline transportation. We have 
rechecked the interrelationsh ip of the definitio n of 
gross value and this dedu ction and believe that they do 
fit together w i t h o u t  overlap to assure no double deduction.

We have tied our definit ion of gross value to the 
definition of "gross value at the point of production" 
in the production tax statute. That definition contained  
in AS 43.55.140(12) pro vides essentially that the value 
at the point of producti on is the value at the point 
w here the oil or gas is m e t e r e d  or m e a sured in a co ndition  
of pipeline quality. This m eans that the oil or gas is 
valued without de duction for the costs of p ro duction  
including the costs of gathering, conditioning and 
treating prior to pipeline transportation.- For example, 
for Prudhoe Bay oil produc t i o n  the oil is valued under 
this definition at the point wh ere it is m e tered into 
the Trans Alaska Pipeline (Pump Sation No. 1) and no 
deductions upstream from that noint are allowed. In 
(c)(4) the companies are then allowed to take their 
direct u pstream operat ing costs as deductions from the 
gross value in a rriving at net income. Since gross 
value is determined w i t hout deduc ting these ope rating  
expenses under the d e f i n i t i o n  in the p roduc t i o n  tax 
statute, there is no double deduction of these items. 
Therefore we believe the def ini t i o n  of gross value and 
deduction for operating expenses fit together.

Also, I might note in response to a question from you 
regard ing the proposed Sec- 43.21.050 A S S E S S M E N T  OF INCOME 
AND TAX, Mr. Lipton did not specify any objection but noted 
that this was, as far as he knew, a standard p r o v i sion in 
other taxes. I agree, but I w o u l d  like to emphasize the 
importance of this j. 'ovision in the separate accounting  
a L.proach. This provision w o u l d  help to assure that the tax
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avoidance problems w h i c h  we have p o i n t e d  out  in last year's 
CS HB 322 are eliminated, since the d e partment itself w o u l d  
be dir ectly assessing the income and tax. This w o u l d  be
similar to the way the propert y t a x  is now administered and 
in our view is essential to a d minister a separate accounting 
ap p ro ach to income taxation.

Mr. L ipton  also raised certain policy considerations for the 
committee on the proposed committee substitute for HB 322. 
Those items included (1) the use of "book income" instead of 
"federal taxable income" as a defi nition of net income from 
activities other than oil and gas p rod uction and pipeline 
transportation, and (2) the use of the OCS apportionment 
factors for apportioning income from activities other than 
oil and gas production and pipel i n e  transportation,
As y o u  knew, these are items w h i c h  w e r e  contained in our 
origin al franchise tax approach, and we believe that they 
w o u l d  enhance a new corporate income tax for the oil and gas 
industry.

cc: Gregg Erickson
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TO: A L A S K A  O I L  A N D  GAS A S S O C I A T I O N

FROM: JOHN S. W A R R E N

DATE: A P R I L  24, 1978

RE: I N C O M P A T I B I L I T Y  OF P E NDING TAX L EGISL ATION
W I T H  M U L T I S T A T E  TAX C O M P A C T

In my "Position Pager on A l a s k a  Oil and Gas 

T axati o n , "  I stated that e n a c t m e n t  of the pending legis­

lation on income taxation of oil companies might very 

w e l l  be a b r e a c h  of the M u l t i s t a t e  Tax Compact which 

w o u l d  require Al aska to give up its m e m b e r s h i p  in the 

Coinp» and the b e n e f i t s  inuring therefrom, such as 

p a r t i c i p a t i o n  in the joint audit program. I made this 

s t a t ement  w i t h  respect to both HB 322 and SB 109 (which 

has b e c ome SCS CSHB 322) . C r a w f o r d  Thomas also spoke 

on this poin t in his testimon y before the Senate 

R e s o urces C o m m i t t e e  on F e b r u a r y  24, 1978.

The L e g i s l a t i v e  A f f a i r s  A g e n c y  disputes my c o n­

tention and has a d v i s e d  the S e nate  C o m m i t t e e  that 

adopt i o n  of the p r o p o s e d  l egisla tion would not jeopardize 

the states m e m b e r s h i p  in the Compact. You have asked for 

my f u rther comments. There is no p r e s e n t  authority 

squar e l y  on the q u e s t i o n  of how far a party State may 

depar. f.om the a p p o r t i o n m e n t  p r e s c r i b e d  in the Compact 

w i t h o u t  for feiting its membershi p; therefore no one
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can say d o g m a t i c a l l y  that e n a c t m e n t  of SCS CSHB 322 will 

or will not forfeit A l a s k a ' s  membership. Any o p inion of 

w h a t  the outcome would be must n e cessarily be somewhat 

speculative, but I still believe that an examination  of 

the r e l e v a n t  autho r i t i e s  that do e x ist will shojw that 

jeopardy woul d surely be created and the end result would 

p r o b a b l y  be t e rmination of Alaska's membership.

The R e l e v a n t  Pro visions of the C o m p a c t  and MTC Regulations 

A r t i c l e  I. "The purposes of this c o mpact are to ...

(2) P r omote un iformity or c o m p a t i b i l i t y  in significant 

compo n e n t s  of tax systems."

A r t i c l e  II. "As used in this compact: ... 4. 'Income tax'

m eans a tax imposed on or m e a s u r e d  by net income including 

any tax imposed on or m e a s u r e d  by an amount arrived at by 

d e d u c t i n g  e x p enses from gross income, one or more forms of 

w h i c h  e x p enses are n ot s p e c i f i c a l l y  and directly related to 

p a r t i c u l a r  t r a n s a c t i o n s . "

A r t i c l e  III. "1. Any taxpayer s u b j e c t  to an income tax 

w hose income is subject to a p p o r t i o n m e n t  and allocation for 

tax p u r p o s e s  p u r s u a n t  to the laws of a party State or p u r­

suant to the laws of s ubdiv i s i o n s  in two or more party 

States may el ect to apportion and a l l ocate his income in 

the m a n n e r  p r o vided by the laws of such State or by the

2

AGO 547885



laws of such States and s u bdivi sions w i t h o u t  refe rence to 

this compact, or m a y  e l e c t  to apportion and allocate  in 

accord a n c e  w i t h  A r t i c l e  IV."

A r t icle IV. (the U D I T P A  provisions) "... 2. Any t a x­

payer h av ing income from busin ess activit y w h i c h  is 

taxable both w i t h i n  and w i t h o u t  this State, other than 

activity as a fin ancial o r g a n i z a t i o n  or public utility 

or the r e n d e r i n g  of p u r e l y  personal services by an 

individual, shall a l l o c a t e  and ap portion his net income 

as provided in this Article. ..."

"18. If the a l l o c a t i o n  and a p p o r t i o n m e n t  p r o v i s i o n s  of this 

A r t i c l e  do not fairly r e p r e s e n t  the extent of the t a x­

payer's b u s i n e s s  a c t ivity  in this State, the taxpayer 

may petit ion for or the tax a d m i n i s t r a t o r  may require, 

in r e s p e c t  to all or any part of the taxpayer's business 

activity, if reasonable:

"(a) s e p a r a t e  accounting;

"(b) the e x c l u s i o n  of any one or more of the factors;

"(c) the i n c l u s i o n  of one or m o r e  a dd itional factors

w h i c h  w i l l  fairly represent the tax pay e r ' s  

b u s i n e s s  a c t i v i t y  in this State; or 

" (d) the e m p l o y m e n t  of any other m e t h o d  to e f f e c t u­

ate an e q u i t a b l e  a l l o c a t i o n  and a p p o r t i o n m e n t
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of the tax payer's income."

R egula t i o n  IV-18. "Article IV, Sec. 18 permits a d e p a r t u r e  

from the alloc a t i o n  and a p p o r t i o n m e n t  p rovisions of 

A r t icle IV onl y in limited and specific cases w h e r e  u n usu al 

fact s ituati ons (which o r d i n a r i l y  will be unique and non- 

recurring) p r od uce i ncongru ous results under the a p p o r­

tionment p r o v i s i o n s  c o n t a i n e d  in A r ticle  IV."

It is clear that the tax to be imposed on oil 

c o m p anies by SCS CSHB 322 would be an "income tax."

Therefore, the oil c o m p a n i e s  m u s t  be allowed the opti on

to continue using the standard formula method. There is

nothing  in the compact  that excludes oil c o m p a nies from *

the standard treatment; only financial c o r p o r a t i o n s  and

p ublic u t i l it ies are excluded. It follows, therefore,

that A l a s k a ' s  only hope of d e f e ndin g its p r o p osed special

t r e a t m e n t  of oil c o m p a n i e s  is to show that it is a u t h o r i z e d

by § 18 of A r t i c l e  IV.

It wou ld seem impossibl e to bring A l a s k a ' s  

p r o p o s e d  action w i t h i n  the restr i c t i v e  language of 

Regula t i o n  IV-18. The s i t u a t i o n  with respect  to the 

oil co mpanies is neither unusual, unique, or nonre curring.

Moreover, the d e t e r m i n a t i o n  under 18 is s u p posed to be

m a d e  by the tax administrat or, not by the state legislature. \

4
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H o w  W o u l d  t h e  M u l t i s t a t e  T a x  C o m m i s s i o n  R e a c t  t o  t h e  I s s u e ?

If A l a s k a  enacts SCS CSHB 322, the M u l t i s t a t e  Tax 

C o m m i s s i o n  will be faced with a d i f f i c u l t  problem. On 

the one hand, they w a n t  very much to m a i n t a i n  and increase 

the m e m b e r s h i p  in the Compact. On the other hand, they are 

sure to realize that the Compact' s only hope of success is 

for all party States to remain true to the p r i n c i p l e  of 

u niformity. This is why they have commi t t e d  themselves 

to a very strict c o n s t r u c t i o n  of § 18 in their own r e g u l a­

tions. Surely they will know that any laxity in e nfor c i n g  

this strict const r u c t i o n  would be a serious setbac k to 

their efforts to convice the busin ess community, state 

governments, and p a r t i c u l a r l y  the U.S. C o n g ress that the 

C o m p a c t  is the best answer to the unifor m i t y  problem.

A recent incident involving Florida may be 

illuminating. After that state had joined the Compact, 

its l egislature passed a law p r o v i d i n g  for double w e i g h t­

ing of the sales factor ( a m a n e u v e r  w h i c h  increased 

F l o r i d a ' s  tax-take as p r i m arily a m a r k e t  state and 

w h i c h  also gave it a selling p o i n t  in attrac ting b u s i­

ness to e s t a blis h factories in the s t a t e ) . Re liable 

sources have told me that there we re c o n s i d e r a b l e  e x­

pre s s i o n s  of disp l e a s u r e  over this at M u l t i s t a t e  Tax

5
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C o m m i s s i o n  meetings. A confron tation was avoided, h o w­

ever, w h e n  F l orida  volunta rily w i t h d r e w  from the Compact. 

A l a s k a  can be expected to incur this same kind of pre ssure

to resign if it enacts SCS CSHB 322.

The recent approval of the C o m p a c t  by the U.S.

Supreme Court in the U.S. Steel case has b r i g h t e n e d  the

future of the Compact. The party States look upon it as 

their best chance  to convince Con gress that the states 

can achieve and m aint a i n  uniformity on their own and that 

federal intern e n t i o n  is neither n e c e ssary or desirable.

They are not likely to risk s poiling this o p p o r t u n i t y  

by allowing the legislature of one Party State to take a 

wh o l e  class of taxpayers completel y out of the ambit of the 

Compact. Such lack of s e l f - r e s t r a i n t  by one Party State, 

if left uncha l l e n g e d  by the other Party States, could 

d e s t r o y  the cred ibility of the Compact. It w o uld stand 

as e v i d e n c e  that any Party State can d epart from the 

s t a n d a r d  a p p o r t i o n m e n t  formula w h e n e v e r  it thinks it is not 

g e t t i n g  e nough revenue from a p a r t i c u l a r  industry. As 

such, it would  provide w o n d erful a m m u n i t i o n  for the 

a d v o cates of federal intervention.

Uf course, Alaska could try to p e r s u a d e  the other 

party States to amend the C o m p a c t  to make the proposed
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A laska method the standard m ethod for taxing oil companies. 

The chances of A l aska being successful, however, are nil. 

The m a r k e t  states w o u l d  never agree to it. They would 

never consent to the down gr a d i n g  of the place of m a r k e t­

ing as compared to the place of production. They would 

insist that tax revenue from the oil industry be shared 

between produc t i o n  states and m arket states in the same 

way that it is for all oth er businesses.

J.n summary, A l a s k a  is sure to become a pariah 

among party States to the C o mpact if SCS CSHB 322 is 

e n acted into lav/. If A l a s k a  is unwilling to share the 

tax revenue of the oil industry with  other states in the 

c o n vention al way, it has no future in the Compact.

How W o u l d  the C ourts React to the I s s u e ?

As improb able as it may be, let us assume that 

the M u l t i s t a t e  Tax C ommis s i o n  takes r.o a c tion to expel 

A lask a from the Compact. Any oil company w o u l d  then be 

able to force the issue into court by a d e c l a r a t o r y  

relief action, by refusing to s ubmit to a joint audit in 

w h i c h  A l a s k a  is participating, or by c ontestin g an Alaska 

d e f i c i e n c y  a s s e s s m e n t  based on denial of the U D I T P A  

option. This raises the q u e stion  of how the courts will 

interpret § 18.
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The follo wing cases have been cited by the 

L e g i s l a t i v e  Affairs A g e n c y  or by me, or both, as having 

a possi b l e  bearing on the question:

T exas Co. v. C o o p e r , (La. 1959) 107 So. 2d 676.

S u p e r i o r  Oil Co. v. F r a n chise Tax Board, (Cal. 1963) 306 
P. 2d 33.

H o n o l u l u  Oil Corp. v. F r a n c h i s e  Tax Board, (Cal. 1963)
386 P. 2d 40.

W e b b  Resources, Inc. v. M c C o y , (Kan. 1965) 401 P. 2d 879.

K e n n c c o t t  C opper Corp. v. State Tax Commission, (Utah 1972) 
493 P. 2d~ 6 32.

D onald M. Drake Co. v. Dept, of Revenue, (Ore. 1972)
500 P 2d T O 41.

A m o co P r o d u ction C o ♦ v . A r m h o l d , (Kan. 1974) 518 P . 2d 453.

None of these cases involves the Compact. The 

last three arc i n t e r p r e t a t i o n s  of § 18 of UDITPA. The first 

four involve the q u e s t i o n  of separate a c c o u n t i n g  versus 

formula a p p o r t i o n m e n t  for oil com panies prior to UDITPA.

The T e x as and W e bb cases held that the oil 

c o m p a n i e s  in q u e s t i o n  w e r e  not e n g aged in a u n i tary business 

a nd t h e r e f o r e  separ a t e  a c c o u n t i n g  was favored over formula 

apportionment.  The S u p e r i o r and Ho n o l ulu cases held that 

the oil c ompanies in q u e s t i o n  were unitary businesses, and 

t h e r e f o r e  separate a c c o u n t i n g  was rejec ted and fornu la

8
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In the A l aska situation, no one can d i s p u t e  that 

the oil c o m p anies  und er cons id e r a t i o n  are u n i t a r y  b u s i n e s s e s  

The D e p a r t m e n t  of Revenue has so treated them in the past, 

and under the p e nding bill they w ould still be t r e a t e d  as 

unitary businesses, w i t h  formula a p p o r t i o n m e n t  being a p p l i e d  

to all of their income except their Alaska p r o d u c t i o n  income 

Therefore, A l a ska's p r o p o s e d  use of separate a c c o u n t i n g  

could not be d e f e n d e d  on the g round that the oil c o m p anie s 

are not unita ry businesses, and the Texas and W e b b  cases 

would be of nc help to Alaska.

If it is found to be a fact that an oil comp any 

is a u n i tary business, then the S u p erior and H o n o l u l u  cases 

are the p e r s u a s i v e  authority. They were  d e cided under a 

statute g i v i n g  much broader d i s c r e t i o n  than does UDITPA, 

and still they held that separate a c c o u n t i n g  could not be 

used for oil companie s that were found to be u n i t a r y  

b u s i n e s s e s .

The more helpful cases, of course, are those 

d e c i d e d  under UDITPA. 7 he first of these was K c n n e c o t t .

That c o r p o r a t i o n  was one of the largest ta xpayers in 

Utah, but the Tax C o m m i s s i o n  felt it was not c o l l e c t i n g  

enough revenue  from K e n n ecott because the sales factor in

a p p o r t i o n m e n t  w a s  r e q u i r e d .
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the a p p o r t i o n m e n t  formula was w o r k i n g  to the state's 

d i s a dvantage, i.e., a lmost all of the copper was sold 

ou t s i d e  the state. (Note the p a r a l l e l  to the Zeifman 

and A i n s w o r t h  compl a i n t  against the formula as a p p l i e d  to 

oil c o m p a n i e s  in A l a s k a ) . So the Tax C o m m i s s i o n  invoked 

§ 18 and r e q u i r e d  Ke nnecott to use separate accounting.

The court u p h e l d  the Tax Commission. The decision, 

however, w o u l d  be a very w e a k  reed for A l aska to lean 

upon. In the first place, it was a 3-to-2 decision, with 

Ch i e f  J u s t i c e  C a l l i s t e r  w r i t i n g  a scathing dissent. It 

is q uite p o s s i b l e  that other courts w i l l  find the dissent 

more p e r s u a s i v e  than the m a j o r i t y  opinion. Secondly, 

it has been critic i z e d  by commentators. See, e.g.,

Peters, "State Income Tax Problems of Interstate B usiness,"  

33 N.Y.U. Tax Inst. 899, 952. Finally, the courts of 

two o t h e r  s tates have indicate d their d i sdain for it.

In C h a s e  Brass & C o p p e r  Co. v . F r a n c h i s e  Tax B o a r d,

(Cal. 1977) 138 Cal. Rptr. 901, it was ruled that Chase 

and its parent, the very same Kennecott, w e r e  e n g a g e d  in 

a u n i t a r y  b u s i n e s s  and that formula a p p o r t i o n m e n t  was 

proper. In Amoco, infra, the Director of T a x a t i o n  relied 

heavily on K e nnecott to support his c l a i m  to broad  a u t h ority 

under § 18, b ut he still lost his case.

10
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The next court to int erpret § 18 was the O regon 

court in Drake. There the tax a d m i n i s t r a t o r  sought to compel 

a c o n s t r u c t i o n  con tr a c t o r  to use separate accounting, citing 

§ 18 as authority. The court held that, in keeping w i t h  the 

purpose of UDITPA, the use of any m e t h o d  other than a p p o r­

tionment should be exceptional, and the party - the taxpayer 

or the tax a d m i n i s t r a t o r  - who seeks to invoke § 18 has the 

burden of proof.

A m o c o  is a n o t h e r  case w h e r e  both the majority 

op inion and the d i s s e n t i n g  opin i o n s  s hould be read. The 

m a j o r i t y  o p i n i o n  ir fav orable to my position, and the d i s­

sents are even more favorable. The Director  of Taxation 

thought he could co ntinue to r e quire  oil companies to use 

separate accounti ng after K ansas a d o p t e d  UDITPA, just as 

he had been doing before, and as had been upheld by the 

court in W e b b . The court r e b u f f e d  him, saying that 

separat e accou n t i n g  and formula a p p o r t i o n m e n t  w e r e  no 

longer two m e t h o d s  of equal statur e and that UDITPA made 

formula a p p o r t i o n m e n t  the p r e f e r r e d  method, even for oil 

companies, sinct. they were not among those businesse s 

ex p r e s s l y  e x c luded from the act.

The Director also c o n t e n d e d  that his action 

was a u t h o r i z e d  by § 18. The m a j o r i t y  o p inion endorsed

11
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Drake as a c o rrect  interp r e t a t i o n  of UDITPA and found 

K e n n e c o t t  to be u n p e r s u a s i v e  because of the 3-to-2 split 

in the Utah court. But the m a j ority  thought the Direct or 

should have another chance to meet  his burden of proof 

b e cau se he had applied the w r o n g  test. His evidence 

c o n s i s t e d  solely of a w i d e  d i s c r e p a n c y  in the p e r c e n­

tage of the taxpay er's income a ttribute d to Kansas by 

separate accoun t i n g  and the perc entage arrived at by 

formula apportionment. The m a j o r i t y  poin ted out that the 

test is not w h e t h e r  the s tandard m ethod clearly reflects 

net income but w h e t h e r  it fairly represents the extent 

of the taxpayer's b u s i n e s s  activities in thb state.

They remanded the case so that the Director could make a 

new finding under § 18 using the business activities test.

The two d i s s e n t e r s  felt that the Director had 

failed to meet his burdei. of proof and so the litigation 

should end with  a judgment for the taxpayer. Chief 

Justice Falzer wrote: "Tax liability is to be computed

on the basis of busin e s s  activity, and a comparison 

be tween formula a l l o c a t i o n  and separate accounting to 

as c e r t a i n  the higher tax, is not w ithin the scheme of the 

Un i f o r m  Act" (518 P 2d 469).

Both the m a j o r i t y  and the diss enters agreed

12
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that a showing that separate accoun t i n g  will allocate 

m o r e  income to the state is not sufficient to support 

the imposition of separate accountin g under § 18. They 

d i s a g r e e d  only as to w h e t h e r  the administrat or should be 

g iven another bite at the apple.

There is a clear lesson to be learned by A la ska 

from the A moco case. The only e v i dence that the p r o­

pone n t s  of SCS CSHB 322 have o f f e r e d  to show that a 

v a r i a n c e  under § 18 is justified is evidence that separate 

a ccoun t i n g  will allocate more income of oil companies to 

the state than does formula a p p o r t i o n m e n t . In the views 

of both the m a j o rity and the d i s s e n t e r s  in A m o c o , this 

e v i d e n c e  is i n compentent  to m e e t  the burden of proof 

u nder § 18.

It is to be note d that in all four of these 

cases interpreti ng § 18 of U DIT PA were cases where the 

tax adminis trator d e t e r m i n e d  that a variance should be 

made. The inci pient A l a s k a  case will presen t the q u e s t i o n  

of the propri ety of the le gisl a t u r e  making the d e t e r m i n a­

tion. Again, Alaska w i l l  not bo w i t h i n  the express 

languag e of § 18. The court is quite likely to find 

s ignif i c a n c e  in the fact that the language of § 18 

conte m p l a t e s  a c tion by the tax a d m i n i s t r a t o r  rather than
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the state legislature, for this w o u l d  indicate an i n t e n­

tion that the section is to be used only sparingly and 

in very specifi c cases. It is one thing for the tax 

ad m i nistra tor, upon r e v i e w  of the facts of a parti c u l a r  

case, to find that the s t a nda rd m etho d does not fairly 

r e p r e s e n t  the extent of the t axpa y e r ' s  business activity  

in the state and to d e vise a n o t h e r  method that w o r k s  b e t t e r 

in that partic u l a r  case. It is q uite another thing for a 

state legislature to p r e - e m p t  the q u e stion and declare 

that a w h o l e  class of tax pa y e r s  shall receive n o n - s t a n d a r d  

treatment. The framers of UDITPA and the Compact intended 

the former as a limited c o n t i n u a t i o n  of traditional a d­

min i s t r a t i v e  discretion in this field, but uhey certainl y 

did not in tend to include the latter w ithi n the meani ng 

of § 18. Such action by a state legislature would p r o b a b l y  

be v i e w e d  by the courts as n o t h i n g  but an attempt to 

u n i l a t e r a l l y  amend the C o m p a c t  itself.

C o n c l u sion

J.f SCS CSHB 322 is enacted, Alaska w i l l  come 

under c o n s i d e r a b l e  pressure  from other party States to 

q u i t  the Compact. If the issue is not forced at that level, 

A l a s k a  will have to d e f e n d  itself in c ourt and will have 

great d i f f i c u l t y  in m e eting the bu rden of proving that 

its action is compatible with the Compact.
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SCK10 2 C L V  r ..,'0
TELEX  F D  CLEVELAND , OHIO APRIL 24, 1976 9©tt!599 ? - • ■ '

BP r-vLfii
ANCHORAGE ALASKA 
ATTN JOHN SA INT

FOR IMMEDIATE RELEASE

CLEVELAND, OHIO, A PR IL  2 4 - -T K E  STANDARD O IL  CO. (OHIO)
REPORTED TODAY THAT NET EARNINGS PER SHARE FOR THE F IR ST  CUARTER 
OF 19 7 b  WtRE S . 7 5 ,  UP 56 PER CENT, ON A GREATER NUMBER * OF SHARES 
OUToT/tNDlHG, FROM S . 46 CENTS FOR THE SAME PERIOD- OF 1 9 7 7 .  PER 
SHARE COMPUTATIONS WERE BASED ON 46 M ILL ION AVERAGE SHARES OUTSTAND­
ING FOR THE F IR S T  PERIOD TH IS  YEAR ,  AND 3 5 . 6  M ILL ION SHARES FOR 
THE F IR S T  CUARTER OF 1 9 7 7 .

THE INCREASE IN SHARES REFLECTS ADDITIONAL COMMON SHARE 
EQUIVALENTS a.a RNc.0 BY THE SPEC IA L  STOCK OWNED DY THE B R IT I S H  PETRO­
LEUM COMPANY L IM IT ED  AS SOHIO’ S ALASKAN CRUDE O IL  PRODUCTION I N ­
CH E AS ED»

I • <t

' "NET INCOME HOSE TO B 3 6 . 3  M ILL ION FCR THE F IR S T  GILiKTER OF 
19 76 COI-.PARLD TO £ 1 5 . 7  M ILL ION IN 1 9 7 7 .  TH IS  INCREASE V.'aS DUE 
TO nL.-v61.Alv CRUDE O IL  OPERATIONS THAT OFFS tT  SUBSTANTIALLY  I N ­
CREASED INTEREST EXPENSE ,  LOSSES FROM THE LENGTHY NATIONWIDE COAL 
S T i i l K E ,  iiN'D LOWER INCOME FROM R O Y A L T I E S , ”  sOHIO CHAIRMAN ALTON 
W. WHITEHOUS jl REPORTED.

RETURN ON ALL -T IM E  RECORD SALES FOP. ANY CUARTER OF £ 1 . 0 3  
B I L L IO N  WAS UP TO 3 . 5  CENTS ON EACH SALES DOLLAR FROM 2 . 3 .CENTS 
FCR THE F IR S T  QUARTER L a s T YEAR DESP ITE  THE FACT THERE WAS A 
LOSS FROM THE COAL B U S IN E S S •

‘,. ,, - •f ■ i ' ■ ■■ ■ ■ - ■ . . ■

THE COMPANY'S RETURN ON TOTAL CAP ITAL  EMPLOYED IN  THE BUS INESS 
FOR THE TWELVE MONTHS ENDED MARCH 3 1 ,  » 9 7 6 ,  ROSE TO 5 . 6  PER CENT
FROM 3 . 2  PLR CENT FOR THE TWELVE MONTHS ENDED MARCH 3 1 ,  1 9 7 7 .

" S O H IO ’ S SHARE OF NET CRUDE O IL  PRODUCTION FROM THE PRODHOE BAY 
F I E L D  AVERAGE 3 3 2 , 6 0 2  Ba RRELS PER DuY DURING THE F IR ST  UUa RTER OF 
1 9 7 b ,  WITH NO O IL  PRODUCTION FROM THIS  SOURCE IN THE F IR ST  
QUARTER OF 1 9 7 7 , ”  VH1TEH0U5E S A ID .  IN LARl .Y u P R I L ,  NET SUSTAINED 
PRODUCTION PASSED 4 2 2 , 2 2 0  BARRELS PUR DAY, WHICH R A IS E S  B P ’ S 
STOCK INTEREST  TO 4 5 . 5  PER CENT.

AGO 547900



I' ,
S;.. - -

'

**

E PAIB S TO PimP  S T A T I O N  EIGHT. W H I C H  W A s T ^ G E d '^Y  Fi 
DURING S T A R T U P  OPERATIONS O F  T H E  T R A N S - A L A S K A  PIPELINE, VEP.E 
C O M P L E T E D  E A R L Y  IN MARCH A N D  AN O P E R A T I N G  L E V E L  OF MORE TH AN U l  
MI LLION B A R R E L S  PER DAY IS E X P E C T E D  TO BE S U S T A I N E D  DURING THE 
S ECOND G U A R T E R  THIS YEAR. FCR T H E  FIRST H A L F  OF APRIL, OPERAT I O N S  
A V E R A G E D  ABOUT 1,130,220 B A R R E L S  P E R  DAY. AT THIS RATE, SOKIO'S 
NET S H A R E  Or P R U D H O E  BAY P R O D U C T I O N  WAS ABOUT 525,200 BARRELS PER
DAY.

I NCOM E FROM OPERAT IONS B E F O R E  INTEREST A N D  INCOME TAXES WAS 
SI64.7 MILLION, UP FROM $43.3 M I L L I O N  IN 1977. P E T R O L E U M  
O P E R A T I O N S  IMPROVED TO $ 1 73.2 M I L L I O N  FROM $ 2 5 * 2  MILLION IN 1977, 
A L T H O U G H  T H E  IMPROVEMENT WAS R E S T R A I N E D  B Y  L O W E R  THAN E X P E C T E D  
R E F I N E R Y  RUNS DUE TO S E V E R A L  M E C H A N I C A L  P R O B L E M S  DURING THE 
QUARTER. COAL O PERATIONS LOST S I C . 7 MILLION, C O M PARED TO AN S3.7 
M I L L I O N  INCOME IN 1977. C H E M I C A L S  A N D  P LAST I C S  D E C LI NED TO 
$2.1 M I L L I O N  FROM S3.1 MILLIO N. R O Y A L T I E S  W E R E  DOWN S7.7 M I L L I O N  
IN T H E  FIRST Q U A R TER OF 1975, W H E N  A  F I X E D . S U M  L I C E N S E  WAS SOLD 
TO A  T U R K I S H  FlRK. • *'

v •

F IRST QUARTER SALES A N D  O P E R A T I N G  R E V E N U E  R E A C H E D  $1.03 
FILL ION, UP 25 PER CENT O V E R  $023.5 M I L L I O N  FOR T H E  SAME P E R I O D  
LAST Y E A R , ' D U E  P R I M A R I L Y  TO A L A S K A N  C R U D E  OIL SALES.

COSTS A N D  EXPENSES, O T H E R  T H A N  INTEREST A N D  INCOME TuXES, 
ROSE 11 P E R  CENT TO $665 M I L L I O N  F R O M  $761.9 M I L L I O N  IN THE
FIR^T Q U A R T E R  OF 1977. T H E R E  W A S  A S U B S T A N T I A L  INCREASE IN ....
D E P R E C I A T I O N  A N D  DEPLETION R E C A U S E  OF A L A S K A N  OIL OPERATIONS.

"3,1
"NET INTEREST E X P E N S E  I N C R E A S E D  TO $114-9 MILLION FROM 

517 M I L L I O N  IN THE FIRST QUARTER' OF 1977, R E F L E C T I N G  T H E  
D I S C O N T I N U A N C E  OF C A P I T A L I Z I N G  OR D E F E R R I N G  INTEREST DURING CON" 
UCTION, TESTN1NC, AND FILLING OF T H E  T R A N S -  A L A S K A  PIPELINE.

i

T H­

IN C O N E  T A X  E X PENSE INC REASED DUE TO H I G H E R  P R E - T A X  INCOME.," W H I T E -  
HOUSE CONCLUDED.

SOHIO NEWS S E R VICE  
1762 G U 1 D L D H A L L  BUILDING 
CLEVELAND, OHIO 44115 
(216) 5 7 5 - 5 5 4 6  
a F T E K  HOURS CALLs 
<216) 5 7 5 - 5 5 4 6  
0 4 /24 73 -'-I

S O H I O B P A  A  AHG 

SOHIO 2 CLV

f  /  * |
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E > > ( Q M  C O M P A N Y  U.S.A.

POUCH 650) • ANCHORAGE. ALASKA 92502

PRODUCTION DEPARTMENT 
ALASKA OPERATIONS

Ma r c h  22, 1978

Mr. W. M o n t e  T a y l o r

The a l l e g e d  C r o f t - H a m m o n d  C o m p r o m i s e  subst i t u t e  bill a d opt s 
C r o f t ' s  s e p a r a t e  a c c o u n t i n g  a p p r o a c h  for the d e t e r m i n a t i o n  of 
c o r p o r a t e  i ncome tax l i a b i l i t y  for oil and gas p r o d u c t i o n  and 
p i p e l i n e  t r a n s p o r t a t i o n  income. The c o m p r o m i s e  bill adopts 
H a m m o n d ' s  a p p o r t i o n m e n t  of b o o k  income a p p roa ch for the d e t e r m i n a t i o n  
of i n come o t h e r  than oil and gas p r o d u c t i o n  and p i p e l i n e  t r a n s­
po r t a t i o n  income.

C r o f t ' s  S e n a t e  CS 322, c u r r e n t l y  in the S enate R e s o urc es C o m m i t t e e , 
and the c o m p r o m i s e  p r o p o s a l  w o u l d  adopt variat ions of w e l l h e a d  
v alue to d i r e c t l y  d e t e r m i n e  gross i n come f r o m  A l a s k a  oil and gas 
p r o d u c t i o n  w i t h  the c o m p r o m i s e  b i l l  a l l o w i n g  the D e p a r t m e n t  of 
R e ven ue f l e x i b i l i t y  to d e t e r m i n e  that v alue by regulation. 
D e f i n i t i o n s  o f  gross income* f r o m  A l a s k a  p r o d u c t i o n  a n d  s p e c i f i c  
d e d u c t i o n s  t h e r e f r o m  to arrive a t  t a xable  net income are c o m p a r e d  
below. The m a j o r  d i f f e r e n c e  b e t w e e n  the two bills in a l l o w a b l e  
d e d u c t i o n s  is the a l l o w a n c e  of some o v e r h e a d  and a d m i n i s t r a t i o n  
exper^se b y  the c o m p r o m i s e  bill.

Income fro m oil and gas p i p e l i n e  t r a n s p o r t a t i o n  w o u l d  be the same 
as r e p o r t e d  to c e r t a i n  r e g u l a t o r y  a g e n c i e s  under both the c o m p r o m i s e  
and C r o f t ' s  S e n a t e  CS 322.

W i t h  r e s p e c t  to income fr om a c t i v i t i e s  o t h e r  than oil and gas 
p r o d u c t i o n  and p i p e l i n e  t r a n s p o r t a t i o n ,  the c o m p r o m i s e  •"roposal 
d i f fers fro m C r o ft's till, but is s i m i l a r  to H a m m o n d ' s  b i l l  that  
p a s s e d  the House, in that it a d o p t s  c e r t i f i e d  c o n s o l i d a t e d  n e t
income as a p p o r t i o n a b l e  income. C r o f t ' s  bill w o u l d  use a two-
factor p r o p e r t y  and payroll  f o r mul a w h e r e a s  the c o m p r o m i s e  p r o p o s a l  
w o u l d  use a t h r e e - f a c t o r  pro perty, p a y r o l l  and sales f o r m u l a  
r e q u i r i n g  the i n c l usion of A l a s k a  OCS p r o p e r t y  and p a y r o l l  in the 
formula.

D e t e r m i n a t i o n  of Gross Oil and Gas P r o d u c t i o n  Income:

C r oft's S enate CS 322: Croft-Ilammond C o m p r o m i s e

G ross v alue as e s t a b l i s h e d 
for p u r p o s e s  of p r o d u c t i o n  
tax.

Gross income at the P o i n t  
of Production. Dept, of 
Revenue by r e g u l a t i o n  m ay

a D iv is io n  o k  c x x o n  c o h i'o r a h o n
AGO 54-7902



M a r c h  22, 1978 
Mr. W. M. T a y l o r

' m m.

Page Two

C r o f t’s Senate CS 3 2 2 ; C r o f t - H a m m o n d  C o m p r o m i s e :

•use (1) a ctual p ri ces  
j or v a l u e s  received, (2) 

p o s t e d  price, same field 
o r  (3) p r e v a i l i n g  p rices  
or values, same field.

D e d u c t i o n s  f r o m  G r o s s  Income to D e t e r m i n e  N e t  T a x a b l e  Income:

C r o f t ' s  Senate CS 3 2 2 :

R o y a l t i e s  a c t u a l l y  p a i d  

S e v e r a n c e  t a x  a c t u a l l y  p a i d

P r o p e r t y  taxes a c t u a l l y  pa id  
on p r o p e r t y  d i r e c t l y  a s s o c­
iated w i t h  p r o d u c t i o n  after 
date of i n it ial p r o d u c t i o n

D i r e c t  costs i n c u r r e d  by 
c o r p o r a t i o n  in o p e r a t i n g  
field

D e p r e c i a t i o n  on i n v e s t m e n t s  
a s s o c i a t e d  w i t h  p r o d u c t i o n  
i n c l u d i n g  d e p r e c i a t i o n  on 
c a p i t a l i z e d  i n t e r e s t  and 
a m o r t i z a t i o n  of lease p a y­
men t s  and p r o p e r t y  taxes 
p a i d  b e f o r e  i n i t i a l  p r o­
duc t i o n

In t e r e s t  .expense n o t  c a p i t a l i z e d  
a c c o r d i n g  to the p e r c e n t a g e  
that p r o p e r t y  a s s o c i a t e d  with 
p r o d u c t i o n  in. A l a s k a  bears to 
c o r p o r a t e  fixed a s s e t s  e v e r y­
wh e r e

E x p e n s e s  a f t e r  1 2 / 31/76 of 
u n s u c c e s s f u l  e x p lo r a t i o n  e f forts  
in A l a s k a

C r o f t - H r m m o n d  C o m p r o m i s e :

R o y a l t i e s  a c t u a l l y  p a i d

S e v e r a n c e  and c o n s e r v a t i o n  
t a x  a c t u a l l y  p a i d

P r o p e r t y  taxes a c t u a l l y  paid  
on p r o p e r t y  used d i r e c t l y  in 
p r o d u c t i o n  a f t e r  date of 
c o m m e r c i a l  p r o d u c t i o n

D i r e c t  c osts i n c u r r e d  by or 
for c o r p o r a t i o n  in o p e r a t i n g  
l ease o r  p r o p e r t y

D e p r e c i a t i o n  on p r o p e r t y  us ed  
d i r e c t l y  in p r o d u c t i o n  i n c l u d i n g  
a m o r t i z a t i o n  of c a p i t a l i z e d  
intejrest, lease p a y m e n t s  and 
p r o p e r t y  taxes p a i d  b e f o r e  
c o m m e r c i a l  p r o d u c t i o n

I n t e r e s t  e x p e n s e  not c a p i t a l i z e d  
a c c o r d i n g  to the p e r c e n t a g e  
that p r o p e r t y  used d i r e c t l y  in 
p r o d u c t i o n  in A l a s k a  bear s to 
real and t a n g i b l e  p e r s o n a l  
p r o p e r t y  e v e r y w h e r e

E x p e n s e s  after 12 /31/77 of 
u n s u c c e s s f u l  e x p l p r a b i o n e f fort s  
in A l a s k a

G e n e r a l  o v e r h e a d  and a d m i n i s - 
t r a t i o r T e x p e n s e s  a c c o r d i n g  to

AGO 547903
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M a r c h  22, 1978 
Mr. W. M. Taylor

P a g e  T h r e e

C r o f t ' s  Senate CS 322: C r o f t - H a m m o n d  C o m p r o m i s e :

the p e r c e n t a g e  t h a t  p r o p e r t y  
used d i r e c t l y  in p r o d u c t i o n  
in A l a s k a  bears to t a n g i b l e  
p e r sonal and real p r o p e r t y  
ev e r y w h e r e  or . 1 2 c e n t s / b b l  or 
.02 cents for e a c h  M C F  gas

D e t e r m i n a t i o n  of Income from Oil a n d Gas P i p e l i n e  T r a n s p o r t a t i o n : 

C r o f t ' s  S enate  CS 322: C r o f t - H a m m o n d  C o m p r o m i s e :

■

Oil - "Net b a lance t r a n s­
ferred from income" r e p o r t e d  
to ICC. C e r t i f i e d  by A l a s k a

Oil - "Net b a l a n c e  t r a n s f e r r e d

P / L  Comm.

from income", d e t e r m i n e d  by 
Dept, of Revenue, r e p o r t e d  to 
Fed. E n e r g y  R e g u l a t o r y  Comm.

Gas - "Balance t r a n s f e r r e d Gas - "Balance t r a n s f e r r e d
f r o m  income" r e p orte d to 
FPC. C e r t i f i e d  by A l a s k a  
Pu b l i c  Utilities C o m m i s s i o n

from income", d e t e r m i n e d  by 
Dept, of Revenue, r e p o r t e d  
to Fed. E n e r g y  R e g u l a t o r y  Comm.

D e t e r m i n a t i o n  of Income from A c t i v i t i e s  O t h e r  Than Oil and Gas P r o d u c t i o n  
and P i p e l i n e  T r a n s p ort ation:

C r oft 's Senate CS 322 C r o f t - H a m m o n d  C o m p r o m i s e :

S u b t r a c t  oil and gas p; a d u c t i o n  
and P / L  t rans p o r t a t i o n  income  
fr o m  c o m b i n e d  co rpo r a t e  income 
a n d  a p p o r t i o n s  balance using 
t w o - f a c t o r  payroll and p r o p e r t y  
formula

Su b t r a c t  oil and gas p r o d u c t i o n  
and P/L t r a n s p o r t a t i o n  income 
from c o n s o l i d a t e d  net income 
c e r t i f i e d  by C P A  for p u r p o s e s  of 
r e p o r t i n g  to s t o c k h o l d e r s  (book 
income) and a p p o r t i o n  by three- 
factor prop erty, p a y r o l l  and 
sales formula, i n c l u d i n g  p r o p e r t y  
and p a yroll f r o m  A l a s k a  OCS in 
factors

JRIIrdjb .

x c : W . M. Ba rstow
H. W. B e a thard
N. C. Fitch
S. J. Kettel k a m p
R. J. Wa l k e r

Janies- R. Howell

ago 547904



M i s
POUCH Y  ■ STATE CAPITOL 

JUNEAU. ALASKA 9 9 6 I I

907-465-3800

LEGISLATIVE AFFAIRS AGENCY
April 4, 1978

M E M O R A N D U M

SUBJECT: Milton Lipton's Comments on Draft No. 5 of Proposed CS of CS
for HB 322

TO: The Honorable Kay Poland

Briefly, Milton Lipton's comments to me over the telephone were as 

follows:

1. He suggested that the definition of gross income was too broad. Mr. 

Messenger and I have not discussed specific language by which it 
might be narrowed, but I believe such language could be developed 

in a matter that satisfies the administration.

2. He suggests that we should not necessarily assume that transporta­
tion costs set by a tarrif on file with the pipeline commission are 
necessarily resonable (page 3, line 3-5). He suggests language to 
take care of the situation where a filed tarrif may be later found 
to be unreasonable by a court. I am sure that the administration 
would have no problem with this change.

3. On page 3, line 8, Lipton suggests that we make it clear that
royalties paid to individuals or corporations are also deductable 
As the bill stands now these are taken account of in the determina­
tion of gross value, but there should be no problem (no change in 
the effect of the bill) by putting this deduction here.

4. Milton questions the usefulness of the concept of book income in
the allocation of "other income" (page 6, line 25).

5. On page 7, line 18, he questions the "semmetry" of the attempt to
use payroll and property located on the Alaska OCS in the alloca­
tion formula for "other income".

I am not sure that the administration would accept these last two changes,
although their revenue impact seems almost negligable to us.

AGO 547905
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C adwal a d e r ,  V/ickersham & Taft. He was f o r m e r l y  V i c e  P r e s i d e n t  and 

G e n e r a l  Tax C o u n s e l  o f  W e s t i n g h o u s e  E l e c t r i c  C o r p o r a t i o n  w i t h  w h i c h  

he was a s s o c i a t e d  f r o m  1 9 5 5  to 1 9 7 0 .

A n a t i v e  o f  W i s c o n s i n ,  Mr. Kust is a g r a d u a t e  o f  the U n i­

ver s i t y  o f  W i s c o n s i n  and the H a r v a r d  L a w  School. He is a m e m b e r  of 

the Hew York a n d  P e n n s y l v a n i a  bars.

He is a p a s t  p r e s i d e n t  o f  the T a x  I n s t i t u t e  o f  A m e r i c a ,  

and o f  the Tax E x e c u t i v e s  I n s t i t u t e .  Mr. Kust has s e r v e d  as C h a i r m a n  

of G o v e r n o r  S c r a n t o n ' s  C o m m i t t e e  on T a x  A d m i n i s t r a t i o n ,'C h a i r m a n  of 

T a s k f o r c e s  for G o v e r n o r  S h a f e r ' s  T a x  S t u d y  and R e v i s i o n  C o m m i s s i o n ,  

and was a m e m b e r  of the A d v i s o r y  C o m m i t t e e  of the C o m m i s s i o n e r  of 

Internal Revenue, lie has s e r v e d  on the E x e c u t i v e  C o m m i t t e e  o f  the 

R a t i onal Tax A s s o c i a t i o n ,  as a D i r e c t o r  of the C h a m b e r  of C o m m e r c e  

of the U n i t e d  S t a t e s ,  and as a m e m b e r  o f  the T a x a t i o n  C o m m i t t e e .  He 

is a m e m b e r  of the T a x  S e c t i o n  of the A m e r i c a n  B a r  A s s o c i a t i o n ,  a 

m e m b e r  of the C o u n c i l  o f  the U.S.A. B r a n c h  o f  the I n t e r n a t i o n a l  

F iscal A s s o c i a t i o n ,  a m e m b e r  o f  the A d v i s o r y  B oard of T a x  M a n a g e m e n t ,  

and a m e m b e r  of the A d v i s o r y  B o a r d  of the T a x  Foundation .

Mr. Kust h a s  w r i t t e n  o n  a w i d e  v a r i e t y  of tax i s s u e s ,

i n c l u d i n g  "State T a x a t i o n  o f  I nco me from I n t e r s t a t e  C o m m e r c e :  New
■ ,v .

D i m e n s i o n s  of an O l d  P r o b l e m " ,  S.W. L.J. 1 (I960); "State T a x a t i o n  

of I n t e r s t a t e  S a l e s " ,  *16 Va. L. Rev. 1 2 9 0  ( i 9 6 0 ); " F e d e r a l  T a x  R e f o r m  

the'Tax E x e c u t i v e ,  V o l  XIV, April, 1962; " S t a n d a r d s  of C o n d u c t’ for 

Tax E x e c u t i v e s " ,  the T a x  E x e c u t i v e ,  Vol. XIV, July 1962; "A R e­

appr a i s a l  of T a x a t i o n  o f  I n t e r n a t i o n a l  B u s i n e s s  Income", N a t i o n a l  

Tax A s s o c i a t i o n  P r o c e e d i n g s ,  A n n u a l  C o n f e r e n c e ,  1966, p.15*J; " A l t e r n -  

n a t i v e s  for H e w  F e d e r a l  R e v e n u e s " ,  T a x  Review, Tax F o u n d a t i o n ,  Vol.

Xr'IV, Ho. 7, July, 1973.
AGO 547906



Equitable Apportionment: Administrative Discretion and Uniformity in

the Division of Corporate Income for .State Tax Purposes 

49 So. Cal. I.. Rev. 991 (1976)

Specific Allocation of Corporate Income in California: Some Problems in 

tho Uniform Division of Income for Tax Purposes 

30 TAX. L. REV. 607 (1975)

Separate Accounting in California and Uniformity in Apportioninp, 

Corporate Income 

18 U.C.I..A, L. REV. 478 (1971)

AGO 547907
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Coursc.s Taught:

AState and Local T a x a t i o n  

V{ F e d er al Income T a x a t i o n  

^ F e d e r a l  and E s t a t e  G i f t  T a x a t i o n  

^ S e m i n a r  in T a x  P o l i c y  and C u r r e n t  L e g i s l a t i o n  

S e m i n a r  in A d v a n c e d  Tax  R e s e a r c h  

N a t u r a l  R e s o u r c e s  5

*
C o u r s e s  taught c u r r e n t l y



J O H N  S. W A R R E N  

B i o g r a p h i c a l  i n f o r m a t i o n

E d u c a t i o n :

B a c h e l o r  o f  S c i e n c e  in Law, U n i v e r s i t y  o f  M i n n e s o t a  -  1943

B a c h e l o r  o f  L a w s ,  U n i v e r s i t y  o f  C a l i f o r n i a ,  H a s t i n g s  C o llege 
o f  L a w  - 1 9 5 0

P r o f e s s i o n a l :  . '
----------------  I

L o e b  a n d  L o e b ,  L o s  A n g e l e s ,  C a l i f o r n i a  - 1 9 5 7  to p r e s e n t  
• ( p a r t n e r  1 9 6 0  to p r e s e n t )

G o v e r n m e n t  p o s i t i o n s : . . . • • *

A s s o c i a t e  T a x  C o u n s e l ,  C a l i f o r n i a  F r a n c h i s e  T a x  B o a r d  - 1 9 5 1 -1957

C o n s u l t a n t ,  C a l i f o r n i a  D e p a r t m e n t  o f  F i n a n c e  - 1962

C o n s u l t a n t ,  C a l i f o r n i a  L e g i s l a t u r e ,  S e n a t e  F a c t  F i n d i n g  C o m m i t t e e  
o n  R e v e n u e  a n d  T a x a t i o n  - 1964

S t a t e  B a r  o f  C a l i f o r n i a

C o m m i t t e e  o n  T a x a t i o n  (1958-1962)
C o m m i t t e e  o n  P r o p e r t y  S a l e s  a n d  L o c a l  T a x e s  (1975- )
C h a i r m a n ,  S u b c o m m i t t e e  o n  O c c a s i o n a l  S a l e s  (1976- )

L o s  A n g e l e s  C o u n t y  B a r  A s s o c i a t i o n ,  T a x  S e c t i o n :

C o m m i t t e e  o n  F e d e r a l  a n d  C a l i f o r n i a  D e a t h  a n d  G i f t  Taxes

A m e r i c a n  Bar1 A s s o c i a t i o n ,  S e c t i o n  o f  T a x a t i o n ,  C o m m i t t e e  on 
S t a t e  a n d  L o c a l  Taxes:

S u b c o m m i t t e e  o n  N o n - F e d e r a l  S o l u t i o n s  t o  I n t e r s t a t e  
T a x  P r o b l e m s  (1974)

S u b c o m m i t t e e  o n  I m p o r t a n t  D e v e l o p m e n t s  (1975)
V i c e  C h a i r m a n ,  S u b c o m m i t t e e  o n  C o r p o r a t i o n  N e t  

I n c o m e  T a x e s  (1976)

A r t i c l e s :

" S a l e s  of D e p r e c i a t e d  P r o p e r t i e s  to R e l a t e d  E n t i t i e s , "
1959 S o u t h e r n  C a l i f o r n i a  T a x  I n s t i t u t e

"The U n i t a r y  C o n c e p t  in the A l l o c a t i o n  o f  I n c o m e , "
12 H a s t i n g s  L a w  J o u r n a l  42 (with F r a n k  M. K e e s l ing)

" S e l e c t e d  P r o b l e m s  in C a l i f o r n i a  C o r p o r a t i o n  T a x e s , "
1962 S o u t h e r n  C a l i f o r n i a  T a x  I n s t i t u t e  939 A G O  5 4 7 9 0 9



" I n c o m e  T a x a t i o n  o f  T e s t a m e n t a r y  T r u s t s , "
23 J o u r n a l  o f  T a x a t i o n  273

" C a l i f o r n i a  F r a n c h i s e  T a x  A l l o c a t i o n  o f  I n c o m e  o f  U n i t a r y  
B u s i n e s s ,"

19 6 6  S o u t h e r n  C a l i f o r n i a  T a x  I n s t i t u t e  529

" C a l i f o r n i a ' s  U n i f o r m  D i v i s i o n  of I n c o m e  f o r  T a x  P u r p o s e s  
Ac t , "  -• *

15 U . C . L . A .  L a w  R e v i e w  156 (with F r a n k  M. K e e s l i n g )

" R e f o r m  A c t  C h a n g e s  in P e n s i o n  and P r o f i t  S h a r i n g  P l a n s , "  
1 9 7 1  S o u t h e r n  C a l i f o r n i a  T a x  I n s t i t u t e  137

. • I • • *

L e c t u r e r :

"Tax P r o b l e m s  o f  C l o s e l y  Held C o r p o r a t i o n s  and T h e i r  Shareh o l d e r s "  
C a l i f o r n i a  C o n t i n u i n g  E d u c a t i o n  o f  the Bar, 1974

" A d v i s i n g  o n  C a l i f o r n i a  Taxe s"
C a l i f o r n i a  C o n t i n u i n g  E d u c a t i o n  o f  t h e  Bar, 1975

" C a l i f o r n i a  S t a t e  a n d  L o c a l  T a x  Rules P e r t a i n i n g  to the 
E n t e r t a i n m e n t  I n d u stry "
C a l i f o r n i a  C P A  F o u n d a t i o n ,  1974

T e a c h e r : . • . •

A d j u n c t  P r o f e s s o r  of L a w  in State and  L o c a l  Taxes, 
L o y o l a  U n i v e r s i t y ,  S c h o o l  of Law 
c o m m e n c i n g  J a n u a r y  1977.

ag o  5*7910



S E N A T O R  
KA Y  PO L A N D  

D I S T R IC T  L 
P .O .  PO X  A3 

K O D IA K .  A LA SKA  9 9 5 1 3

KOD IAK*  A L E U T IA N  
D I S T R IC T

W H IL e  IN  JU N E A U  
P O U C H  V 

JU N E A U .  A L A S K A  0 9 8 1 1

F e b r u a r y  17, 1978

D o n  Dickey, P r e s i d e n t  
A l a s k a  State C h a m b e r  of C o m m e r c e  
310 S e w a r d  Street 
Juneau, A l a s k a  99801

Dear Don:

T h a n k  you for y o u r  l e t t e r  r e g a r d i n g  SCS/CS HB 322. It w i l l  
be i n s e r t e d  in the R e s o u r c e s  C o m m i t t e e  h e a r i n g  r e c o r d  as you 
have requested.

A d d i t i o n a l  h e a r i n g  dates for SCS/CS H B  322 h a v e  b e e n  sche duled 
for Wednesay, F e b r u a r y  22 and Friday, F e b r u a r y  24. If y o u  are 
i n t e r e s t e d  in p r o v i d i n g  additi o n a l  testimony, p l e a s e  contact 
S h a r o n  Stoops at 4 6 5 - 3 7 1 7  as soon as possible.

S i n c e r e l y  ,p-.v

f
' I 0-

) /
K ay P o l a n d
State Senator
K o d i a k - A l e u t i a n  D i s t r i c t

KP: ts



LEGISLATIVE AFFAIRS A GENCY

M E M O R A N D U M April 1, 1978

SUBJECT:

TO:

FROM:

SCS CSHB 322 and 

The Honorable Kay

Gregg K. Erickson 
Director of Rese

ultistate Compact 

and

Several weeks ago, Mr. John Warren testified before your committee and 

suggested that adoption of the Senate committee substitute for HB 322 

would jeopardize Alaska's membership in the Multistate Tax Compact. As 
you requested at that time, an analysis of these assertions has been 
prepared and is enclosed herewith (memorandum of March 31 from Mr. Berry 
to me). A January 26 memorandum on the same subject is also enclosed.
An even earlier memorandum is available in our files.

All these memoranda indicate fairly clearly that adoption of either the 
proposed or existing Senate committee substitutes for HB 322 would not 
jeopardize the state's membership in the multistate compact. Tne last 
paragraph of each memorandum contains a fairly concise summary or its 
findings.

Please let us know if you wish to have these memoranda circulated to 
other members, or if you believe additional work is needed in this area.

GKE:jm 
Attachments
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LEGISLATIVE AFFAIRS A GENCY
M E M O R A N D U M  M a r c h  31, 1978

S U B J E C T : 

TO:

FROM:

M ember s h i p  in the M u l t i s t a t e  T a x  Compact 
(Work Order No. 4448 - Part II)

G regg K. Erick son 
Director
D i v ision of R e s e a r c h  Services

R a n d o l p h  Berry 
Legisl a t i v e  Counsel

The question continues to be r aised as to the effect on 
Alaska's m e m b e r s h i p  in the m u l t i s t a t e  compact of the e n­
actment by Alaska of a statute m a n d a t i n g  specific a c c o u n t i n g  
and allocation  of income m e tho ds for corporations engaged in 
the produc t i o n  of oil and gas in the state.

As this question has b e e n  r a i s e d  and discussed by various 
legislative and industry consultants w i t h  inconsistent or 
conflicting answers, it is felt that it w o u l d  be w o r t h w h i l e  
to continue and elaborate on m y  m e m o r a n d u m  on that subject, 
dated April 28, 1976, to Gregg Erickson, w i t h  an attempt to 
clarify the current state of the law and the practice of 
allocation of income from oil p r o d u c t i o n  in other oil 
producing states.

There are p r e s e n t l y  nineteen states w h i c h  have ado pted or 
joined the M u l t i s t a t e  T a x  Compact (referred to h erein a f t e r  
simply as the " c o m p a c t’1) . 1/ Of the twelve m a j o r  oil producing  
states, 2/ six in additio n to A l a s k a  have joined the compact 3/ 
and five~lrave n o t . 4/ Of these same twelve oil prod ucing  
states, ten have income taxes on corporate income; 5/ and of 
these ten, six are members of the compact. 6/ Of the six 
oil pro ducing states, in only three has there been litigation 
on the issue of a l l o c a t i o n  of income from extractive industry 
under the compact or UDITPA formula versus separate acc ounting  
or other m o d i f i c a t i o n  of the statutory formula. The litigation  
in two of these states 7/ involved section 18 of A r t i c l e  IV 
(the "relief provision'T, in the third, the litigation 
turned on the issue of w h e t h e r  or not the business was 
unitary in nature, 8/ and the "relief provision" was not 
r aised by either si3e.
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O f  the four significant oil p r o d u c i n g  states w h i c h  do not 
b e l o n g  to the compact but do impose an income tax on c o r p­
orations w i t h  statutory a l l o c a t i o n  formulas, 9/ one n o w  has 
a statute w h i c h  s p e cifically provides that "the income from 
oil p r o d u c t i o n  shall be a l l o c a t e d  according to the locat ion 
of the producing property."  1 0 / In a second, the court has 
u p h e l d  the requirem ent of separate ac coun t i n g  for oil p r o d u c t i o n  
on the ground that the statu tory three-fac tor formula is 
m a n i f e s t l y  unfair to the state. 11/ In the other two, no 
cases involving departure f r o m  the st atutory formula was 
found. Thus it can be seen that there is currently a w i d e  
dispar ity of allocati on p r o v i s i o n  and p r a ctice even in the 
twelve states w i t h  the most signific ant oil production.

In considering w h e t h e r  separate accoun t i n g  is p e r m i t t e d  to 
be u s e d  or m a y  be imposed by a compact state on a business 
taxpayer involved in business a c t ivity in m o r e  than one 
state, it should be borne in m i n d  that the d e t e rmin ation 
m a y  occur in two stages; and either stage m a y  r esulc in a 
decision that separate a c c o u n t i n g  is permis s i b l e  (or conversel y 
that the party re ques t i n g  separate acco un t i n g  has not m a d e  
the n e c e s s a r y  s h o w i n g ) .

The first stage turns on the qu est i o n  of w h e t h e r  the business 
activit y in the p artic ular state is separate in n a t u r e  from 
the taxpayer's business activity in other states, or w h ether 
it is part of a "unitary" business. The definition of what 
is a "unitary" business varies f r o m  state to state, w h i c h  
has lead to inconsistencies b e t w e e n  m e m b e r  states in the 
applic a t i o n  of the m u l i t s t a t e  compact. However, for a r oug h 
w o r k i n g  definition, one m i g h t  say that a u n i t a r y  business is 
one in w h i c h  the business activities of the taxpayer in 
several states are so i n t e r r e l a t e d  that each part is dependent 
on the parts occurring in other states.

If the business activity is unitary, then the compact p r o­
visions w o u l d  be applicable to that business activity, and 
alloca tion w o u l d  occur under the three-factor formula, unless 
r e l i e v e d  under the second stage of the determination.
If, on the other hand, the taxpayer's business acti vity in 
the partic u l a r  state is e s s e n t i a l l y  separate and distinct 
from his activity in other states, then separate accounting 
w o u l d  be appropriate, and the compact formula w o u l d  not be 
applicable.
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If the business acti v i t y  falls w i t h i n  the def inition of 
"unitary" as in effect in the p a r t i c u l a r  state, separate 
accoun ting m a y  still b e  p e r m i s s i b l e  for, or req ui r e d  of, 
that business taxpayer if it i» determined, tinder the 
"relief provisio n," that the t h r ee-factor compact formula 
"does n o t  fairly r e p r e sent the extent of the taxpayer's 
business activity" in the state.

Whereas  the first stage d e t e r m i n a t i o n  of w h e t h e r  a m u l t i­
state business acti vity is "unitary" m ight be v i e w e d  as a 
d e c i sion at the front door of w h e t h e r  the taxpayer enters 
into the compact's coverage, the d e t ermina tion m a d e  at the 
second stage (under the "relief" provision) is one of 
w h e t h e r  a taxpayer, alre ady d e t e r m i n e d  to be covered by the 
compact, leaves its coverage out the side door.

Of the cases disc ussed in the m e m o  of January 26, 1978, the 
two Calif ornia cases - Superior Oil C o . v. Franchise Tax 
B o a r d , 386 P . 2d 33 (Col. 1963) and H o n o l u l u  Oil C o r p . v 7  
Franchise T a x  B o a r d , 386 P . 2d 40 (1963), and the Kansas case 
Webb Resources, I n c . v. M c C o y , 401 P . 2d 879 (1965), [decided 
prior to K a n s a s ' entry into the c o m p a c t ] , all i nvolved the 
threshold question  of w h e t h e r  or n o t  the business a c t ivity  
i nvolved was u n itary in nature, and the question of fairness 
of the statutory formula was not raised. In b o t h  the Utah 
case K ennecott Copper C o r p . v. State T a x  C o m m i s s i o n , 493 
P . 2d 632 (1972) and the L o u i s i a n a  case - Texas C o . v.
C o o p e r , 107 So 2d 687 (1959) [although L o u i siana is n o t  a>P
m e m b e r  of the compact, its s tatutory formula parallels that
of the compact] the q u e stion was decided on the basis of 
whether the statutory formula fairly repr e s e n t e d  the taxpayer's 
business activ ity in the state, and in b o t h  instances it was 
d eter mined that it did not.

Since the decision of the Webb case in Kansas, w h i c h  u pheld 
separate accounti ng of oil p r o d u c t i o n  in the state, Kansas 
has j o ined the compact (1967) , and the question of separate 
accounting has again b e e n  liti gated in Amoco P r o d u c t i o n  
Co. v. Armold, 518 P . 2d 453 (1974), this time on the questio n 
o £  w h e t h e r  the compact's three -factor formula fairly r e p r e s e n t e d  
Amoco's oil p roduction business in Kansar. A l t h o u g h  Joh n S. 
Warren, in a posit i o n  paper, relies on the Amoco case for 
the p r o p o s i t i o n  that oil companies are not excludable from 
the compact (p. 4), the case did not in fact contain any 
such holding. The court did say that although the legislature 
h a d  chosen to speci fically exclude certain busines ses from
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the U n i f o r m  D i v i s i o n  of Income for T a x  Purposes Act, it had 
n o t  chosen to exempt oil companies. However, the h o l d i n g  of 
the case was b a s e d  on the fact that the tax ad min i s t r a t o r  
h a d  m i s i n t e r p r e t e d  the Act; and the case was r e m a n d e d  for 
further p r o c e e d i n g  b y  the tax admin i s t r a t o r  on the q u e s t i o n  
of w h e t h e r  the U D I T P A  f o rmula fairly r e p r e s e n t e d  the extent 
of the taxpayer's business  a c t i v i t y  in Kansas. The court, 
(contrary to the impr es s i o n  given b y  Mr. Warren), r e c o g n i z e d  
that if the tax a d m i n i s t r a t o r  found that the formula did not 
fairly r e p r esent the extent of Amoco's  business a c t i v i t y  in 
Kansas, then departure f r o m  the formula was appropriate; and 
the use of separate a c c o u n t i n g  was one of the author i z e d  
a l t e r n a t i v e s .

F r o m  the above discussion, it should be evident that there 
is no clear author ity for the statement that Alaska's e n­
actment of H B  322 in any of its ver sions w o u l d  jeo par d i z e  
A l a s ka's m e m b e r s h i p  in the M u l t i s t a t e  T a x  Compact. A b s o l u t e  
u n i f o r m i t y  is not r e q u i r e d  by the compact; its own p rovi sions 
r e c o g n i z e  the n e e d  for some f l e xibility on the part of state 
tax administration. The court in the Kenne cott case r e c o g n i z e d  
that the compact formula m i g h t  be inapprop riate to 
ce rtain industries unless modified, and the Kansas court in 
A moco implied ly r e c o g n i z e d  the le gislature's auth ority to 
exclude specific busine s s e s  or industries as is p r o p o s e d  in 
HB 322.

R B :jpd
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1/ Alaska, Arkansas, California, Colorado, Hawaii, Idaho, 
Kansas, Michigan, Missouri, Montana, Nebraska, Nevada, New 
Mexico, North Dakota, Oregon, South Dakota, Texas, Utah, and 
Washington.

2/ Alaska, California, Colorado, Florida, Kansas, Louisiana, 
Mississippi, N e w  Mexico, Oklahoma, Texas, Utah and Wyoming.

3/ California, Colorado. Kansas, N e w  Mexico, Texas and 
Utah.

4/ Florida, Louisiana, Mi ssissippi, Ok lah o m a  and Wyoming.

5/ Alaska, California, Colorado, Florida, Kansas, Louisiana, 
Mississippi, New Mexico, O k l a h o m a  and Utah.

6/ Alaska, California, Colorado, Kansas, N e w  Mexico  and 
Utah.

7/ Kennicott Copper C o r p . v. State T a x  C o m m i s s i o n , 493 P . 2d 
5"32 (Utah 1972) ; Amoco P r o d u c t i o n  Co v. Armold., 518 P. 2d 453 
(Kansas 1974).

8/ Superior Oil C o . v. F r a n c h i s e  T a x  B o a r d , 386 P . 2d 33 
X C a l i f . 1963) and the c o m p a n i o n  case H o n o l u l u  Oil C o r p . v. 
Franchise Tax B o a r d , 386 P. 2d ZiO (CaliF! 1963) , decided 
under U DITP A p r i o r t o  C a l ifornia' s e ntry into the M u l t i s t a t e  
T a x  Compact.

9/ Florida, Louisiana, M i s s i s s i p p i  and Oklahoma.

1 0 / O k l a h o m a .

1 1 / Louisiana - Texas C o . v. C o o p e r , 107 so 2d 687 (1959).
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January 26, 1978

M E M O R A N D U H

SUBJECT: Impact of Proposed Changes in Corporate Income
Tax Treatment of Oil and Gas Operations on

Alaska Membership in the Multistate Tax Compact
(W. 0. 4448)

TO: The Honorable John Rader

FROM: Gregg K. Erickson

Director
Division of Research Services

/ y

The attached memorandum responds to your questions proposed in the 

above Work Order. The brief answer to your question is that neither 

the "franchise tax", "direct accounting", or "4th-factor" approaches are 
likely to be construed as a breach of the multistate tax compact.

In accordance with your instructions we are forwarding a copy of this 
memorandum to the Department of Revenue for comment.

GKE:ftc

Attachment

b
cc: Attached memoranda to John Messenger,

Deputy Commissioner of Revenue
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February 14, 1978

Juneau, Alaska 99801 

Phone 586-2323

The Honorable Kay Poland 
Chai rman

Senate Resources Committee 

Alaska State Senate 
Pouch V, State Capitol Building 
Juneau, Alaska 99811

Dear Senator. Pol-and : __

Because of the long list 'of technical witnesses who have 
appeared and testified on the oil and gas corporate fran­
chise tax (SCS/CS HB 322), 1 have decided to conserve your 

Committee's time by putting our views on this proposal 
in wri ting.

As you know, I have attended almost all the hearings 

on this important subject. However, I have yet to hear 

anyone justify the need for this legislation which 

Robert Moore of Arthur Anderson's Accounting Firm testified 
would skyrocket Alaska's tax load to 61% higher than the 

national average and increase by $1.9 billion the cost 
to the oil industry over the 25 year life of Prudhoe Bay. 

Certainly it would be difficult for the State to argue 
we need the added income to operate government in view 
of pending legislation dealing with the "Permanent Fund."
In the Administration's bill on the fund, HB 298, they 
proposed setting aside 50% of all royalties, and 100% 
from bonuses to operate'the Permanent Fund. The House 
version, HB 596, calls for depositing 30% in the fund of 
royalties, and 100%of bonus monies, while the Senate 
version calls for a split of 25% royalties and 25% bonuses.

My point is, if the Administration and the legislators feel 
we can set aside these substantial funds, in a so called 
"people's savings account", then certainly additional 
taxes are not needed or justified.

B u i l d i n g  A  B e t t e r  A l a s k a
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Senator Kay Poland, Chairman 

Senate Resources Committee 

Page Two
February 14, 1978

The Alaska State Chamber of Commerce firmly believes 

that every industry should pay their fair share of 
supporting needed state government services. With the 

oil industry presently providing over 60% of the State's 
operating income, certainly it would appear that they are 
paying their share, and then some.

Our statewide membership is representative of all of 
Alaska's basic industries: fishing, timber, mineraIs,

as well as oil and gas. My concern is that if this oil 
tax legislation were to pass, and it resulted in put­
ting, to any degree, a damper on future exploration for 
energy resources, other industries would quickly be 
called upon to pick up the slack and carry a heavier 
burden of taxation.

With the many problems presently facing all of Alaska's 

basic industries, the need now is for encouragement, not 
additional obstacles in their path to expansion.

The Alaska State Chamber requests you reject this costly, 
unneeded legislation proposed in SCS/CS HB 322.

Thank you for this opportunity to state our position for 
te record.

Si nee rely,

Don Dickey 
Presi dent

D D : rh
cc: All Alaska State Senators
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pouch y  . srA ie C A P ita  

JUNEAU. ALASKA 99811 

907  465 380 0TffiH [ L E d O g l L O T G D ^

LEGISLATIVE AFFA IRS A GEN CY

M E M O R A N D U M  January 31, 1978

SUBJECT: Arthur Andersen & Company Oil Tax Study (W.O. #4812,
partial)

TO: The Honorable Russ Meekins

FROM: Richard G. Haggart^!^-’''”"
Research Analyst

This memorandum is in response to your request that we analyze the 

Arthur Andersen & Co. report of January, 1978 ("Prudhoe Bay Field and 

Trans-Alaska Pipeline System Comparative State Tax Burden Study"), and 
the issues raised therein. Generally, you requested that we examine the 

following points:

1. The general accuracy of the Andersen report.

2. The applicability of its findings to Alaska.

3. Whether or not the Andersen study is an accurate
representation of Alaska's tax burden on the oil 
industry generally (as opposed to an isolated considera­
tion of Prudhoe Bay).

4. What other factors, if any, might modify or affect the

conclusions reached in the Andersen study.

The Andersen Report

The Arthur Andersen report compares the relative tax burden on the 
Prudhoe Bay field and the trans-Alaska pipeline, of Alaska and seven 

other oil producing states -- California, Kansas, Louisiana, New Mexico, 

Oklahoma, Texas, and Wyoming. To make this comparison, Andersen developed 
a pro forma income and expense model for the Prudhoe Bay field and the 
pipeline for the period 1977-2001, based generally on publicly available 
data. The tax regimes of the seven other oil producing states were then 
transplanted to Alaska and applied to the Prudhoe Bay oil field and the 
Alyeska pipeline over the 25 year period. The results were then tabulated, 
and compared to the taxes which Andersen estimated would be paid under 

Alaska's current tax laws.
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The study indicates that, given Andersen's assumptions, Alaska's tax 

system would generate the greatest amount of revenue from the Prudhoe 

Bay field and the pipeline of the eight states considered. In general3 
we believe the Andersen study represents an accurate appraisal of the 
relative impact of Alaska's tax system on one oil field and its associated 
pipeline system. It is notj however, an accurate representation of the 
relative position of Alaska’s oil tax system generally. This last 
comment should not be considered a critique of the Andersen report 

per se, since the company performed only that analysis which was re­
quested by its clients. As was noted above, we believe the Andersen 

report is an accurate response to the precise questions that were raised —  
however narrow and incomplete such questions might be, in terms of 

determining the tax "burden" imposed by Alaska, and the effects of this 
"burden" on corporate incentives to find and produce oil in the state.

Outlined below are some of the major issues, which, in our judgment, 
must be considered in determining Alaska's relative position in terms of 

state taxation of oil and natural gas. Because of time and resource 

limitations, the material set forth belnw cannot be considered definitive. 
Instead, we believe it should serve as a starting point in considering 
the issues raised by the Andersen report and recent associated industry 
statements regarding Alaska's tax structure. We intend to pursue this 

analysis and will report further within the next two weeks.

Alaska's Taxes Outside Prudhoe Bay

By limiting the Andersen study to Prudhoe Bay and the trans-Alaska 

pipeline, an important aspect of Alaska's tax policy was omitted. 

Specifically, the state of Alaska imposes a progressive severance tax, 
designed to impose higher tax rates on profitable fields and production 

and much lower rates (or none at all) on less profitable production.

By focusing on Prudhoe Bay, with very high per-v/ell productivity, Alaska's 

severance taxes emerge at very high levels. According to the Andersen 
study, the effective rate of severance taxation imposed by Alaska on 
Prudhoe Bay is 11.2% over the life of the field.*

Alaska's relative position in terms of severance taxation, as calculated 
by Andersen & Co., is shown in Table I.

*We currently have underway an analysis of the extent to which this 
assumption departs from current expectations.
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Hon. Russ Meekins January 31, 1978

Table I
Relative Severance Tax Burden on Prudhoe Bay Oil 1977-2001

Sta te Aggregate Severance Tax Collections % Gross Value

Louisiana $5.7 billion 12.5%

New Mexico $5.4 billion 11.4%

Alaska $5.1 billion 1 1 .2%

Oklahoma $3.2 billion 6.97%

Texas $2 .2 billion 4.6%

Wyomi ng $1.9 billion 4.0%

Source: Arthur Andersen & Co. report "Prudhoe Bay Field and Trans-

Alaska Pipeline System Comparative State Tax Burden Study", 
January, 1978.

In contrast, however, a similar analysis of Alaska's tax burden on Cook 
Inlet (calculated for the years 1978-1980 utilizing the Legislative 

Affairs Agency's Severance Tax Model) results in an average tax rate of 

only 4.6% —  due to the much lower profitability and productivity of the 
Cook Inlet fields. In contrast, Louisiana’s tax rate on Cook Inlet 
would remain at 12.5%, New Mexico's would increase somewhat to 12%, and 
Wyoming's rate would remain at 4%. The comparative severance tax burden 

of the six states which impose severance taxes is shown in terms of Cook 
Inlet in Table II.
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Table II

Comparative Severance Tax Burden

Cook Inlet Oil Production 1978--1980

State

(MM/bbl) 

Cook Inlet Prod. $ Value

Severance 

Taxes Due

% Effective 

Rate

Louisiana 150.5 $876.4 $109.6 12.5%

New Mexico 150.5 $876.4 $104.31
1 1 A1/1/
11.3/*

Oklahoma 150.5 $876.4 $ 61.4 7.0%

Alaska 150.5 $876.4 $ 40.6 4.63%

Texas 150.5 $876.4 $ 40.3 4.6%

Wyomi ng 150.5 $876.4 $ 35.1 4.0%

1 Sum of New Mexico's percentage of value tax and cents per 
barrel charge.

Source: Arthur Andersen & Co. report "Prudhoe Bay Field and

Trans-Alaska Pipeline System Comparative State Tax 

Burden Study", January, 1978; Alaska Effective Tax 
Rate from Legislative Affairs Agency, Research Division, 
Severance Tax Model.

In our judgment tables I and II are significant indicators of one of the 
important aspects of Alaska's current tax structure: namely, that Alaska 
imposes much lower tax rates on marginal or expensive production than do 

most other states. This relative flexibility of Alaska's severance tax 

statute, and its ability to operate without harming the essential profit­

ability of high-cost or marginal producers, is not adequately addressed 

by the Andersen study which limits its consideration to the Prudhoe Bay 
field.

Another important consideration, and one that does not appear in Table II, 
is that Alaska's tax rate on such marginal fields continued to decline 
as the field's production goes down. Hence, while Alaska's average rate 
for the 1978-1980 period covered in Table II is 4.63%, it is declining 
each year. Thus, in 1978 the rate is 4.96%, in 1979 it is 4.59%, and 
in 1980 is down to 4.26%. In contrast, the rates of the other states in 
the Andersen study will not change appreciably as the rate of production 
in Cook Inlet declines —  and consequently, would pose ever increasing 
tax burdens on the producers in that field.
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Suitability of Alaska's Tax Structure

Another consideration not addressed in the Andersen report, is the 

degree to which Alaska's tax '"'ctem has been uniquely tailored to 

Alaska's oil situation. Likt •, it is at least plausible to assume that 

other state's have acted simila. .y in designing their own tax systems. 
Consequently, it is useful to delineate the differences between various 

producing states that have lead to such different tax structures, and to 
consider how such different circumstances might make state-to-state 
comparisons difficult or misleading.

Table III outlines one key distinction between Alaska and several other 

representative producing states -- average per well productivity.

TABLE III 

Well Productivity Calendar 1975

State Average Daily Production

Alaska 947 bbl/d/well

Louisiana 64 bbl/d/well

California 21.7 bbl/d/well

Texas 20.0 bbl/d/well

While certainly not the sole determinant, well productivity is a very 
significant factor in determining profitability of a well. It is useful 
to note that in 1975, prior to any production at Prudhoe Bay, Alaskan 

oil fields produced at the highest average rate in the United States.

The only other state in the U. S. with an average well productivity over 
100 barrels per day was Florida. In comparison, recent productivity 

estimates of Prudhoe Bay wells indicate an average daily production of 
about 5000 barrels per day —  and the Department of Revenue anticipates 
that in peak production, the average will be in excess of 7000 barrels 
per day per wel1 .
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Yet another comparative measure between the various states is the success 

rate of exploratory ventures. Table IV outlines expenditures for drill­
ing in calendar year 1975 for three states, along with reserves discovered.

TABLE IV

Cost of New Reserves & Field Extensions Calendar 1975 

Compared with Prudhoe Bay

State Drilling Exp. Oil Found Cost/bbl Finding Cost as %

_________ (j Million) (MM/bLl) ($/bbl) of Wellhead Value1

2
California

2

$ 231.7 18.1 $12.80 100%

Texas

2

$1507.6 329.9 $ 4.57 35.7%

Louisiana

***

$2138.6 311.3 $ 6.87 53.7%

3
Alaska $3,000- 7,600 $0,395- 7% - 20.1%
(Prudhoe $8,000 $1,130

Bay)

Wellhead values for these three states were assumed to be $12.80 per 

barrel for newly discovered oil. This figure utilizes the $13.30 per 
barrel market value for Alaskan crude used in the Andersen 
study, adjusted for a $0.50 per barrel marketing and transportation 

charge. It is used for general purposes of comparison only and is not 
meant to be a definitive valuation of new crude oil discovered in these 

states.

2
Data for these three states was calculated from the Joint Association 
Survey and the Basic Petroleum Data Book, both published by the 
American Petroleum Institute.

3

Values for Alaska were taken from the Arthur Andersen & Co. report, 
January, 1978.
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Tables III £ IV are not meant to provide a conclusive demonstration of 

some aggregate level of profitability of Prudhoe Bay oil. They are, 
however, illustrative of several comparative measures by which relative 
levels of state taxation could be compared. On the basis of the data in 

the Tables, Prudhoe Bay and Alaska generally, clearly emerge as an 
unusually productive oil province. For example, in 1975, even without 

Prudhoe Bay, Alaska's per well productivity was 43 times greater than 

that of California. If current Prudhoe Bay production is included, the 
ratio expands to over 240 to 1 —  meaning that the average California 

well produces only about 4/10 of one per cent as much oil per day as 

does an Alaskan well. Despite this vast disparity, Alaska's tax level 

on Prudhoe Bay is only about 8% greater than that which would be imposed 
under California's system of taxation. Again, based on return on investment 

(as measured by development costs versus wellhead prices) Alaska's oil 

emerges as highly profitable production, relative to recent experiences 

in other states. Thus, utilizing the Andersen data, the full finding 
and development over the entire life of the field costs of Alaska oil in 
Prudhoe Bay total only about 20% of wellhead value on a per barrel 

basis. This can be compared with the weighted average drilling cost 
(which does not include full field development expenditures as does the 
Alaska figure) for the three states in Table IV, which is 46% of the 
wellhead value. It should be noted here that investment in the trans- 
Alaska pipeline should not be included in these sorts of calculations, 
since for comparative purposes, the carriers are earning no less a rate 
of return on the pipeline than they would in any other taxing jurisdiction. 

And, even if the pipeline were included in the calculation, total invest­
ment in the line and the field would still only total 41% of the wellhead 

value of the Prudhoe Bay reserves 5% less than the weighted average of 
the states in Table IV.

Conclusions

The Andersen study compares the Alaska tax system with seven other 

taxing jurisdictions and concludes that in terms of Prudhoe Bay, Alaska's 
tax burden is the highest. For the reasons discussed above, we believe 

the Andersen study is of very limited value in determining whether or 

not Alaska's tax structure is "fair" or whether it is excessive compared 

with other states.

The key element in Alaska's tax structure which is not reflected in the 
Andersen report is the essentially progressive nature of the state's 

severance tax. It is absolutely clear that if Alaska's severance tax 
system were transferred^ without modification, to the other five states 
that impose severance taxes (as outlined in the Andersen report) the 
severance tax collections would be virtually nil in those states. This 

is simply because Alaska's current law imposes no severance tax on wells 
producing less than 300 barrels per day, while the average daily production 
in all states, save Florida, is less than 100 bbls/d. As a consequence, 

we believe that Alaska's tax system would generally rank relatively low
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if it were transferred "as is" to other states. What does this prove 

about Alaska's "tax burden"? In our judgment, it proves little, save 

that indiscriminate transfers of state tax systems among otherwise 
dissimilar jurisdictions can produce somewhat unusual -- and misleading —  
results.

RGHrfc
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February 9, 1978

The Honorable Kay Poland 
The State Senate 
Pouch V
Juneau, AK 99811 

Dear Senator Poland:

I subscribe to both the morning and evening newspapers here in Anchorage. 
Frcm what I read I reach the conclusion that the oil industry pays more 
than its fair share of taxes in the State of Alaska. These newspapers 
and the TV news media state that Alaska taxes the oil industry the 
highest of any state in the Union. There might be some argument that by 
sane standards that Alaska does not tax the highest but there seems to 
not be any argument by any standards that Alaska is at least second 
highest in assessing taxes upon the oil industry of any state in the 
Union.

These same sources of news point out that the current Legislature wants 
to raise these taxes significantly higher so that, among other things, 
there will be no question in anyone's mind as to which state treats the 
oil industry worst in providing an encouraging environment for the 
discovery and development of additional reserves of oil. The industry 
drilled only ten exploratory wells in 1977 in Alaska, a state twice the 
size of Texas which drilled over 3,000 exploratory wells. The only 
conclusion I can reach is that the Alaskan Legislature does not want the 
oil industry's presence in Alaska except on a subsistence level to where 
no risk capital can be generated for a meaningful amount of exploratory 
drilling.

I work in the oil industry and have done so for well over 30 years. I 
have lived in Alaska six years. My family and I enjoy Alaska. I wish 
to finish ny career in the oil industry working here in Alaska.

I want you to know that if I hear that further oil industry taxation is 
passed by the legislative session or future legislative sessions, I will 
express ny disgust in the voting booth and encourage ny family to do the 
same. I furthermore will encourage ny friends, neighbors and business 
associates including storekeepers, barbershops and all to express themselves 
similarly in the voting booth. I will exhort ny family to encourage 
their friends, neighbors, business associates, storekeepers, etc. to do 
the same thing. Please make it possible for me not to have to carry out 
such a threat.

Sincerely,

L. V. Gefyert 
3113 Wesleyan Drive 
Anchorage, AK 99504 AGO 5479 29



February 10, 1978

Senator Kay Poland, Chairwoman 
Resources Co:nmittee 
Alaska State Leg is la tu re  
Pouch V
Juneau, Alaska 99811 
Dear Senator Poland:

The reason f o r  my w rit ing  is  to l e t  you know my thoughts on the on-going debate 
re la t in g  to increasing , s t a b i l i z in g  o r decreasing taxes being sought on o i l ,  
minera ls and the l i k e .

F i r s t :  I am in the middle income group, work in a non resource or ien ted f i e ld  - 
hea lth  care , don 't know too much about o i l  taxa tion , am a moderate p o l i t i c a l l y ,  
and fe e l  that non-renewable resource development - although perhaps destruc tive  
a t times to the enivomment - is  a fa c t  o f  l i f e  to our country u n t i l  another 
reasonable energy source can be developed that is  a f fo rd ab le  to the genera l population . 
I f  we have the resource - i t  should be developed, and in  developing we should 
encourage the industry - not make them pay through the nose a t the expense 
o f  a l l  the consumers who end up paying f o r  i t  (because o f  high t a x e s ) .

A laska, to me, is  a land o f  many spec ia l in te re s ts  to spec ia l in te re s t  groups. 
There are very few people here who don 't have a spec ia l in te re s t .  Some o f  these 
spec ia l in te re s t  groups can contribute s ig n i f ic a n t ly  to our tax base - monies 
which w i l l  and are used to  pay f o r  the many services required by non-income 
producing spec ia l in te re s t  groups. As there are on ly a few groups tha t can 
make th is  con tribution  v ia  taxes , then i t  looks to me that 1. we e i th e r  have 
to stop spending - i f  taxes are to stay the same 2. Increase th e i r  taxes over and 
over and over - -  o r  tax the pub lic  higher and higher o r  3. B ite  the tax b u l le t  f o r  
a while to s t a b i l i z e  taxes - so other companies might look to Alaska as a good 
p lace to come and invest. New companies could then help to pick up the s lack  in 
tax revenues that we have been taking from a few and revenues would be increased 
because o f  la rg e r  numbers con tribu ting  a moderate amount ■■ ra the r than a few pavv 
a l l  the f re ig h t .

S  t h ^ i s  on ly  i f  we are going io  con t inua l ly  r e ly  on non-renewable resources 
£  ^ “ ia J  on these
resources can be as great in  revenue producing e :o

Tots s t a b i l i z e  our tax base so investo rs won't be looking over th e i r  shoulders

r ; u “ " s . r « , £
another d irec t ion  to  l in e  someone e lses pocket.
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The poin t here i s  not whether ARCO, Exxon, Mobile, BP and others are 
making a lo t  o f  money here o r  anywhere e ls e .  The point is  th a t Alaska must 
continue to provide from a s tab le  base, and that means encouraging other 
industries in  add ition  to  our good working re la t io n sh ip  with the non- I
renewable people in  resources.

Our people (me included) and the ex is t ing  companies are now paying some 
o f  the highest taxes in  the nation . F rankly I th ink our s ta te  is  overspending 
in  some areas and that there is  some waste. The fishing,commercial and sport 
indus tr ie s , timber development, and s o f t  ware and se rv ice  industr ies  are 
taking a back seat in  being encouraged. As long as we continue to  change 
and increase taxes, the s i tu a t ion  i s  going to become worse.

As ju s t  a regu la r  tax power, who lacks the soph is t ica t ion  o f  t o t a l l y  understanding 
th is  whole complex s t ru c tu re , I  hope tha t you w i l l  consider my po in ts .

Thank you f o r  your considera tion .

Christopher Beardsley 
1412 Annapolis Drive 
Anchorage, Alaska 99504

cc. Sen. Chancy C ro ft 
Sen. Pete Meland
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TABLE I

Net Income Tax Liability in Prudhoe Bay Under Present 

Tax Law.', and Under Proposed CS for CS for HB 322 (Resources)

(S Thousands)

Pre-Tax Net State Income Tax Federal Income Tax

Current State 

Income Tax* $37,294,000 SI,539,000 $17,152,000

Effective Rate 

on Pre-Tax NA 4.1% 46%

Income Tax 

Under Proposed 

Substi tute^ $37,294,000 53,505,000 $16,218,000

Effective Rate 

on Pre-Tax NA 9.4% 43.5%

Net Change in 

Liability3 NA +51,967,000 ($944,000)

Net Change in Rate NA +5.3% (2.5%)

lotal Income Taxes_

$18,701,000

50.1%

$19,724,000

52.9%

+$1,023,000

+1.8%

1 Pre-tax net income and estimated state income taxes from Prudhoe Bay and the trans-Alaska 

Pipeline system are taken from the Arthur Andersen & Co. report of January, 1978. Federal 

tax liability is assumed to be 48% of pre-tax after deduction of state income taxes. Total 

taxes are the sum of state and federal taxes.

 ̂Pre-tax not income is taken from the Arthur Andersen & Co. report of January, 1978. State 

income taxes were calculated as 9.4% of pre-tax net. Federal income taxes were assumed 

to be 48% of pre-tax after deduction of state income taxes. Total taxes are the sum of 

state and federal income taxes.

3 Net changes in tax liability represent the increase (or decrease) in tax liability for 
state, federal and total income taxes under the proposed substitute.
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companies

State

ederal

Government

TABLE I

Impact of Proposed CS for CS HB 322 (Resources) 

On Relative Prudhoe Bay Net Revenue Shares 
($ Millions)

Existing Statute 

Net Revenues Per Cent Share

Proposed Substitute 

Net Revenues Per Cent Share

$18,593

$17,086

$17,162

35.2%
32.3%

32.5%

$17,570 33.2%

$19,053 36.1%

$16,218 30.7%

Net Change

Change in 

Revenues

($1,023)

+$1,967

($944)

Per Cent Change 
in Revenues

(5.5%)

+11.5%

(5.5%)

'ote: Based on Arthur Andersen & Co. report of January, 1978. State revenues include all royalties and taxes.

Federal revenues are assumed to be 48% of pre-tax income after deduction of state income taxes. Net revenues 

to the companies is assumed to be pre-tax income less state and federal income taxes.

Figures in Table I are for the three largest oil producers in Prudhoe Bay (representing 93.7% of production) 

and for the four largest owners of the trans-Alaska pipeline system (representing about 90.18% of ownership).

>
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S u m m a r y  of the P r o p o s e d  C o m m i t t e e  
S u b s t i t u t e  for Ho u se  Bill 322

T h i s  p r o p o s a l  c o n t a i n s  p r o v i s i o n s  of b o t h  the o r i g i n a l  H o u s e  
B i l l  322 as i n t r o d u c e d  by the G o v e r n o r  and the S en at e  C o m m i t t e e  
S u b s t i t u t e  for H o u s e  Bill 322. It r e p r e s e n t s  a c o m p r o m i s e  
b e t w e e n  the two v e r s io n s w h i c h  r e ta i ns  in la rg e p a r t  the 
c o n c e p t  of  s e p a r a t e  a c c o u n t i n g  a p p r o a c h  to a s s e s s i n g  oil a n d  
gas  p r o d u c t i o n  and p i p e l i n e  t r a n s p o r t a t i o n  income, b u t  w o r k s  
to  a v o i d  t he  p r o b l e m s  of c o r p o r a t e  m a n i p u l a t i o n s  a n d  p r o f i t  
s h i f t i n g  b y  providing the state g r e a t e r  contr ol  in the 
d e t e r m i n a t i o n  of th at  income. It also c o n t a in s  e l e m e n t s  of 
t he  o r i g i n a l  H ou s e Bill 322 for p u r p o s e s  of d e t e r m i n i n g  t h a t  . 
p o r t i o n  of the i n c om e  e a r n e d  b y  o i l  a n d  gas c o r p o r a t i o n s  
f r o m  a c t i v i t i e s  o t h e r  than p r o d u c t i o n  and p i p e l i n e  t r a n s p o r t a t i o n .

D E T E R M I N A T I O N  O F  INC OM E

1. Oil a nd  Gas P r o d u c t i o n

P r o d u c t i o n  inco m e  is d e t e r m i n e d  u nd e r a s e p a r a t e  
a c c o u n t i n g  method. That is, ins t ea d of ta ki ng w o r l d­
wi d e  in co m e  and  a p p o r t i o n i n g  that in co me to the state 
b a s e d  up on  a formula, the inc om e in the state is 
d e t e r m i n e d  d i r e c t l y  by l o o k i n g  on l y  at the i n co me  a nd  
e x p e n s e s  of the p r o d u c t i o n  a c t i v i t y  in the state. Th i s 
is d o n e  as is in the b il l a d o p t e d  by the S e n a t e  R e s o u r c e s  
C o m m i t t e e  by taking the w e l l  h e a d  v a l u e  of to t al  p r o d u c t i o n  
as g r o s s  i n c o m e  and d e d u c t i n g  a s p e c i f i e d  list of 
e x p e n s e s  to a n i v e  at n et income. The same li st  of 
d e d u c t i o n s  is r e t a i n e d  e x c e p t  an a l l o w a n c e  for g e n e ra l 
a d m i n i s t r a t i v e  e x p e n s e  or  o v e r h e a d  is made.

The m a j o r  c h a n g e  to the a p p r o a c h  h o w e v e r  is that the 
st at e  pl a ys  a m a j o r  ro le in the d e t e r m i n a t i o n  of  the 
i n c o m e  by a s s e s s i n g  the net i n c o m e  and tax due. Th is  
d i r e c t  role by the state  in a s s e s s i n g  i ncome w i l l  
h o p e f u l l y  a vo i d the p o s s i b i l i t i e s  for p r o f i t  s h i f t i n g  
and o t h e r  in co m e m a n i p u la t io n s.
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2. P i p e l i n e  T r a n s p o r t a t i o n

In co me  fro m p i p el in e  t r a n s p o r t a t i o n  is also d e t e r m i n e d  
on a sep a r at e a c c o u n t i n g  basis. As in the S en a te  
R e s o u r c e s  C o m m i t t e e  sub st it ute, the incom e is d e t e r m i n e d  
a c c o r d i n g  to am ou nt s r e p o r t e d  to the F e d er al  E n er g y 
R e g u l a t o r y  Commission.

Th is  inc om e is al so  a s s e s s e d  by the de partment.

3. In co me from A c t i v i t i e s  o t h e r  than P i p e l i n e  T r a n s p o r t a t i o n  
and P r o d u c t i o n

In come from a c t i v i t i e s  o th er  th an  p r o d u c t i o n  and p i p e l i n e  
t r a n s p o r t a t i o n  is d e t e r m i n e d  u n d e r  a fo r mu la  ap p r oa ch  
after- s u bt r a c t i n g  out p r o d u c t i o n  and p i p e l i n e  t r a n s p o r t a t i o n  
income.

F i r s t  the w o r l d  w i d e  b o o k  i n c o m e  of the c o r p o r a t i o n  is 
determin ed, F r o m  this a mo u nt  is s u b t r a c t e d  t he  income 
d e t e r m i n e d  s e p a r a t e l y  for p r o d u c t i o n  and p i p e l i n e  
t r a n s p o r t a t i o n  activities. T h e  r e m a i n i n g  net inc om e is 
then a p p o r t i o n e d  u si ng  the p r e s e n t  u n i f o r m  f o r m u l a  of 
prope rty, p a y r ol l and sales. Since p r o d u c t i o n  and 
p i p e l i n e  t r a n s p o r t a t i o n  i n c o m e  are d e t e r m i n e d  s ep a ra t e l y  
that p o r t i o n  of property, p a y r o l l  and sales a t t r i b u t a b l e  
to th ese a c ti v i t i e s  in A l a s k a  are s u b t r a c t e d  fr o m the 
n u m e r a t o r s  an d  d e n o m i n a t o r s  of the a p p o r t i o n m e n t  formula. 
Ivhat re ma in s in the form u la  is just the e l e m e n t s  of 
prop erty, p a y r o l l  and sales a t t r i b u t a b l e  to o t h e r  
a c t i v i t i e s .

In a d d i t i o n  the  p r o p o s a l  w o u l d  ad ju st  the a p p o r t i o n m e n t  
fo rm u la  to ta ke  a c c o u n t  of OCS act ivity.

P U B L I C  R E P O R T I N G  A N D  L E G I S L A T I V E  O V E R S I G H T

As  in the Sena te  R e s o ur c es  C o m m i t t e e  Sub st itute, a n n u a l  
r e p o r t i n g  of a g g r e g a t e  in co me  and e x p e n s e  s t a t i s t i c s  is 
p r o v i d e d  for. In addition, the p r o p o s e d  s u b s t i t u t e  p r o v i d e s  
for an a n nu a l r e v i e w  of the d e p a r t m e n t ' s  a s s e s s m e n t  a c t i on s  
by the l e g i s l a t i v e  a u d it o r w i t h  an annu al  re po rt  t o  the 
l e g i s l a t u r e .

A S S E S S M E N T

T h i s  p r op os al  d i f f e r s  from the S e n a t e  R e s o u r c e s  C o m m i t t e e  
S u b s t i t u t e  in th at  the d e p a r t m e n t  is p r o v i d e d  mor e co ntrol 
in the d e t e r m i n a t i o n  of income. T h i s  is do ne  to h e l p  avoid 
p r o f i t  s h i f t i n g  an d o t he r  m a n i p u l a t i o n s  of income. Thu s the 
a u t h o r i t y  is g i v e n  to the d e p a r t m e n t  to a s se s s d i r e c t l y  the 
in co m e t a x a b l e  u nd er  the p r o p o s e d  statute. Th e r e s u l t i n g  
i n co m e th a t w o u l d  be a s s e s s e d  is th e n  taxed at the s t a n d a r d  
c o r p o r a t e  income tax rate o: 9.4 perc en t.
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BEFORE THE SENATE RESOURCES COMMITTEE 
TESTIMONY OF 

CRAWFORD H. THOMAS 
SCS f o r  CS f o r  HB 322

F e b ru a ry  2 4 ,  1978

Madame Cha irm an  and Members o f  th e  S en a te  R e s ou rc e s  C om m ittee :

My name i s  C raw fo rd  Thomas. I  l i v e  in  S a c ram en to , C a l i f o r n i a .
I  have had a lo n g  a s s o c i a t i o n  w i t h  s t a t e  income t a x a t i o n .  I am 
now i e t i r e d .  U n t i l  my r e t i r e m e n t  in  e a r l y  1 9 7 4 ,  I was C h i e f  C o u n s e l 
o f  th e  C a l i f o r n i a  F r a n c h i s e  Tax B oa rd  f o r  e i g h t  and o n c - h a l f  y e a r s .  
The F r a n c h i s e  Tax B oa rd  a d m i n i s t e r s ' th e  income t a x  in  C a l i f o r n i a .

I  commenced w o rk in g  f o r  th e  B oa rd  as an a t t o r n e y  in  1 9 4 0 .  My 
e n t i r e  t im e  w h i le  I was a s s o c i a t e d  w i th  th e  B oa rd  was d e v o te d  to  
l e g a l  and a d m i n i s t r a t i v e  p ro b lem s  o f  s t a t e  income t a x a t i o n .

I e s t im a t e  t h a t  a b o u t  o n e - h a l f  o f  my t im e  was s p e n t  on m a t t e r s  
i n v o l v i n g  th e  t a x a t i o n  o f  th e  income o f  m u l t i s t a t e  b u s in e s s e s  
and th e  a p p o r t i o n m e n t  o f  such  in com e .

I s t a r t e d  my c a r e e r  in  t a x a t i o n  a t  th e  t im e  when th e  u n i t a r y  
c o n c e p t ,  wh ich  you  have h e a rd  d i s c u s s e d  a t  some l e n g t h ,  was f i r s t  
b e in g  s e r i o u s l y  a p p l i e d ,  a l t h o u g h  th e  c o n c ep t  had been r e c o g n i z e d  

• ■ ■ f o r  some - t im e *  I p a r t i c i p a t e d * i n  th e  e x t e n s i o n  o f  th e  u n i t a r y . .  ..,
i , :  : c o n c e p t  fro irt: i t s  ' a p p l i c a t i o n  U o  a • s i n g l e  c o r p o r a t i o n  t o  , i t s  , . . .

v v v ' ; i u  h r  U-l^. • - ! .<& :>  ... - :■ h i

i
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a p p l i c a t i o n  to p a re n t and subsidiaries, to fo re ign s ub s id i a r i e s  

and, finally, to the so-call ed  wo r ld - w i d e  co mb inations . I 

u n d e r s t a n d  that your state no w uses ess en t ia l ly  the s y st e m as 

is in effect in California.

1 w a s  h e a v i l y  involved for several years in o p po s i t i o n  to 

federal int er v en t io n  in st»a4e income taxation, th ro ug h  the 

W illis bill and its successor bills.

I was involve d w i t h  the U n i fo rm  Divi sion of Income for Tax 

Pu rp o se s  Act, from the time it was first being s er i ou sl y 

c o n s i d e r e d  by the states. I supe rv is ed the draf ting of r e g u­

lations u nd er this act, which later became the basis of the 

r e g u l a t i o n s  adopted  by the M u l t i s t a t e  Tax^C o mm i ss i on . Alaska 

was one of the first states to adopt the U n i f o r m  Law for 

d i v i d i n g  income.

I was in vo l ve d wi t h the M u lt i s t a t e  Tax Co mp ac t from the very 

b ir t h of the Compact idea.

Some su bs t an t ia l  po rt i on  of my time was spent r e v i e wi n g and 

a n a l y z i n g  p r o p o s e d  tax legisl at i on  in the Cali fo r ni a  le g is la ture 

A p ri m e reason for this revi ew was to spot p r ob le ms in p ro po se d 

bills. I have r ev iewed the bill b e fo re  you and I have found 

wh a t I b e l ie ve  to be some m a jo r probl ems. I w o ul d  like to 

di sc u s s these problems. -

*. * • i . ; . . .  I . \  j f . . . .  * . / ’ • ' •  * 4,M  • Cv/jf, .
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U n d e r  yo ur  pr es e nt  Ala sk a law and your a d m i n i s t r a t i v e  practice, 

an i nt e gr a te d  oil b us in es s is tr ea t ed  as a u n i t a r y  b usin es s and 

its A l a s k a  income is de te r mi ne d  to be that p e r c e n t a g e  of its 

total income, as d e te r m i n e d  by use of  the standard a p p o r t i o n m e n t  

fo rm ul a of property, payroll and sales.

This  m e t h o d  of ap p or t io n me nt  is set forth in the M u l t i s t a t e  

Tax  Co mp ac t w h ic h  A l a sk a  has ad op te d  as its law.

This Compact has a high er status th an  an or d i na r y state law.

It is a sole mn cove na nt entered into by A l a s k a  and some 18 

o t h e r  states, g u ar an t ee i ng  that ta xpayers will be taxed in 

a c c o r d a n c e  wi t h the terms of this Compact.

• •

This bill does not amend the M u l t i s t a t e  Tax Comp ac t c on t ai n ed  

in you r p r e s e n t  law.

I doubt that h a vi ng  adopted the Compact, a state could u n i l a t e r­

ally amend it, wi th ou t  v i o l a t in g  the Co mpa ct and el i mi n a t i n g  

A l a s k a  as a Compact state.

This bill starts out by saying that, n o t w i t h s t a n d i n g  the present 

law w h i c h  pro vi d es  that income shall be a p p o r t i o n e d  as pr ovided 

in the Compact, the income of oil a nd  gas p r o d u c t i o n  or trans-

- ... p o r t a t i o n  co m panies de rived from Alaska, shall be d e t e r m i n e d  by .....

| •; ' s e pa ra te  a c co u nt i ng  u n d e r • the p r o v i s i o n s  of Sec. 18 of Ar ti cl e IV. •.

of the Compact. oi the Com

AGO 547941
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I shall return  to this Sec t i on  18 in a m o m en t  and at some length.

This bill thus s eg r eg at e s u n it a ry  oil and gas p r o d u ci ng  or 

t r a n s p o r t i n g  c o m p a n i e s  from other uni t ar y  c om p an ie s and says oil 

and gas compan ies, alone, must use a se p ar a te  accoun ti ng  

p r oc e du r e.  It thus treats these co mp a ni es  as condu c ti n g 

b u s i n e s s e s  in A l as k a entirel y s ep arate and disti nc t from the 

rest of their w o r l d - w i d e  c o m p l e t e l y  i n t e g r a t e d  businesses.

Now, h a v i n g  to ta ll y d i s c ar d ed  the u n it ar y  concept and use of 

the u n i f o r m  form ul a for co mp u ti n g A l a s k a  p r o d u c t i o n  or trans- 

p o r a t i o n  income, the bill c o m p l e t e l y  re v er s es  itself and 

c o n s i d e r s  the out of state income, less the A la s ka  income, to 

be u n i t a r y  income and ap po r ti o ns  this by use of a two factor 

f o r m u l a  w h i c h  uses onl y the p r o p e r t y  and p a y ro l l factors.

This tr e at me n t of a busi ne s s as n o n - u n i t a r y  for one purpose 

and u n i t a r y  for an ot he r  is c o m p l e t e l y  inconsistent.

We n ow  come to a v e r y  ma jo r problem, one that I beli ev e has 

not been s u f f i c i e n t l y  called to your attention.

If my ana ly s is  is correct, then e na ctme nt  of this bill will 

not c ha n ge  the p r e se n t m e t h o d  of a p p o r t i o n m e n t  of oil companies.

• ..•The reaso n is that .-in en a ct i ng  the Compa ct  you also enacted 

- ' ■ -v 'Article H I ,  S e c t io n 1 of the Compact. This sect i o n .provides f . i.
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that a taxpayer m a y  elect to a p po rtion its income eit her un der 

the state law, or u nd er Arti c le  IV of the Co mp act w h i c h  is the 

u n i f o r m  a p p o rt i on m en t law. By enacti ng  and enter in g into the 

Compact, Ala sk a guarantee s this opti on  to its t ax pa ye rs to use 

the formula of property, payroll and sales.

If this bill is enacte d as law, an oil co mp an y w o ul d  have a 

very strong legal argument  that it could e x e r c is e  its option not 

to report under this law, but to report un de r the Co mp ac t and 

use the u n i fo rm  appo rt i on m en t  formula rath e r than the method 

used in this bill.

I can find n o t hi n g in any th in g p r e s e n t e d  to you de ny in g that 

this w o u l d  be so.

This bill ap pa r e n t l y  seeks to el im i na te  the taxpayer's option 

by a t t e m p t i n g  to use Ar ti cle IV, S e c t i o n  IS, of the Compact to 

force oil c o mpanie s to ap portion their income by separate accounting.

You will recall that Section 18 states that if the u n i fo r m formula 

does not f airly repre se nt  the extent of the t ax p ay er ' s business 

a c t i v i t y  in the state, the tax a d m i n i s trator m a y  re qu ire the 

u se  of sepa ra te  a c c ou n ti n g or a chang e in the formula.

- ..  ^--Leaving a s i d e <for the moment the fact that u n d e r  this bill the.

1 '’•‘■rv l e g i s l a t u r e  and not t'h'e tax a d m i n i s t r a t o r .is m a k i n g  the d et er-,, ; ,v~.
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mination, I think we should look at this Sect i o n 18 in some 

depth.

Two years, before Al as ka  ado p te d  the U n if or m  Act for di v i si on  

of income now c o nt ai ned in the Compact, P r o f es s or  Pi er ce of 

the Uni ve r si ty  of Michigan, the dr aft er of the U n i f o r m  Act, 

p u b l i s h e d  his article (35 Taxes 747 (1957)) stating that 

Se ct i on  18 should be em pl oy e d sp ar ingly and only to avoid 

s it u at io n s w h i c h  were unusual and wh er e use of the u n i f o r m  

fo rmula would create c o n s t i t ut i on a l problems.

In other words, it was to take care of u n f o r e s e e n  si tua ti o ns  

u n k n o w n  at the time the Act was drafted.

M y  per sonal knowledge, gained at m e e t i n g s  w i t h  state r e p r e­

senta tives to discuss the Unif o r m Act, is that the states 

w e r e  very wary of this section. It was felt that unle s s 

Se c ti o n 18 was str i ct l y interpreted, the Unifo rm  Act could 

not achieve un if o rm i ty  and could be rendered me a ni ng l es s .

This  strict i nt er p re t at i on  has also been the i n t e r p r e t a t i o n  

of the states, i n cl ud ing Alaska, fo rming the M u l t i s t a t e  Tax 

Co mmi s si o n and enterin g into the Compact.

This strict i n t e r p r e t a t i o n  is set forth in R e g u l a t i o n  IV-18 

of the r egul at io ns issued by the M u l t i s t a t e  Tax Commission.

-6-
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The first p aragraph of the regula t i o n  merely restates the text 

of Section 18. The second p a r a g r a p h  is very important. I do 

not believe it has been brought to your attention.

That p a r a graph states:

"Article IV, Sec. 18 permits a departure from the 

allocati on and apport i o n m e n t  provisions of 

Article IV only in limited and specific c a s es."

Here, the attempt in the bill b e fore you is not to apply it to 

limited and specific cases, but to an entire industry.

The paragrap h of the regula tion co ntinues to read:

"Article IV, Sec. 18 may be invoked only in specific 

cases where unusual fact situations (which ordinaril 

will be unique and nonrecurring) p r o duce incongruous 

results under the a p p o r t i o n m e n t  p ro visions contained  

in Article TV."

There is nothing unusual about the fact situation c o n c e r n i n g  

oil companies.' Oil companies are not unusual. They have been 

around for years. For the same reason, it is not a "unique" 

s i t u ation as referred to in the regulation.

It is not nonrecurring, it is a permanent situation.

-7-
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The results are not incongruous, that is, unfit or i n a p p r o­

priate. To the contrary, they are fit and appro pr ia te for a 

u n i t a r y  business. Abou t 95% of the other states, incl uding 

Alaska , so hold, as does the great weig ht of legal a u t h o r i t y  

in this country.

G e t t in g  back to Se ction 18, it s pe c ifical ly  says that the tax 

a d m i n i s t r a t o r  shall make the d e t e rm i na t io n to use a di ffer en t 

m e t h o d  of apportionment. It does not give this au t h or i ty  to 

a legislature.

As the se ction is to be used  on ly  in specific and unusual 

cases, this is not only a sound req uirement but a vital one.

On ly  the tax a d m i n i s t r a t o r  is in a posi ti on  to in ve stigate 

s p e ci fi c  cases, and only he can make a d e t e rm i na t io n that the 

ca se  falls w i t h’n the intent of the section and the regulations.

T he Oreg on Supreme Court has twice decided that the b ur d en  of 

p r o o f  is on the pa rt y se eking to invoke Se cti on 18, w h et h er  

the pa rt y be the t a x p ay e r or the State. (Donald M. Drake Co. 

v. Dept, of R e v e n u e , 236 Ore. 26, 500 P2d 1041; Co c a- Co la  Co. 

v. Dept, of R e v e n u e , ____ Ore. ___, P2d _____).

Th is  major problem, as I see it, is that under the pr es en t .

facts, the a d m i n i s t r a t o r  wo ul d have a very di f ficult  time . (h
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m e e t i n g  the bu rd en  of proof. The le gi sl ature could not. It 

w o u l d  not only not be a p a rt y to the proceeding, but a mere 

l eg i sl a t i v e  d e c l a r a t i o n  that the formula does not fairly 

r e pres en t the extent of the b u s i ne s s a ct ivities in the state 

is not proof.

The next m a jo r p r o b l e m  is that even if the p ro p er  p a rt y  

invoked Se ct ion 18, or if A l a s k a  w i t h d r e w  from the Compact and 

en ac te d a law r e q u i r in g  oil c o m p a ni es  to a ll oc ate income by 

separate  accounting, your re ve nue department, in either instance, 

w ou ld  e nc o un t er  ex tre me legal d i f f i c u l t i e s  in p u t t i n g  the law 

into effect and e nf o rc in g it.

As others have te st if ied at great length, the great weig ht of 

legal a u t h o r it y in this c o u n tr y  is that integrated m u l t i s t a t e  

co mp a ni e s such as these are u n i t a r y  businesses.

I am not aware that you have been given any t e st im on y or i n f o r­

mati o n  that such c o mpani es  are not unitary.

As othe rs have also testified, if a b usiness is unitary, the 

use of the formula is re q u ir ed  to determine  the income to be 

a p p o r t i o n e d  to the state.

or
■ • /•

I am not aware that you have been given any te s ti m on y
•i !• ‘ . 7 * * • . . . . .  . .. . • *v ... - ....................... . . . . . .

i nf or ma ti o n that this is not so. Your reve n ue  de p ar t m e n t  has i,!;t i.-v.m..t • foil
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c o n s is t en tl y  taken the p o s i t i o n  that this concept is correct. 

The de pa rtment's  p o s i ti o n is a m a t t e r  of pub lic record.

The only support I have seen for the use of the separa te  

ac co un ti ng  m e t ho d  comes from your consultant, M i l t o n  Lipton.

Mr. Lipton has simply sta ted a c o n c l u s i o n  that there is a 

d ef i ci en c y in the present income tax s t ructu re  and that separate 

ac co un t in g  is the way to cure the deficiency, as it wil l pr od u ce  

more revenue fr om  the oil co mpanies. Mr. Li pt o n  has avoi de d 

the vital que st i on  of w h e th er  the se pa r at e a cc ou n t i n g  me thod 

may, in fact, be used.

In t) face o f 'the p ro blems I have just outlined, plus those 

ma tt e rs  a dd r es se d  by such u n d i s p u t e d  ex perts in their fields as 

Mr. Kust, Mr. Warren, and P r c f e s s c r  Borer in their p a p er s  and 

testimony, it w ou ld seem to me that this c o m m it t ee  sho ul d need 

more than the me re  u ns u pp o r t e d  c o n c l u s i o n  of Mr. Lipto n that 

use of separate a cc o un ti n g rests on a firm legal foundation.

I am aware of A l a s k a ' s  situation, that the oil is being 

extracted and reve nu es from this so ur ce  will decl i ne  unless new 

fields are developed.

I am also aware that oil is a w a s t i n g  asset and that Al aska

. -i m ay  not have a hig hl y d i v e r s i f i e d  tax base. - . ,

' - . i r s ; i k v  *. ; .■s v:.? /

- !■!! -10-

. .j ■ ■'. •
! 0

AGO 5479^8



If litig at io n should result from e na c tm e nt  of this bill, I 

think that a court woul d have no cho ice but to simply focus- 

only on the q u e st i on  of w h e t h e r  the met ho d us ed to d e t e r m i n e  

income attribu te s to A l a s k a  her sh are of the uni t ar y income.

I do not be li ev e o ther m a t te rs  shou ld  or would be c o n s i d e r e d  

by the court.

' From  the a va i la bl e  m a t er i al  I have reviewed, it ap pe ar s to me 

that A l a s k a’s tax burden cn oil co m p an i es  is as high as that

im posed by ot her states.

I am co n vi nc e d that these c o m p an i es  are p ay i ng  an ef fect iv e 

rate of tax of 9.45. They are pa yi ng  a tax of 9.4 5 upo n that 

p o r t io n  of their income p r o p e rl y  ap p or t i o n e d  to Alaska.

For example, if the A BC  Oix C om pany's total r:ct income is 

$10 m i l li o n and 105, or $1 million, is a p p o r t i o n e d  to A l as ka  

by the formula, then the A B C  C o m p a n y  pays a tax of $94,000, or 

ex actly 9.45 of its Alaska income.

To say, for example, that the e ff e c t i v e  rate of tax is only 

4.75, re quires the as s um p t i o n  that $2 m i l l io n  rather than $] 

mi llion is the amount of income deri v ed  from Alas k a sources.

Those that so argue rest t he ir  a s s u m p t i o n  upon the c o nc l u s i o n

v .v :  t: that A l as ka  income must be d e t e r m i n e d  by a se pa ra t e a c co un t i n g  'vik

method. m e t h o d u

 ̂I ** -11- AGO 547949



All the te s timony  you have recei ved shows that such co n cl u s i o n  

has no foundatio n and n o t h i ng  has been offe re d in its support.

In going over these matters, I have several times n ot ed the 

comm e nt  that Alaska is not taxing the value of the oil e xt r ac te d  

Such statements m i s c o n c e i v e  the pu rp ose and fu nc tion of an 

income tax. An income tax is not intended to tax the value of 

oil p ro du ced w i t h in  a state or anything else p r o du c ed  therein.

It is intended to tax that p o r ti o n of the income of the entire

t axpaye r entity p r o p e r l y  a p po rt i on e d to the state.

Using an income tax to tax the value of oil p r o d u c e d  is simply

us ing the wrong v e h i c l e  on the wrong roavi.

•- V.
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A g e :

Ed uc a ti o n:

E x p e r i e n c e : 

1 9 3 7 - 1 9 4 0

1 9 4 0 - 1 9 4 2

1 9 4 2 - 1 9 4 6

1 9 4 7 - 1 9 6 5

1 9 6 5 - 19 7 3

C ra wf ord H. Thoma s 
1902 12 th  A v e n u e  
Sacramento, C a l i f o r n i a  95318 
(916) 4 4 3 - 5 0 7 1

67

U n i v e r s i t y  of C a l i f o r n i a  
U n i v e r s i t y  of C a l i f o r n i a  
H a s t i n g s  Col l eg e  of Law, LL.B. 1937

A d m i t t e d  to C u l i f r n i a  Bar 1937

A s s o c i a t e  at t o rn e y,  Shelton, G r a y  & McY/i] l i a m s ,
San Franci sc o.  Cor p or a ti o n,  pr obate and x law 
p r a c t i c e .

J u n i o r  and A s s i s t a n t  Tax Counsel, Of fice of 
F r a n c h i s e  T a x  Co m mi s s i o n e r ,  S a cr am ento. Legal 
wo r k in c o n n e c t i o n  w i t h  a d m i n i s t r a t i o n  of 
Fr anchis e T ax  Act, C o r p o r a t i o n  Income Tax A c t  
and Personal Income Tax Act.

M i l i t a r y  service, i n c l u d i n g  o r d n a nc e  procurement, 
c o n t r a c t  r e n e g o t i a t i o n  and price r e d e t e r m i n a t i o n ,  
St. Louis O r d n a n c e  Di s tr ic t . Legal Officer, M i l i t­
ary Gove r n me nt ,  Japan.

A s s o c i a t e  Tax Counsel, Fr an c h i s e  Tax Board. 
E x p e r i e n c e  in this p o s i t i o n  is o u t li n ed  below.

Ch ief Counsel, F r a n c h i s e  Tax Board. E x p e r i e n c e  
in this p o s i t i o n  is al so  ou t l in e d below.

T h i r t y  ye ar s of my  e n t ir e legal c a r e e r  has c o n­
sisted in w o r k i n g  w i t h  state f r a n c h i s e  or income 
taxa tion. I c o m m e n c e d  work w i t h  the F r a n c h is e  Tax 
C o m m i s s i o n e r  in tho y e a r  of the l a n d m a r k  d e c i s i o n  
in Bu t l e r B r o s , v. M c C o l g a n, and have, so to speak, 
g ro w n up w i t h  the u n i t a r y  concept. I p a rt ic i p a t e d  
in the e x t e n s i o n  of this c o n c e p t  to p a r en t  and 
s u b s i d i a r y  c o r p o r a t i o n s  and use of the comb in ed  
return, world w i d e  c o m b i n a t i o n s ,.and t h r ou g h all 
of the d e v e l o p m e n t s  of tho d o c tr i ne  to its present 
f o r m  and use.
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I have h a n dl e d p ro te sted cases and h u n d r e d s  of 
a p p e a l s  i n v o l v i n g  e v e r y  facet of this qu estion, 
p a r t i c i p a t e d  in all the C a l i f o r n i a  le gislatio n,  
and a s s i s t e d  the a t t o r n e y  ge ne ra l in the p r e p a r­
at i o n  in all of the C a l i f o r n i a  c o u r t  cases 
a f f i r m i n g  or e x t e n d i n g  this do c tr i n e .  I e s t i m at e  
that close to a m a j o r  po rt io n  of my tine was 
sp en t on m a t t e r s  i n v o l v i n g  the u n i t a r y  bu si n es s .

In the e i g h t  and one half y e a r  pe riod in w h i c h  
I was C hi e f C o u n s e l  of the F r a n c h i s e  T ax hoard,
I s u p e r v i s e d  all protests, appeals, l i t i g a t i o n  
and l e g i s l a t i o n  i n v o l v i n g  the u n i t a r y  bu sine ss .
I p a r t i c i p a t e d  in m a n y  s t ud i es  and c o n f e r e n c e s  
w i t h  i n d u s t r y  groups, i n c l u d i n g  the oil industry.
I was h e a v i l y  involv ed  in s t u d ie s  of, and o p p o s­
ition to, a t t e m p t s  by C o n g r e s s  to have fed er al  
i n t e r v e n t i o n  in the state tax field v i a  the Wi ll i s 
bill and its s u c c e s s o r  bills, I p a r t i c i p a t e d  in 
or s u p e r v i s e d  C a l i f o r n i a ' s  i n v o l v e m e n t  in the 
a f f a i r s  of the M u l t i s t a t e  Tax C o m p a c t  and Co mm ission.

I have made ma n y a p p e a r a n c e s  b e f or e l e g i s l a t i v e  
c om mi t te e s,  the W i l l i s  C om mittee, c o n f e r e n c e s  
of state tax a d m i n i s t r a t o r s  and tax ex ec ut i ve s,  
c h a m b e r s  of c o m m e r c e  and o t h e r  g r o u p s  co n ce r n e d  
wi t h state taxation.

My e x p e r i e n c e  has give n me an in d e p t h  k n o w le d ge  
of the pr o bl e ms  faced by the state tax a d m i n i s­
trator and his legal c o u n s e l  in the i n t e r p r e t a t i o n  
and e n f o r c e m e n t  of the u n i t a r y  concept.
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TO: C H A I R M A N ,  H O U S E  R E S O U R C E S ' C O M M I T T E E
A N D  A L L  C O M M I T T E E  M E M B E R S

FROM: S U B - C O M M I T T E E  ON O I L  & GAS

D u r i n g  t h e  w e e k  of m a r c h  21 - 26 t h e  J o i n t  Senate a n d  H o u s e  
R e s o u r c e s  C o m m i t t e e s  m e t  to hear t e s t i m o n y  r e l a t i n g  to t h e  v a r i o u s  
oil a n d  gas t a x a t i o n  b i l l s  c u r r e n t l y  b e f o r e  us. Some of the b i l l s  
u n d e r  d i s c u s s i o n ,  h a v e  n o t  b e e n  r e f e r e d  to this c ommitt ee.

Of  t h e  o n e s  t h a t  h a v e  been, t h e  S u b - c o m m i t t e e  on O i l  a nd 
Ga s  r e c o m m e n d s  t h a t  H.B. 321, H.B. 322, C . S .H. B. 323, H.B . 328, 
a n d  S.B. 27^ be b r o u g h t  to the f u l l  c o m m i t t e e ' s  a t t e n t i o n  for 
c o n s i d e r a t i o n  a n d  that t h e y  be a c t e d  u p o n  and p a s s e d  out of 
c o m m i t t e e  no later t h a n  A p r i l  7.

E a c h  of t h e s i  b i l l s  h a v e  a f u r t h e r  r e f e r a l  t o  H o u s e  F i n a n c e  
a n d  t h e  F i n a n c e  C o m m i t t e e  has s c h e d u l e d  h e a r i n g s  and w o r k  s e s s i o n s  
on  t h e s e  b i l l s  b e g i n n i n g  early next week. R e p r e s e n t a t i v e s  from 
the o i l  c o m p a n i e s  a n d  s e v e r a l  n a t i o n a l l y  r e c o g n i z e d  e c o n o m i s t s  
w i l l  be p r e s e n t .  We u r g e  a l l  m e m b e r s ,  w h o  a r e  able, to attend.

R E C O M M E N D E D  B I L L S

H.B. 3 2 1  - S E V E R E N C E  T A X

T h i s  tax, in o u r  o p i n i o n ,  r a t e s  h i g h e s t  in p r i o r i t i e s .  It's
t i m e l i n e s s  is d e p e n d a n t  u p o n  the a c t i o n s  u n d e r t a k e n  by t h e  F e d e r a l  
E n e r g y  A d m i n i s t r a t i o n  in setting a r e c o m m e n d e d  "well h e a d "  pric e 
by A p r i l  15, 1977, a n d  f u r t h e r  by a c t i o n s  l a t e r  t a k e n  by the I.C.C. 
in r e c o m m e n d i n g  t h e  t r a n s p o r t a t i o n  cost of N o r t h  Slope crude.
For o t h e r  f e a t u r e s  of t h e  bill, we r e f e r  t h e  c o m m i t t e e ' s  a t t e n t i o n  
to t h e  G o v e r n o r ' s  t r a n s m i t t a l  l e t t e r  for H.B. 321, included! w i t h  
this r e por t.

H.B. 322 - A L A S K A  N E T  I N C O M E  T A X  OR F R A N C H I S E  T A X

T h i s  t a x  bill, in o u r - o p i n i o n ,  has several a d v a n t a g e s  over 
o u r  p r e s e n t  i n c o m e  tax c o l l e c t i o n  system. It is easy to a d m i n i s t e r ,  
is b a s e d  u p o n  the a m o u n t  e arned w i t h i n  the state, i n c l u d i n g  OCS 
d e v e l o p m e n t ,  and would' p r o v i d e  the S t a t e  and the i n d u s t r y  w i t h  a 
s t a b l e  t a x a t i o n  p o l i c y  for y e a r s  to come. F o r  o t h e r  f e a t u r e s ,  
we r e f e r  you to the G o v e r n o r ' s  t r a n s m i t t a l  l ett er for H.B. 322, 
I n c l u d e d  in this report.
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H.B. 323 - P R O P E R T I E S  AD V A L O R E M  T A X

T h i s  t a x  bill, in o u r  o p i n i o n ,  is p r e m a t u r e .  It w o u l d  i n c r e a s e  
the s c o p e  of t a x a b l e  p r o p e r t y  to i n c l u d e  r e f i n i n g ,  l i q u e f a c t i o n ,  
a n d  m a r i n e  t r a n s p o r t a t i o n .  We b e l i e v e  that it w o u l d  ac t as a 
" d i s i n c e n t i v e " ,  at t h i s  t im e, f o r  f u t u r e  d e v e l o p m e n t  w i t h i n  our 
s t ate , a n d  of a l l  the t a x  b i l l s  b e f o r e  us, meet w i t h  t h e  most 
r e s i s t a n c e .  A c c o r d i n g l y ,  we h a v e  a s k e d  the D e p a r t m e n t  of R e v e n u e  
to p l a c e  b e f o r e  t h i s  c o m m i t t e e ,  a c o m m i t t e e  s u b s t i t u t e  for H.B. 323 
w h i c h  w o u l d  r e d u c e  t h e . b i l l  to a " h o u s e - k e e p i n g "  m e a s u r e .  This 
h a s  b e e n  d o n e  a n d  is b e f o r e  the c o m m i t t e e  f o r  c o n s i d e r a t i o n .

H.B. 328 - R E S E R V E  T A X  • '

T h i s  t a x  b i l l  a m e n d s  the r e s e r v e s  tax b i l l  to a l l o w  a credit
r e d u c t i o n  of t a x  l e v i e d  12 [20] if t h e  oil f l o w  t h r o u g h  the T r a n s -  
A l a s k a  P i p e l i n e  by O c t o b e r  1, 1977 h a s  r e a c h e d  at least 600,000 

b a r r e l s  of o i l  o n  a d a i l y  a v e r a g e .  O t h e r w i s e ,  the bill e x t e n d s  
th e  r e s e r v e  t a x  b e y o n d  t h e  D e c e m b e r  31, 1977 e f f e c t i v e  d a t e  of 
the o r i g i n a l  act. We u r g e  Its p a s s a g e .

S.B. 2 7 ^  - T H E  T A K I N G  OF O I L  A N D  G A S  R O Y A L I T Y  IN KIND

T h i s  b i l l  r e q u i r e s  t h a t  r o y a l i t y  oil and g a s  be t a k e n  "in
k i n d "  r a t h e r  than in m o n e y  u n l e s s  d e e m e d  o t h e r w i s e  by t h e  c o m m i s­
sion e r ,  t h e  A l a s k a  R o y a l i t y  O i l  a n d  G a s  D e v e l o p m e n t  A d v i s o r y  Board, 
a n d  t h e  t h e  L e g i s l a t u r e .  A s  a n  e n c o u r a g e m e n t  for f u t u r e  d e v e l o p m e n t  
w i t h i n  o u r  state, we u r g e  the p a s s a g e  of this bill.
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T h e  S u b - c o m m i t t e e  b l e i e v e s  t h a t  the passage^ of t h e s e  tax 

p r o p o s a l s ,  t a k e n  in c o n j u n c t i o n  w i t h  t h e  d e s i r e  t o  have t h e  A l a s k a n  

P e r m a n e n t  F u n d  r e p l a c e  t h e  e v e n t u a l  and i n e v i t a b l e  p a s s a g e  of our 

n o n r e n e w a b l e . r e s o u r c e s ,  w i l l  p r o d u c e  a d e s i r e d  b e n efit  for the 

S t a t e  of A l a s k a .  W e  f u r t h e r  b e l i e v e  that t h e y  w i l l  not a c t  as 

a d i s i n c e n t i v e  f o r  t h e  o i l  i n d u s t r y  and that t h e i r  p a c s a g e  w i l l  

e n s u r e  A l a s k a’s " f a i r  s h a r e” in the w e a l t h  o f  o u r  state.. R e g a r d i n g  

this a s p e c t ,  w e  u r g e  c o m m i t t e e  m e m b e r s  to r e a d  t h e  T a n z e r  R e p o r t ,  

" I M P A C T  OF I N C R E A S E D  T A X A T I O N  ON O I L  E X P L O R A T I O N  A N D  D E V E L O P M E N T  .

IN A L A S K A " ,  s u b m i t t e d  to a l l  m e m b e r s  o f  t h e  A l a s k a n  S t a t e  L e g i s l a t u r e  

on M a r c h  25, 1977*

W e  h a v e  a s k e d  t h a t ' M r .  J o h n  M e s s e n g e r  f r o m  the D e p a r t m e n t  of 

R e v e n u e  be p r e s e n t  to a s s i s t  c o m m i t t e e  m e m b e r s  in a n s w e r i n g  t h e i r  

q u e s t i o n s  a n d  w ould, as t h i s  time, l i k e  to h i g h l y  c o m m e n d  the 

s t a f f  of S e n a t e  a n d  H o u s e  R e s o u r c e s  for p r o v i d i n g  the b a c k - u p  

m a t e r i a l  n e e d e d  for t h e  c o m m i t t e e’s d e l i b e r a t i o n s .

Rep. M e r l e  G.- S n i d e r  
Rep. H u g h  M a l o n e  
Rep. W i l l i a m  Akers.
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► MO. 321 by the Rules Consltcep by request o f
cue to ve m u r, e n t it le d :

( '

" A n  A c t  tolaCLnp, to t ha oi l  a n d  gas 
p r o p e r t i e s  p r o d u c t i o n  tax; and p r o v i d i n g  
l o r  a n  e f f e c t i v e  d a t o . "

'

w a s  Int r o d u c e d ,  r e n d  the Elrnt t ine an d  r e f e r r e d  co the 
C-o.-natctces o n  R e s o u r c e s  a n d  F i nance.

486 HOUSE JOURNAL March 9, 1977j

KB
321

C

The Governor’ s tra n s m itta l le tte r s  appear fo llo w in g  the 
b i l l  to which i t  p e rta in s ; f is c a l notes appear in  douse 
Supplement Ho. 31 to today's jo u rn a l. . .

"March 8. 1977-

T h e  H o n o r a b l e  H u g h  M a l o n e  
S p e a k e r  o f  t h e  H o u s e  
A l a s k a  S t a t e  Lcgislatt_re 
J u n e a u ,  A l a s k a  9 9 3 1 1

.Pear M r .  S p e a k e r ;  , ’

U n d e r  t h e  a u t h o r i t y  o f  art. I l l ,  sec. 10 o f  t h e  A l a s k a -  
C o n s t i t u t i o n ,  a n d  i n  a c c o r d a n c e  w i t h  A S  2 4 .30.069(b) 
a n d  t h e  U n i C o m  R u l e s  o f  t h e  A l a s k a  S t a t e  L e g i s l a t u r e ,
I a m  t r a n s m i t t i n g  a  b i l l  r e l a t i n g  t o  t h e  o i l  a n d  g a s  
p r o p e r t i e s  p r o d u c t i o n  t ax.

•

A s  a  r e s u l t  o f  a  r e c e n t  s t u d y  o f  A l a s k a ' s  o i l  a n d  g a s  
t a x  s t r u c t u r e ,  t h e  D e p a r t m e n t  o f  R e v e n u e  h a s  r e c o m­
m e n d e d  s e v e r a l  c h a n g e s  i n  th e  s t a t e ' s  p r o d u c t i o n  o r  
" s e v e r a n c e” tax. T h i s  b i l l  i n c o r p o r a t e s  t h o s e  s p e c i f i c  
r e c o m m e n d a t i o n s .

C u r r e n t l y  t he s t a t e ' s  o i l  p r o d u c t i o n  t a x  i s  c a l c u l a t e d  
a c c o r d i n g  t o  " s t a i r  s t e p p e d "  r a t e s  d e p e n d i n g  u p o n  t h e  
levc*.l o f  p r o d u c t i o n  f o r  the l e a s e  o r  p r o p e r t y .  A s  
c u r r e n t l y  s t r u c t u r e d  t h e  ta x  m a y  h a v e  an a d v e r s e  i m p a c t  
u p o n  a  p a r t i c u l a r  p r o p e r t y  a 3  i t  r e a c h e s  i t s  econo.mic . 
lim i t .  • T h e  " s t a i r  s t e p” a p p r o a c h  n a y  n o t  a l l e v i a t e  
t h i s  a d v e r s e  e f f e c t  s i n c e  th e  e c o n o m i c  l i m i t  m a y  v a r y  
s u b s t a n t i a l l y  f r o m  o n e  p a r t  o f  the s t a t e  to a n o t h e r .
T h i s  i s  b e c a u s e  i t  n a y  b e  m o r e  c o s t l y  to p r o d u c e  a n d  
t r a n s p o r t  t h e  o i l  i n  t h e  m o r e  r e m o t e  a r e a s  o f  t ho 
s t a t u .  A c c o r d i n g l y ,  t h o  b i l l  contain.3 an e c o n o m i c  
l i m i t  m e c h a n i s m  w h i c h  a u t o m a t i c a l l y  s c a l e s  the ta x  r a t e  
d o w n  a s  th o  p r o d u c t i o n  n e a r s  it s  e c o n o m i c  limit. T h i s  
w i l l  i n s u r e  t h a t  t h e - t a x  w i l l  n o t  u n d u l y  i n h i b i t  o i l  
p r o d u c t i o n  a s  i t  r o a c h e s  it s  e c o n o m i c  limit.

O n e  o f  t h o  i m m e d i a t e  d a n g e r s  w h i c h  f a c e  t h e  s t a t e ' s  
r e v e n u e  p i c t u r e  i s  t h e  p o t e n t i a l  fo r  a r t i f i c i a l l y  
d e p r o 3 3 ed p r i c i n g  o f  t h e  s t a t o’s K o r t h  S l o o n  oil. T h i s  
c o u l d  r e s u l t  f r o m  f e d e r a l  p r i c i n g  d e c i s i o n s  o r  e x c e s s i v e  
t a r i f f  c o s t s  f r o m  th e  w e l l h e a d  to t h a  refin e r y .  T o  
i n s u l a t a  t h e  s t a t e ' s  p e t r o l e u m  r e v e n u e s  f r o m  these 
f o r c e s ,  t h e  b i l l  p r o v i d e s  i o r  a  m e c h a n i s m  w h i c h  w o u l d  
r a i s e  th e  c e n t s - p e r - b a r r e l  f l o o r  t o  c o r r e s p o n d  t o  a 
m i d - r a n g e  m a r k e t  v a l u e  fo r  M o c t h  S l o p e  o i l  a n d  tie t hat 
f l o o r  t o  a n  i n d e x  w h i c h  w i l l  l e t  t h e  f l o o r  k e e p  p a c e  

w i t h  i n f l a t i o n .

O n e  o f  th e  D e p a r t m e n t  o f  R e v e n u e ' s  r e c o m m e n d a t i o n s  —  
t h e  o i l  a n d _ g a s  surt a x  — — w h i c h  w a s * d e s i g n e d  to offset 
r e v e n u e  l o s s e s  d u e  to d e p r e s s e d  p r i c i n g  of Horth Slope 
o i l  a n d  w h i c h  w a s  to b e  i m p o s e d  o n l y  o n  h o l d e r s  of 
s t a t e - o w n e d  l e a s e h o l d s  w a s  d e l e t e d  o n  tho adv i c e  o f  
t h i s  d e p a r t m e n t  b e c a u s e  o f  t h e  s u b s t a n t i a l  legal 
p r o b l e m s  involved.

^ T h a  b i l l  p l a c n a  the t ax o n  g a a  a t  a p a r i t y  w i t h  tha ta.- 
o n  oil. C u r r e n t l y  g a s  is t a x e d  at o n l y  4 percent whilt 
o i l  is t a x e d  f r o m  5 to 0 pe r c e n t .  T h e * b i l l  v;ould tax 
b o t h  o i l  a n d  g a s  a t  10 per c e n t .  In addi t i o n ,  the bill 
s e t s  a conts-per-y.cf f l o o r  fo r  tha g a s  tax slmLlar to 
t he c e n t s - p e r - b a r r e l  f l o o r  for oil. T h i s  n e w  floor for 
g a s  c o r r e s p o n d s  to tha h i g h e s t  m a r k e t  p r i c e  in the 
state, a n d  it too is tied to a n  index to k e e p  pace with 
i n f l a t i o n .

the 
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H O U S E  B I L L  >10. 3 2 2 ’b y  the R u l a s  C o m m i t t e e  b y  request o f  ■' H 3
the G o v e r n o r ,  entitled: • 322

H B

"An Act estab lishing an o i l  and gas corporate 
franchise tax; and providing fo r an e ffe c tive  
date.”

>vas introduced, read the f i r s t  tin s  and referred to the 
Cotuaiutcea on Resources and Finanv.0 .

.* • . ' "March 8, 1977

T h e  H o n o r a b l e  H u g h  M a l o n e  
S p e a k e r  o f  t h e  H o u s e  *
A l a s k a  S t a t e  L e g i s l a t u r e  
J u n e a u ,  Alaska' 99811-

D e a r  Hr. S p e a k e r :

U n d e r  t h e  a u t h o r i t y  of art. Ill, sec. 19 o f  the A l a s k a  
C o n s t i t u t i o n ,  a n d  i n  a c c o r d a n c e  w i t h  A S  24.50.060(b) 
a n d  t h e  U n i f o r m  R u l e s  o f  t he A l a s k a  S t a t e  Legisl a t u r e ,
I a m  t r a n s m i t t i n g  a  b i l l  e s t a b l i s h i n g  a n  o i l  an d  g a s  
c o r p o r a t e  f r a n c h i s e  tax.

T h a  D e p a r t m e n t  o f  R e v e n u e ,  in its o i l  a n d  g a s  tax 
. s t u d y ,  f o u n d  t w o  b a s i c  d e f i c i e n c i e s  w i t h  t h e  c o r p o r a t e  
i n c o m e  t a x  a s  i t  r e l a t e s  to o i l  a n d  g a s  corporations.^ 
T h i s  b i l l  w o u l d  c o r r e c t  t h o s e  d e f i c i e n c i e s .

T h e  f i r s t  p r o b l e m  i s  t h e  e r o d e d  f e d e r a l  t a x  base. T h e  
d e p a r t m e n t  f o u n d  t h a t  t h e  f e d e r a l  corporate- tax b a s e  
w h i c h  A l a s k a  h a s  a d o p t e d  h a s  b e e n  s u b s t a n t i a l l y  e r o d e d  

3 2 2  b y  s p e c i a l  e x e m p t i o n s ,  d e d u c t i o n s ,  c r e d i t s  a n d  o t h e r  
a c c o u n t i n g  d e v i c e s .  T h e  r e s u l t  h a s  b e e n  t h a t  oil a n d  
g a s  c o r p o r a t i o n s  p a y  a n  e f f e c t i v e  tax r a t e  m u c h  s m a l l e r  
t h a n  t h e  s t a t u t o r y  43 p e r c e n t .  A c c o r d i n g l y ,  the b i l l  
w o u l d  e n a c t  a  s e p a r a t a  f r a n c h i s e  t a x  o n  a c o r p o r a t i o n ' s  
“b o o k  i n c o m e . "  " B o o k  i n c ome" i s  t h e  n e t  i n c o m e  w h i c h  
t h a  c o r p o r a t i o n  r e p o r t s  t o  its s t o c k h o l d e r s .  T his 
w o u l d  e l i m i n a t e  a l l  the s p e c i a l  C o n g r e s s i o n a l  tcx 

. p r o v i s i o n s .  .
4 •

I n ’ad d i t i o n ,  t h e  d e p a r t n  t f o u n d  t h a t  t h e  p r e s e n t  
a p p o r t i o n m e n t  f o r m u l a  d o e s  n o t  C u l l y  r e p r o s e n t  the o i l  
a n d  g a s  c o r p o r a t e  a c t i v i t y  in t h e  state. T h e  p r e s e n t  
f o r m u l a  o f  p r o p e r t y ,  pa y r o l l ,  an d  s a l e s  g e n e r a l l y  ■ 
m e a s u r e s’ c o r p o r a t e  b u s i n e s s  a c t i v i t y  in the state. F o e  
n a t u r a l  r e s o u r c e  c o m p a n i e s ,  h o wever, i t  d o e s  not. M o  
r e f l e c t i o n  i n  t h e  p r e s e n t  f o r m u l a  in m a d e  f o r  tha 
s c a r c i t y  v a l u e  o f  t h e  o i l  a n d  g a s  p r o d u c e d .  A c c o r d­
in g l y ,  t h e  b i l l  w i l l  s u b s t i t u t e  f o r  the p r e s e n t  s a l e s  
f a c t o r  a n  e x t r a c t i o n  f a c t o r  w h i c h  w i l l  g i v e  w e i g h t  
s p e c i f i c a l l y  to o i l  a n d  g a s  p r o d u c t i o n  a ctivity.

O n e  o f  t h e  a d v a n t a g e s  o f  t his f r a n c h i s e  t a x  is t hat i t  
w i l l  t a k a  i n t o  a c c o u n t  e l e m e n t s  o f  p r o p e r t y ,  pay r o l l ,  
a n d  e x t r a c t i o n  l o c a t e d  o n  tha O u t e r  C o n t i n e n t a l  S h e l f  
w h i c h  c a u s e s  n  r e s u l t i n g  i m p a c t  o n  th e  a d j o i n i n g  s t a t e .  
T h u s  p r o p e r t y ,  payroll', e n d  e x t r a c t i o n  n o t  l o c a t e d  i n  
a n y  s t a t e  b u t  w h i c h  e r a  l o c a t e d  o f f  the c h o r e s  o f  a n  
a d j o i n i n g  s t a t e  w h i c h  is i m p a c t e d  b y  t h e  o i l  and g a o  
p r o d u c t i o n  a c t i v i t y  w i l l  b n  a l l o c a t e d  to t h a t  s t a t e  
s u f f e e i n g  t h e  impact. A l t h o u g h  t h i s  l a t t e r  p r o v i s i o n  
m a y  r a i s e  r.oroe c o n s t i t u t i o n a l  l a w  q u e s t i o n s ,  w o  b o l i o v e  
t h a t  th e  p r o p o s a l  c o m e s  w i t h i n  t h e  l i m i t s  o f  tho r.tate’s 
t a x i n g  p o w e r s  g i v e n  th n  i m p a c t  o n  the c o a s t a l  co m  
m u n i t i o n  o f  o u r  s t n t o  o j L ^ h e s o  O C 5  a c t i v i t i e s .  .
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H O U S E  B I L L  HO. 320 b y  the R u l e s  C o m m i t t e e  b y  request of
t h e  C o v e r h o r ,  e ntitled:

. " A n  A c t  . m e n d i n g  the o i l  a n d  g a s  reserves 
a d  v a l o r e m  tax; a n d  p r o v i d i n g  for an 
.effective dat e . "

w a s  i n t r o d u c e d ,  r e a d  the f i r s t  time a n d  r e f e r r e d  to the 
C o m m i t t e e s  o n  R e s o u r c e s  a n d  F i nance.

: •* * ••« > . . .  . • . .  .
‘ •*. li * •*. • * • •

: i '• - .• " M a r c h  9, 1977

•Tho H o n o r a b l e  H u g h  M a l o n e
S p e a k e r  o f  t h e - H o u s e  .
A l a s k a  S t a t e  L e g i s l a t u r e  
J u n e a u ,  A l a s k a  9 9 8 1 1

D e a r  Mr." Speaker: .

U n d e r  t h e  a u t h o r i t y  o f  art. Ill, sec. 18 o f  tho A l a s k a  
C o n s t i t u t i o n ,  a n d  i n  a c c o r d a n c e  v i t h  A S  2 4 . 5 0 . 060(b) 
a n d  t h e  U n i f o r m  R u l e s  o f  t h e  A l a s k a  S t a t e  L e g i s l a t u r e , .
I  ara t r a n s m i t t i n g  a  b i l l  a m e n d i n g  th e  o i l  and g a 3  r e­
s e r v e s  a d  v a l o r e m  tax.

S e c t i o n  1 o f  this b i l l  p r o p o s e s  t h a t  t h e  r e s e r v e  tax 
l e v y  b u  r e d u c e d  f r o m  2 0 ’ m i l l s  to 1 2  m i l l s  this y e a r  
v i t h  t h e  c o n d i t i o n  that an a d d i t i o n a l  l e v y  w i l l  b e  
m a d e - i f  t h e r e  i s  a d e l a y  i n  the s t a r t - u p  o f  tho T r a n s -  
A l a s k a  P i p e l i n e .

T h i s  a m e n d m e n t  is p r o p o s e d  b e c a u s e  the s t a t e  ha s  a 
b u d g e t  s u r p l u s  f o r  F5f 1977. T h i s  s u r p l u s  is s o m e w h a t  
i l l u s o r y ,  h o w e v e r ,  s i n c e  th e  r e s e r v e  t a x  p a y m e n t s  m a y  
b o  r e c o u p e d  b y  o i l  a n d  g a s  ’pr o d u c e r s  b y  c r e d i t s  
a g a i n s t  f u t u r e  s e v e r a n c e  tax. A c c o r d i n g l y ,  the a d o p t i o n  
o f  t h i s  m e a s u r o  w o u l d  r e d u c e  t ’ 10 s u r p l u s  f o r  1977 an d  
. a l s o  r e d u c e  this a m o u n t  " b o r r o w e d "  f r o m  f u t u r e  reven u e s .

."lection 2 p r o v i d e s  f o r  a  c o n t i n g e n t  1973 a s s e s s m e n t  
a t  a  rate-, to be- d e t e r m i n e d  b y  t hat y e a r ' s  legisl a t u r e .
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rl*o Coverntir, c n tlc lc d :

v *7.n Act re la tin g  to  cho o i l  and gas
e xp lo ra tio n , production, and p ip e lin e  

,' anil fiat In* transportation property tax;
/..id providing fo r an e ffe c tiv e  d.ito."

/  Introduced, read the f i r s t  t in e  and referred to the 
^ .ilttc^s on Resour:es and Finance.

T h e  H o n o r a b l e  H u g h  M a l o n e  
S p e a k e r  o f  tho H o u s e  
A l a s k a  S t a t e  L e g i s l a t u r e  
Ju n e a u ,  A l a s k a  9 9 0 1 1

D e a r  Mr. S p e a k e r :

U n d e r  th e  a u t h o r i t y  o f  art. X.'I, r.cc. 18 of the A l a s k a  
C o n s t i t u t i o n ,  e n d  in a c c o r d a n c e  w i t h  A S  24.30.050(b) 
a n d  th o  U n i f o r m  R u l e s  of th e  A l a s k a  State L e g i s l a t u r e ,
I a m  t r a n s m i t t i n g  a  b i l l  r e l a t i n g  t o  the o i l  a n d  ga s  
e x p l o r a t i o n ,  p r o d u c t i o n ,  a n d  p i p e l i n e  and m a r i n e  
t r a n s p o r t a t i o n  p r o p e r t y  tax.

T h e  D e p a r t m e n t  o f  R e v e n u e  h a s  r e c e n t l y  compl e t e d  ito 
s t u d y  o f  A l a s k a’s o i l  and g a s  t a x  structure a n d  has. 
m a d e  s e v e r a l  r e c o m m e n d a t i o n s .  O n e  se t  of r e c o n -  

t m e n d a t i o n s  d e a l t  w i t h  t h e  s t a t e’s  2 0 -mill p r o p e r t y  tax 
i m p o s e d  b y  A S  43.56. T h i s  b i l l  w o u l d  i m p l e m e n t  that 

• s e t  o f  r e c o m m e n d a t i o n s .

T h e  b i l l  c o r r e c t s  f o u r  p r o b l e m  a r e a s  in th e  c u r r e n t  
p r o p e r t y  tax: t h e  o m i s s i o n  o f  c e r t a i n  impor t a n t  Rinds-
o f  o i l - a n d - g a s - r e i a t e d  p r o p e r t i e s  f r o m  tha de f i n i t i o n  
o f  t a x a b l e  p r o p e r t y ;  p r e s e n t  u n c e r t a i n t y  a b o u t  h o w  
p i p e l i n e s  s h o u l d  b e  v a l u e d ;  t h a  s t a t i c  nature o f  tha 
$ 1 5 0 0  p e r - c a p i t a  l i m i t a t i o n  o n  m u n i c i p a l  taxation, and 
t h e  e x t e n t  to w h i c h  m u n i c i p a l  p r o p e r t y  tax pay m e n t s  
s h o u l d  b a  a l l o w e d  a s  c r e d i t s  a g a i n s t  the state tax.
T h e  b i l l ' s  f e a t u r e s  a r e  d e s c r i b e d  below;

S e c t i o n  1 o f  t h e  b i l l  m a k e s  c l e a r  t h a t  taxes p a i d  to 
m u n i c i p a l i t i e s  w h i c h  e x c e e d  the s t a t u t o r y  l i m i tations 
i n  A S  2 9 . 5 3 . 0 4 5  a n d  2 9 . 5 3 . 0 5 0  a r o  n o t  creditabla 
n g a i n s b  t h e  s t a t e  tax.

S e c t i o n  3 o f  t h e  b i l l  r e m o v e s  the c u r r e n t  u n c e r t a i n t y  
o n  p i p e l i n e  v a l u a t i o n  b y  e n s u r i n g  t h a t  p ipelines w i l l  
b e  v a l u e d  on. the b n s i g  of t h e i r  f u l l  and true v a l u e  
w i t h  d u o  r e g a r d  t o  t h e i r  e c o n o m i c  value. T his w i l l  
e l i m i n a t e  tho p o s s i b i l i t y  o f  p i p e l i n e s  beir . 5 v a l u e d  
u n d e r  th e  d e p r e s s e d  v a l u a t i o n  m e t h o d  cf actual c o s t  
d e p r e c i a t e d .

S e c t i o n  4 o f  tha b i l l  d e f i n e s  f u l l  an d  true v a l u e  o f  
p r o p e r t y  u s e d  i n  r e f i n i n g  o r  l i q u e f y i n g  of ga s  o r  oi l  
a s  r e p l a c e m e n t  c o s t  l e s s  d e p r e c i a t i o n .  It olso d e f i n e s  
t h e  v a l u e  o f  t a x a b l e  m a r i n e  t r a n s p o r t a t i o n  property.

S e c t i o n  7 a d d s  n e w  c a t e g o r i e s  o f  t a x a b l e  p r o p e r t y  
i n c l u d i n g  o i l  r e f i n e r i e s ,  g a s  p r o c e s s i n g  plan t s  a n d  
l i q u e f i e d  n a t u r a l  g a s  f a c ilities. T h i s  will m e a n  
g r e a t e r  r e v e n u e s  t o  t h e  s t a t e  f r o m  t h e s e  i m p o r t a n t  oil 

' a n d  g a s  p r o p e r t i e s .

S e c t i o n  0 a n d  9 o f  t h e  b i l l  ti e  the $1500 pe r  c a p i t a  
m u n i c i o a l  l i m i t a t i o n  t o  th e  A n c h o r a g e  cost- o f - l i v i n g  
i n d e x  in o r d a r  t h a t  t h e  l i m i t a t i o n  w o u l d  i ncrease o v e r  
t i m e  a s  i n f l a t i o n  r a i s e s  the c o a t  t o  munic i p a l i t i e s  of 
p r o v i d i n g  s e r v i c e s  to i t s  r e s i d e n t s .

HB in  a d d itio n , Sections 2 , 4, 5, C, and 7 are aimed at 
223 amending tho re le va n t provisions o f AS 43.55 to provide 

fo r  tho ta xa tio n  oC marina transportation property 
( i . e .  tankers) on an apportioned basis determined by 
tha number o f days spent on parts loading and unloading 
gas and unrefined o i l  d ivided by the to ta l number of 

' d u ys-sp an t-in -p o rta  everywhere. Although these pro­
v is io n s  ra ise  close and d i f f i c u l t  questions o f c onsti­
tu t io n a l law regarding the a b i l i t y  o f the ctato and 
m u n ic ip a lit ie s  to  impose an nd valorem property tax on 
such vessels in  l ig h t  o f  the tr a d it io n a l application o f 
the "home port" d o c trin e , i t  is  the view of tho Depart- 
pent o f Law that these vessels have su fficen t nexus 
w ith  the state to  bring them w ith in  th-s c o n s titu tio n a l • 
parameters o f the s ta to ':ato '



T E S T I M O N Y  B E F O R E  THE 
S E N A T E  R E S O U R C E S  C O M M I T T E E  

OF THE
AL A S K A  S T A T E  L E G I S L A T U R E  

By

L E O N A R D  E. K U S T

F e b r u a r y  10, 1978 

M a d a m e  C h a i r m a n  and m e m b e r s  of the C o m m i t t e e :

I am L E O N A R D  KUST, p a r t n e r  in t h e  N e w  Y o r k  City law 

f i r m  of C a d w a l a d e r ,  W i c k e r s h a m  & Taft. I have been r e t a i n e d  . 

by the A l a s k a  O i l  a n d  G a s  A s s o c i a t i o n  (AOGA) to s tudy the 

p r e s e n t  A l a s k a  c o r p o r a t e  i ncome tax and t h e  v a r i o u s  p r o p o s a l s  

to c h a n g e  that tax p e n d i n g  b ef ore the A l a s k a  L e g i s l a t u r e .  On 

D e c e m b e r  9, 1977 I p r e s e n t e d  a *15 page p a p e r  to A O G A  s e t t i n g  

f orth my v i e w s  on th ese issues. T h i s  p a p e r  has, I understand, 

b e e n  m a d e  a v a i l a b l e  to y o u  and I o f f e r  a copy for i n c l usion 

in the r e c o r d  of t hese he arings.

B e f o r e  I p r o c e e d  f u r t h e r  I t h i n k  you are entitled 

to ask w h e t h e r  I have the c r e d e n t i a l s  to p r e s u m e  t o  give you 

v i e w s  w h i c h  it is w o r t h  y o u r  time to l i s t e n  to and consider.

I have for this p u r p o s e  p r e p a r e d  a r e s u m e  of my past i n v o l v e­

men t  in i s s u e s  of s t a t e  t a x a t i o n  of the i n c o m e  of m u l t i s t a t e  

a n d  m u l t i n a t i o n a l  busi ness. I w o u l d  l i k e  to o f f e r  this
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re s u m e  f o r  t h e  r ecord  and h a n d  c o p i e s  to m e m b e r s  of the 

c o m m i t t e e  f o r  t h e i r  perusal, if they wish.

i

I u n d e r s t a n d  t h a t  y o u r  m a j o r  c o n c e r n  a n d  the c o n­

cer n  w h i c h  t he v a r i o u s  bills u n d e r  c o n s i d e r a t i o n  are i n t e n d e d  

t o  a d d r e s s  is t h a t  the c u r r e n t  A l a s k a  income tax fails to 

r e a c h  a n d  e f f e c t i v e l y  tax i n c o m e  d e r i v e d  f r o m  oil and gas 

p r o d u c t i o n  a n d  t r a n s p o r t a t i o n  a c t i v i t y  in A l a s k a  and y o u r  

c o n c e r n  t h a t  oil a n d  gas c o r p o r a t i o n s  o p e r a t i n g  in A l a s k a  are 

p a y i n g  t o  A l a s k a  s i g n i f i c a n t l y  less than the s t a t u t o r y  9 . JI$ 

tax r a t e  on t h e i r  income.

L e t  me r e m i n d  you at the o u t s e t  of w h a t  I am sure 

you are a l l  aware. U n d e r  the U n i t e d  S t a t e s  C o n s t i t u t i o n  A l a s k a  

c a n n o t  i m p o s e  its tax of 9 . 1*# on the e n t i r e  in come of c o r p o r a­

tion s  e n g a g e d  in b u s i n e s s  in A l a s k a  and el sewh e r e .  Such a tax 

w o u l d  i n s u r e  m u l t i p l e  t a x a t i o n  by the s t a t e s  in w h i c h  the 

c o r p o r a t i o n  d o e s  b u s i n e s s  and be an u n c o n s t i t u t i o n a l  b u r d e n  on 

i n t e r s t a t e  c o m m erce.

T h i s  c o n s t i t u t i o n a l  l i m i t a t i o n  c o n f o r m s  w i t h  i n t e r­

n a t i o n a l l y  r e c o g n i z e d  f u n d a m e n t a l  p r i n c i p l e s  of tax j u r i s­

pru d e n c e .  VJhere the a c t i v i t i e s  of a b u s i n e s s  e x t e n d  ov er  two 

or m o r e  c o u n t r i e s  or su ates, a l l  of the i n co me  f r o m  such b u s­

ine s s  c a n n o t  be t ax e d by e a ch  of the c o u n t r i e s  or states.
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A c c o r d i n g l y  A l a s k a  can im po se  a tax on ly  on A l a s k a  

s o u r c e  in co me  of c o r p o r a t i o n s  w h i c h  o p e r a t e  in A l a s k a  a n d  e l s e  

where. Any t ax  w h i c h  a p p l i e s  to income e a r n e d  o u t s i d e  A l a s k a  

w i l l  not onl y r e s u l t  in m u l t i p l e  t a x a t i o n  but w i l l  a l s o  v i o­

la t e  both  th e  U n i t e d  S t a t e s  Const  ^tution a n d  the g e n e r a l l y  

a c c e p t e d  p r i n c i p l e s  of tax ju ri s p r u d e n c e .

T h e  p r o b l e m ,  of cou rs e , is in d e t e r m i n i n g  t h e  s o u r c e  

of  income. T h i s  is not a new proble m.  I t  is a p r o b l e m  w h i c h  

scholars,  l e g i s l a t o r s ,  a n d  ta x a d m i n i s t r a t o r s  h a v e  s t r u g g l e d  

w i t h  ov er the  y e a r s .  I n  thi s m o d e r n  era a s  c o r p o r a t i o n s  h a v e  

e x p a n d e d  t h e i r  i n t e r e s t s  t h r o u g h o u t  the c o u n t r y  a nd  in ma ny  

cases the w o r l d  t h e  p r o b l e m  h a s  become m o r e  -acute. T h e  s t a t e s  

f r o m  t h e  o u t s e t  u p o n  e n a c t i n g  c o r p o r a t i o n  net i nc o me  t a xe s  

b e g i n n i n g  in  1911 s t r o v e  to a v o i d  i m p o s i n g  an u n c o n s t i t u t i o n a l  

b u r d e n  on i n t e r s t a t e  c o m m e r c e  by t ax i ng  only a p o r t i o n  of the 

i n c o m e  of t h e  i n t e r s t a t e  b u s i n e s s .  T he d e v e l o p m e n t  ov e r  t he 

y e a r s  has b e e n  in d e v i s i n g  a nd  r e f i n i n g  t h e  m e t h o d  by w h i c h  

to  d e t e r m i n e  t h e  p o r t i o n  of the t ot al  i n c o m e  of a m u l t i s t a t e  

b u s i n e s s  w h i c h  s h o u l d  be t a x e d  by each s t a t e  a n d  t h e  a t t a i n­

men t  of u n i f o r m i t y  in the m e t h o d s  use d by d i f f e r e n t  s t a t e s  

s o  as to s u b j e c t  to  tax all, b u t  not m o r e  t h a n  all, of the 

t o t a l  i n c o m e  o f  m u l t i s t a t e  b us i ne ss .

T h e  s y s t e m  w h i c h  has d e v e l o p e d  h a s  two elements:

- 3 -
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(i) a tax ba se  m e a s u r e d  by a c o m p a n y’s w o r l d w i d e  i n c o m e  d e t e r­

mined by r e f e r e n c e  to F e d e r a l  t a x a b l e  income a n d  (ii) a 

m e t h o d  of d i v i d i n g  th is  base thr ou gh  u se  of an a p p o r t i o n m e n t  

formula.

W h y  a f o r m u l a  a p p r o a c h ?  Well, the s t a t e s  i n i t i a l l y  

s o u g h t  to d e t e r m i n e  the so ur ce  of income by m e a n s  of " s e p a r a t e  

a c c ou nt i ng " , tha t is, by c o n s t r u c t i n g  an i n c o m e  or  loss s t a t e­

men t  for  t he  a c t i v i t i e s  of the b u s i n e s s  in th e s t a t e  as if it 

c o n s t i t u t e d  an i n d e p e n d e n t  b u s i n e s s  d e a l i n g  at a r m ' s - l e n g t h  

w i t h  t he  r e m a i n d e r  of the b u s i n e s s  a n d  the o u t s i d e  w o rl d . It 

w a s  soon  evident, howe ve r, that s e p a r a t e  a c c o u n t i n g  w a s  not 

r e a s o n a b l y  f e a s i b l e  w i t h i n  the l i mi t s of a d m i n i s t r a t i v e  p r a c­

ticabi l i t y .  As  a c o n s e q u e n c e ,  the s o - c a l l e d  " M a s s a c h u s e t t s  

f o r m u l a "  g a i n e d  e a r l y  and g e n e r a l  a cceptan ce , c o m m e n c i n g  in 

t he 1920's, a m o n g  tax a d m i n i s t r a t o r s  and b u s i n e s s  t a x p a y e r s  as 

a r e a s o n a b l e  a l t e r n a t i v e  to s e p a r a t e  a c c o u n t i n g  f o r  d e t e r m i n­

ing the  p o r t i o n  of the to ta l income of m u l t i s t a t e  b u s i n e s s  

w h i c h  is t a x a b l e  in each of the s t a te s  in w h i c h  it has 

a c t i v i t i e s .  T h e  M a s s a c h u s e t t 's t h r e e - f a c t o r  f o r m u l a  a p p o r­

tio n s  the i nc o me  of a b u s i n e s s  to the t a x i n g  s t a t e  on the 

b as i s of the  a v e r a g e  of th re e  f raction s:

(1) p r o p e r t y  w i t h i n  the s t a t e  ov e r t o t a l  p r o p e r t y ,

(2) p a y r o l l  w i t h i n  the s t a t e  o v e r  t o t a l  payroll,
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a nd

(3) s a l e s  w i t h i n  the s t a t e  over to ta l sales.

It w a s  r e c o g n i z e d  at the o u ts e t that m u l t i p l e  t ax a -
\

ti on  of m u l t i s t a t e  b u s i n e s s  i n c o m e  a r i s e s  not m e r e l y  f r o m  

f a i l u r e  to a p p o r t i o n  r e a s o n a b l y  but f r o m  d i s p a r i t y  in m e t h o d s  

of a p p o r t i o n m e n t  as well, even  t h o u gh  each m e t h o d  by i t s e l f  

a n d  a p p l i e d  u n i v e r s a l l y  m i g h t  be r ea so na ble. T h e  N a t i o n a l  

T a x  A s s o c i a t i o n  b e g a n  a d v o c a t i n g  u n i f o r m i t y  in the m e t h o d  of 

a p p o r t i o n m e n t  as e a r l y  as 1919. U l t i m a t e l y ,  t h e s e  and o t h e r  

e f f o r t s  c u l m i n a t e d  in  the U n i f o r m  D i v i s i o n  of I n c o m e  for T a x  

P u r p o s e s  Act (UDITPA) a d o p t e d  by the N a t i o n a l  C o m m i s s i o n e r s  

on U n i f o r m  S t a t e  L a w s  in 1957. U D I T P A  i n c o r p o r a t e d  the t h r e e -  

f a c t o r  f o r mu l a and, m o s t  notably , d e f i n e d  the n u m e r a t o r  of 

the sa le s  fraction, w i t h  r e s p e c t  to w h i c h  the g r e a t e s t  d i v e r­

gen c e  f r o m  u n i f o r m i t y  had de ve l op e d,  as b ei ng  s a l e s  h a v i n g  

t h e i r  d e st i na t io n,  tha t is, d e l i v e r e d  to c ustomer s,  in the 

state.

T h e  M u l t i s t a t e  T a x  C o m p a ct , of w h i c h  A l a s k a  is a 

member, i n a u g u r a t e d  in 1966 to p r o m o t e  u n i f o r m i t y  a n d  t h e r e b y  

a v e r t  F e d e r a l  l e g i s l a t i o n  t he n  u n d e r  c o n s i d e r a t i o n  to i mp o se  

u n i f o r m i t y  on th e  st at es, i n c o r p o r a t e s  UDITPA.

T h e  U D I T P A  f o r m u l a  i3 not w i t h o u t  its flaws; c l e a r l y  

it is not per fect. W h e t h e r ,  in theory, a b e t t e r  for m u la  can
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be developed, I do not know. T h i s  p a r t i c u l a r  f o r m u l a  re st s  

on common s en s e w h i c h  has s u r v i v e d  y e a r s  of p r a c t i c a l  a p p l i­

cation. Mos t impo rt an tly, this f o r m u l a  h as  been a c c ep te d  by 

both t a x p a y e r s  and s ta t e tax a d m i n i s t r a t o r s .
t

I w a n t  to e m p h a s i z e  t h e  g e n e r a l  a c c e p t a n c e  of the

thr ee f ac t or  U D I T P A  formula. O u t  of my e x p e r i e n c e  s e r v i n g  as

c o - c h a i r m a n  in 1969-71 o f  a c o m m i t t e e  of s tate a d m i n i s t r a t o r s  

an d b u s i n e s s  r e p r e s e n t a t i v e s  s e e k i n g  to f o r m a l i z e  a c o u n t r y - w i d e  

u n i f o r m  s y s t e m  f o r  d i v i s i o n  of i n co m e of m u l t i s t a t e  and m u l t i­

nat i o n a l  b u s i n e s s  by a c o m b i n a t i o n  of the M u l t i s t a t e  Tax C o m­

pact and F e d e r a l  leg i sl a ti o n,  I can r e p o r t  tha t there was at 

no time any d i s a g r e e m e n t  a m o n g  the s t a t e  tax a d m i n i s t r a t o r s  

and b u s i n e s s  r e p r e s e n t a t i v e s  a s  to the v a l i d i t y  of the th re e 

f a ct o r formula. It was a c c e p t e d  by all as the bedrock on

w hi ch  any s y s t e m  of u n i f o r m  d i v i s i o n  of inc ome must rest.

Out  of a to tal of s t a t e s  a nd  the D i s t r i c t  of 

C o l u m b i a  w h i c h  imp os e a c o r p o r a t e  net i ncome tax, *10 provide 

for the t h r e e - f a c t o r  f o r m u l a  25 by a d o p t i o n  of UDIT PA  or the 

M u l t i s t a t e  T a x  C o m p a c t  and 15 b y  i n c o r p o r a t i o n  in their own 

tax statutes, four of the l a t t e r  g i v i n g  g r e a t e r  w e i g h t  to the 

s ales f a c t o r  tha n to the p r o p e r t y  an d p a y r o l l  factors. D i f­

fer e n c e s  in the e c o n o m i e s  of t he s t a t e s  as to w h e t h e r  p r i­

mar i l y  i nd u st r i a l ,  or c o m m e r c i a l ,  or a g r i c u l t u r a l  or e x t r a c­

tive h a v e  not a f f e c t e d  the g e n e r a l  a c c e p t a n c e  of the threc-
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f a c t o r  f o r m u l a  as e s s e n t i a l l y  fair and reasonable.

T h e  m a j o r  c o n c e r n  raised by the p r o p o s a l s  u n d e r  

c o n s i d e r a t i o n  by this C o m m i t t e e  , and I w i l l  discuss the p r o­

posa l s  m o r e  s p e c i f i c a l l y  in a few moments, is that they 

w o u l d  s e r i o u s l y  d i s r u p t  the u n i f o r m i t y  w h i c h  over the y e a r s  

the s t a t e s  and b u s i n e s s  have l a b o r e d  to achieve, and which,

I believe, is e s s e n t i a l  to fa ir and e f f e c t i v e  t a x a t i o n  by 

the s t a t e s  of the income of m u l t i s t a t s  businesses., A few 

o t h e r  s t a t e s  have begun to t i n k e r  w i t h  the f o r mula for t heir 

own p a r o c h i a l  interests. I d e p l o r e  such action. I f  you 

r e a l l y  b e l i e v e  that the U D I T P A  f o r m u l a  is not r e a s o n a b l e  w i t h  

r e s p e c t  to the oil and gas i n d u s t r y  as a whole, the s o l u t i o n  

is to p r o c e e d  u n d e r  S e c t i o n  18 of U D I T P A  on a case by case 

ba s i s  or to a p p r o a c h  o t h e r  s tates and seek a new u n i f o r m  m e­

thod f o r  d i v i s i o n  of the income of the industry. U n i l a t e r a l  

a c t i o n  by A l a s k a  or by any o t h e r  s t a t e  w o u l d  g e n e r a t e  m u l tip le 

t a x a t i o n  and w ould t h r e a t e n  the f r a m e w o r k  that has d e v e lo ped 

for d i v i s i o n  of income a m o n g  the states.

B u t  b e y o n d  the q u e s t i o n  o f  u n i f o r m i t y ,  I b e l i e v e  that b o t h
:

1IB 3 2 2  a n d  SCS C S H B  322 a n d  the i m p e t u s  b e h i n d  t h e m  are b a s e d  on a 

f u n d a m e n t a l  fallacy. T h e y  are b a s e d  o n  the a s s u m p t i o n — a n d  I stress 

a s s u m p t i o n — t h a t  the " f a i r "  s h a r e  o f  i n c o m e  to be t a x e d  by A l a s k a  is

- 7 -

AGO 5*7966



to be d e t e r m i n e d  b y  c h a n g i n g  the a p p o r t i o n m e n t  f o r m u l a  o r  b y  s t a t u t o r y  

" s e p a r a t e  a c c o u n t i n g "  so as to a p p r o x i m a t e  t h e  i n c o m e  b a s e d  o n  b a r rels 

o f  p r o d u c t i o n  in A l a s k a  t imes the w e l l - h e a d  p r i c e  le ss c o s t s  a n d

. e x p e n s e s  i n c u r r e d  s o l e l y  in Alaska. T h i s  is d e m o n s t r a b l y  n o t  the • 

" f a i r "  s h a r e  o f  i n c o m e  a t t r i b u t a b l e  to A l a s k a .  I n c o m e  is n o t  m e r e l y  

the r e s u l t  o f  p r o d u c t i o n .  T h e  c r e a t i o n  o f  i n c o m e  r e q u i r e s  b o t h  p r o­

d u c t i o n  a n d  c o n s u m p t i o n .  It is the d e m a n d  c r e a t e d  b y  the e c o n o m i e s  

o f  the c o n s u m p t i o n  s t a t e s  that c o n v e r t s  the p r o d u c t i o n  i n t o  income. 

T h e  c o n s u m p t i o n  s t a t e s  h a v e  a n  u n d e n i a b l y  l e g i t i m a t e  c l a i m  to tax 

p a r t  o f  the i n c o m e  w h i c h  is b a s e d  on this p r i c e  c r e a t e d  b y  thei r 

demand. W o u l d  A l a s k a  a g r e e  that o n l y  t h e  s t a t e s  in w h i c h  the goods 

a r e  p r o d u c e d  w h i c h  a r e  s o l d  b y  S ears in A l a s k a  c a n  tax t h e  i ncome and 

A l a s k a  c a n n o t ?  O f  c o u r s e  not. As the c o n s u m e r  s t a t e  in this case  

it w a r  ' > a n d  is e n t i t l e d  to and it does tax a p o r t i o n  o f  the 

i n c o m e  f r o m  p r o d u c t i o n  o u t s i d e  Alaska.

T h u s ,  h a v i n g  r e a d  s o m e  o f  the p r i o r  t e s t i m o n y ,  I w o u l d  take 

s h a r p  issue w i t h  t h e  c o n f i d e n t  a s s e r t i o n  t h a t  A l a s k a ' s  f a i r  s hare 

o f  the i n c o m e  of the oil  a n d  g a s  i n d u s t r y  is t he w e l l - h e a d  p r i c e  

less c o s t s  a n d  e x p e n s e s  i n c u r r e d  in A l a s k a .

I w o u l d  l i k e  to c h a l l e n g e  Mr. L i p t o n  a n d  P r o f e s s o r  Z e i f m a n

to p r e s e n t  t h e i r  a r g u m e n t s  to the M u l t i s t a t e  T a x  C o m m i s s i o n  or to a 

m e e t i n g  of t h e  N a t i o n a l  A s s o c i a t i o n  o f  T a x  A d m i n i s t r a t o r s  in s u pport

of t h e i r  p r o p o s a l s  as a p p r o p r i a t e  u n i f o r m  m e t h o d s  to be a c c e p t e d  by

a l l  s t a t e s  f o r  d i v i s i o n  o f  t he income o f  the o i l  a n d  gas industry.

I t h i n k  ' c is r e a s o n a b l e  to p r e d i c t  t h a t  n e i t h e r  o f  t h e  p r o p o s a l s

w o u l d  b e  j u d g e d  to b e  a f a i r  a n d  r e a s o n a b l e  b a s i s  f o r  u n i f o r m  divi-

\ s i o n  o f  i n c o m e  a m o n g  the states.
I AGO 547967 *
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T h i s  c o m m i t t e e  a n d  t he  A l a s k a  l e g i s l a t u r e  w i l l  u l t i m a t e l y  

d e c i d e  w h a t  c o u r s e  to follow. It is yo u r  r e s p o n s i b i l i t y  a n d  y o u r  

p r e r o g a t i v e  b u t  I w o u l d  l i k e  to s u g g e st  t h a t  y o u r  d e c i s i o n  should, be 

m a d e  a g a i n s t  the b r o a d e r  f r a m e w o r k  w h i c h  I h a v e  p r e s e n t e d  r a t h e r  t h a n  

t h e  n a r r o w  p e r s p e c t i v e  u r g e d  u p o n  y o u  in s u p p o r t  o f  t h e  p r o p o s a l s  

u n d e r  c o n s i d e r a t i o n .

THE ZEIFMAN-AINSWORTH PROPOSALS

T h e  p r o p o s a l s  of P r o f e s s o r s  Z e i f m a n  and A i n s w o r t h  

w h i c h  are i n c o r p o r a t e d  in  H.B. 3 22 are b a s e d  on t h e s e  two 

p re m is es : (i) t h a t  A l a s k a’s tax base has be e n  e r o d e d  t h r o u g h

F e d e r a l  t a x  s u b s i d i e s  and i n c e n t i v e s  w h i c h  are u n r e l a t e d  to 

t h e  d e f i n i t i o n  of net income, and (ii) t h a t  the U D I 1 P A  a p p o r­

ti o n m e n t  f o r m u l a  u n f a i r l y  r e d u c e s  the a m o u n t  of t a x a b l e  i n­

come a t t r i b u t a b l e  to A l a s k a  by c o r p o r a t i o n s  w h i c h  e x p o r t  n o n­

re n e w a b l e  p e t r o l e u m  r e s o u r c e s  from th e state. Z e i f m a n  and

A i n s w o r t h  r e c o m m e n d :

1. A d o p t i o n  of a tax base m e a s u r e d  by the g r e a t e r

of book i ncom e or F e d e r a l  t a x a b l e  in come, and

2. R e p l a c e m e n t  of the d e s t i n a t i o n — o r i e n t e d  sales

f a c t o r  w i t h  an " e x t r a c t i o n  factor".

F u r t h e r m o r e ,  they p r o p os e  that t h e s e  c h a n g e s  apply 

o n l y  to c o r p o r a t i o n s  w i t h  o r d i n a r y  g ro s s r e c e i p t s  in ex ce ss  

o f  $ 2 5 0 , 0 0 0 , 0 0 0 ,  m o r e  th an  50? o f  w h i c h  is d e r i v e d  f r o m  p r o­

duction, t r a n s p o r t a t i o n ,  refining, m a n u f a c t u r i n g ,  proc e ss i ng ,  

d i s t r i b u t i o n  or  r e t a i l  s a l e  of oil or gas or p r o d u c t s  derive d 

f r o m  oil a n d  gas.
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I b e l i e v e  that P r o f e s s o r s  Z e i f m a n  and A i n s w o r t h  a re  

m i s t a k e n  bo th  as to  t h e i r  p r e m i s e s  and t h e i r  r e c o m m e n d e d  

sol utions.

T h e  c u r r e n t  A l a s k a  i n co m e tax ba s e is a c o r p o r a­

tion's F e d e r a l  t a x a b l e  income. T h a t  b a s e  i n c l u d e s  the w o r l d­

wide  i n c o me  of th e c o r p o r a t i o n  - n o t  j u s t  U n i t e d  S t a t e s  s o u r c e  

income. In d e t e r m i n i n g  F e d e r a l  t a x a b l e  income, C o n g r e s s  has 

a l l o w e d  c e r t a i n  d e d u c t i o n s  w h i c h  a re  not taken i n t o  a c c o u n t  

in d e t e r m i n i n g  t h e  c o r p o r a t i o n ' s  book income. T h e s e  "t a x 

su bs i di es " , h o w e v e r ,  a r e  f o r  the m o s t  p a r t  a v a i l a b l e  to a l l  

c o r p o r a t i o n s ,  i n c l u d i n g  c o r p o r a t i o n s  e n g a g e d  in b u s i n e s s  s o l e­

ly in A l a s k a  and m u l t i n a t i o n a l  c o r p o r a t i o n s  e n g a g e d  in v a r i o u s  

b u s i n e s s  a c t i v i t i e s  in Alaska. It is u n f a i r  to s i ng l e o u t  t he  

oil  in d us t ry .  I f  "tax s u b s i d i e s "  a r e  to be e l i m i n a t e d  t h e y  

s ho u ld  be e l i m i n a t e d  f o r  a ll c o r p o r a t i o n s .

F u r t h e r m o r e ,  w i t h  r e s p e c t  to the one F e d e r a l  "tax 

s u b s i d y "  a v a i l a b l e  s o l e l y  to the o il a nd  g as  in du st ry , a c u r­

rent d e d u c t i o n  f o r  i n t a n g i b l e  d r i l l i n g  costs, it is e r r o n e o u s  

to c h a r g e  t h a t  b e c a u s e  d r i l l i n g  c o s t s  r e d u c e  F e d e r a l  t a x a b l e  

i n c o m e  A l a s k a  in u s i n g  s u c h  i n c o m e  p r o v i d e s  an i n c e n t i v e  to 

d r i l l i n g  w e l l s  o u t s i d e  A l a s k a .  F e d e r a l  t a x a b l e  income r e­

fle c t s  not o n l y  d e d u c t i o n s  f or  the co s t of w e l l s  d r i ll e d o u t­

sid e  A l a s k a  but a l s o  the i n c o m e  f r o m  s u c h  wells. It is not 

a o n e - w a y  st reet. A l a s k a  is no m o r e  p r o v i d i n g  an i n c e n t i v e  

for  d r i l l i n g  o u t s i d e  A l a s k a  t h a n  o t h e r  s t a t e s  are p r o v i d i n g  

an i n c e n t i v e  for  d r i l l i n g  in A l a s k a .
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The D e p a r t m e n t  of R e v e n u e  has cited C o n g r e s s i o n a l  

s t u d i e s  by C o n g r e s s m e n  V a n i k  of O h i o  to s u pport the D e p a r t­

m e n t ’s cl a i m  t h a t  a d o p t i o n  of the F e d e r a l  tax base by A l a s k a

r e s u l t s  in an e f f e c t i v e  tax r a t e  s i g n i f i c a n t l y  less than  9 .115; 

V a n i k ' s  study m e a s u r e s  F e d e r a l  i n c o m e  tax due as a p e r c e n t a g e

o f  w o r l d w i d e  income. O b v i o u s l y  this c o m p a r i s o n  w i l l  r e s u l t  

i n  an e f f e c t i v e  U.S. tax r a t e  of less than ^8% for c o m p a n i e s  

e n g a g e d  in f o r e i g n  o p e r a t i o n s  b e c a u s e  the U n i t e d  S t a t e s  p r o­

v i d e s  a c redit a g a i n s t  its tax on w o r l d w i d e  income for taxe s 

p a i d  to o t h e r  countries. T h i s  is the n e c e s s a r y  a l t e r n a t i v e  

t o  t a x i n g  only the income e a r n e d  in the U n i t e d  States. 

S i m i l a r l y ,  m e a s u r i n g  taxes due to A l a s k a  as a p e r c e n t a g e  of 

a c o r p o r a t i o n ' s  total w o r l d w i d e  i ncome w i l l  result in an 

e f f e c t i v e  tax rate of less than 9.*J?. B o t h  c o m p a r i s o n s  are 

m e a n i n g l e s s ,  s i n c e  n e i t h e r  the U n i t e d  S t a t e s  nor the S t a t e  

of A l a s k a  i n t e n d s  or r e a s o n a b l y  can i m p o s e  its tax on the 

w o r l d w i d e  i n c o m e  of t a x p a y e r s  w i t h o u t  a f o r e i g n  tax credit 

o r  w i t h o u t  'apportionment. It is p r i m a r i l y  b e c a u s e  of the 

d i v i s i o n  of i n c o m e  (by m e a n s  cf a f o r e i g n  tax c re dit at the 

F e d e r a l  level and f o rmu la a p p o r t i o n m e n t  at the s t a t e  level), 

n o t  d e t e r m i n a t i o n  of the t a x  base, that the e f f e c t i v e  rate 

on w o r l d w i d e  i n c o m e  is s i g n i f i c a n t l y  l e s s  than the s t a t u t o r y  

rate. I f  25% of the w o r l d w i d e  i n c o m e  of a c o m p a n y  is e a r n e d  

in A l a s k a ,  o b v i o u s l y  the e f f e c t i v e  r a t e  of A l a s k a  tax on 

w o r l d w i d e  i n c o m e  will be 2.35?.

T h e  s u g g e s t i o n  of P r o f e s s o r s  Z e i f m a n  a n d  Ainsworth, 

w h i c h  is i n c o r p o r a t e d  in H.B. 322, that book income be used a

a g o  547970
-11-



a tax b a s e  is unique. I am a w a r e  of no s t a t e  w i t h  a tax base 

m e a s u r e d  by book income, even as an a l t e r n a t i v e  basis. Book 

in c o m e  is an i n a p p r o p r i a t e  tax base. A d o p t i o n  of such a tax 

b a s e  w o u l d  in e f f e c t  deleg a t e  d e t e r m i n a t i o n  of i ncome to the 

c o m p a n y’s m a n a g e m e n t  and the a c c o u n t i n g  p r o f e s s i o n .  If A l a s k a  

is not p r e p a r e d  to a c c e p t  m a n a g e m e n t’s and t h e i r  a c c o u n t a n t s’ 

de t e r m i n a t i o n ,  it w i l l  have to d e v e l o p  an a u d i t  s t a f f  s u f f i­

ci e n t  in s i z e  a n d  skill to cond uct its own audits. It w i l l  

n o t  be a b l e  to rely on the audit s k ills and e x t e n s i v e  e x a m i n­

ati o n s  of the F e d e r a l  g o v e r n m e n t  or t h e  M u l t i s t a t e  T a x  Compact.

Fu r t h e r m o r e ,  book income not only r e f l e c t s  taxable 

i n c o m e  b e f o r e  tax s u b s i d i e s  but a l s o  many a c c o u n t i n g  and t i m­

in g  d i f f e r e n c e s  u n r e l a t e d  to C o n g r e s s i o n a l  t a x  policies, many 

of  w h i c h  r e d u c e  book income in c o m p a r i s i o n  to t a x a b l e  income.

As an example, c o r p o r a t i o n s  are o f t e n  e n t i t l e d  a nd even 

r e q u i r e d  f o r  f i n a n c i a l  a c c o u n t i n g  purpoi.es to set up reserves 

f o r  c e r t a i n  e s t i m a t e d  e x p e n s e s  or l o s s e s  vhich are not d e d u c­

tib l e  in d e t e r m i n i n g  F e d e r a l  t a r n b l e  income.

Fi n a l l y ,  use of the h i g h e r  of F e d e r a l  t a x able income 

or p r e - t a x  book net income as a tax base, as is p r o p o s e d  in 

H.B. 322, w i l l  t a x  income w i t h o u t  r e d u c t i o n  for those expenses 

w h i c h  a r e  d e d u c t e d  in d i f f e r e n t  y e a r s  in d e t e r m i n i n g  book net 

in c o m e  and F e d e r a l  t a x a b l e  income. F o r  example, if book income
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ex ceeds F e d e r a l  t a x a b l e  income because of c u r r e n t  d e d u c t i o n  for 

i n t a n g i b l e  d r i l l i n g  costs which are d e f e r r e d  for book purpo ses, 

a nd  then F e d e r a l  t a x a bl e  income in a s u c c e e d i n g  y e a r  e x c e e d s  

book inc ome b e c a u s e  the de f e rr e d i n t a n g i b l e  d r i l l i n g  costs 

a re then e x p e n s e d  for book purposes, the t a x  ba se  w i l l  be 

d e t e r m i n e d  w i t h o u t  d e d u c t i o n  for such c o s t s  at any time.

As to s u b s t i t u t i o n  of the e x t r a c t i o n  f acto r 

for the s a l e s  f a c t o r  in the a p p o r t i o n m e n t  formula, it is my 

v ie w  that the U D I T P A  fo r mu l a p ro vi de s for f a i r  and e q u i t a b l e  

d i v i s i o n  of inc ome of oil and gas c o r p o r a t i o n s  be tw ee n A l a s k a  

and the r e s t  of the v/orld and fairly r e f l e c t s  the ext en t of 

t he i r a c t i v i t y  in A l a s k a  as co m p ar ed  to the rest of the world.

T h e  d e s t i n a t i o n  sales f a ct o r c a n n o t  be re ga rded as 

a l l o c a t i n g  A l a s k a’s share of income to o t h e r  s ta t es  but more 

p r o p e r l y  as a s s u r i n g  to the m a rk et  s t a te s  a fa i r share of the 

t a x a b l e  i n c o m e  base. W i t h o u t  the p u r c h a s i n g  p o w e r  and dema nd 

p r o v i d e d  by the m a r k e t  states, there w o u l d  be litt le if any 

i n c o m e  of oil a nd gas co m pa n i e s  for A l a s k a  to tax. T he  sa les 

f ac t or  q u i t e  p r o p e r l y  give s r e c o g n i t i o n  to  the c o n t r i b u t i o n  

by the m a r k e t  s t a t e s  to the c r e a t i o n  of the inco m e tax base. 

S u b s t i t u t i o n  of the e x t r a c t i o n  f actor  for the s a le s  factor 

w o u l d  i g n o r e  the c o n t r i b u t i o n  of the m a r k e t  s t at e  to the cr ea - 

\ tion of in come, just as w ou l d an o r i g i n - o r i e n t e d  sa l es  factor
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w h i c h  w a s  used f o r  y e a r s  by heavy m a n u f a c t u r i n g  s t a t e s  for 

t h e i r  p a r o c h i a l  interest. Use of this f a c t o r  w a s  so s h o r t  

s i g h t e d  t h a t  it drove b u s i ness out of t h e s e  states. S t a t e s  

such as N e w  Y o r k  and M a s s a c h u s e t t s  have h a d  to r e t r e a t  so ' 

fa r  that they  have a d o p t e d  d o u b l e - w e i g h t e d  d e s t i n a t i o n  sales 

f a c t o r s  to a t t e m p t  to c o n vin ce b u s i n e s s e s  to stay or to r eturn  

t o  t h e i r  states.

A l a s k a  may d i s m i s s  this e x p e r i e n c e  as i r r e l e v a n t  

s i n c e  t h e  oil is in A l a s k a  and the oil b u s i n e s s  c a n n o t  go 

e l s e w h e r e .  O n l y  w i t h i n  limits is this so, but in any event 

A l a s k a  c a n n o t  i g n o r e  a p p l i c a b l e  p r i n c i p l e s  of f a i r n e s s  and of 

c o o p e r a t i v e  a c t i o n  a m o n g  the states to a v o i d  m u l t i p l e  t a x a­

tion. U s e  of an e x t r a c t i o n  factor in A l a s k a  w h e n  o t h e r  states 

u s e  a d e s t i n a t i o n  s a les factor w o u l d  o b v i o u s l y  r e s u l t  in m u l­

tipl e  t a x a t i o n .  Is it p r o p e r  for A l a s k a  to take d e v i a n t  a c­

tio n  a n d  e x p e c t  all the other s tat es to c o n f o r m  t h e i r  a p p o r­

t i o n m e n t  f o r m u l a s  to A l a s k a ' s  in o r d e r  to a v o i d  m u l t i p l e  

t a x a t i o n ?  Is it a p p r o p r i a t e  for A l a s k a  u n i l a t e r a l l y  to d i s­

rupt t h e  p r o g r e s s  the s t a t e s  have c o o p e r a t i v e l y  b e e n  m a k i n g  

t o w a r d  u n i f o r m i t y  in t h e i r  a p p o r t i o n m e n t  f o r m u l a s ?

P r o f e s s o r s  Z e i f m a n ' s  and A i n s w o r t h’s p r o p o s a l  to r e­

pl a c e  the d e s t i n a t i o n  sales factor of t he U D I T P A  f o r m u l a  w i t h  

an o r i g i n - o r i e n t e d  e x t r a c t i o n  f a c t o r  is base d p r i m a r i l y  on
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the grou nd  t h a t  the e x t r a c t i o n  fa ct or  w o u l d  g e n e r a t e  m o r e  tax 

r e v e nu e s than the sales factor. A p p o r t i o n m e n t  f o r m u l a s  are 

not i n t e n de d  to be v e h i c l e s  to g e n e r a t e  tax r e v e n u e s  but are 

d e s i g n e d  to d i v i d e  income a m o n g  the state s f a i rl y and u n i f o r m l y  

so as tc a v o i d  m u l t i p l e  taxation.

F i n a l l y  as to the p r o p o s e d  new tax b a s e  a n d  a p p o r­

tionmen t f o r m u l a  in H.B. 322, the s i n g l i n g  out of the oil and 

gas i n d u s t r y  and of c o m p a n i e s  w i t h i n  the i n d u s t r y  h a v i n g  r e­

ceipts of m o r e  th an  $ 2 5 0 , 0 0 0 , 0 0 0  ma y w e l l  be u n c o n s t i t u t i o n a l .

S E P A R A T E  A C C O U N T I N G  -- S E N A T E  CS FOR CS FOR H O U S E  B I L L  322

I u n d e r s t a n d  that the o th er  m a j o r  p r o p o s a l  befo re  

this C o m m i t t e e  is a d o p t i o n  of a tax ba sed u p o n  p r i n c i p l e s  of 

s e p a r a t e  a c c o u n t i n g .  Th e  d e c l a r e d  p u r p o s e  of this bill is 

to tax oil and gas p r o d u c t i o n  and p i p e l i n e  t r a n s p o r t a t i o n  

i nc om e  in A l a s k a  by m e an s  of a s t a t u t o r y  s e p a r a t e  a cc ou n t i n g ,  

w h il e  r e t a i n i n g  f o r m u l a  a p p o r t i o n m e n t  (as m o d i f i e d )  to 

a p p o r t i o n  a l l  o t h e r  income.

C o n c e p t u a l l y ,  s e p a r a t e  a c c o u n t i n g  c o n s t r u c t s  an 

inc ome or l o s s  s t a t e m e n t  for the a c t i v i t i e s  of a c o r p o r a t i o n  

in the s t a t e  as if it c o n d u c t e d  an i n d e p e n d e n t  oil a nd  gas 

p r o d u c t i o n  or t r a n s p o r t a t i o n  b u s in e ss  s o l e l y  w i t h i n  A l a s k a  

a nd  a s s u m e s  tha t all d e a l i n g s  by the b u s i n e s s  w i t h  othe r
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a s p e c t s  of its b u s i n e s s  and w i t h  the o u t s i d e  w o r l d  are at 

a r m ' s - l e n g t h .  I a m  s u r e  it is an a t t r a c t i v e  c o n c e p t  to try 

to i s o l a t e  the A l a s k a n  i n c o m e  by w h a t  p u r p o r t s  to be a r a­

tio n a l  p r o c e d u r e  r a t h e r  than the fixe d f or mula. But let me 

sugg es t,  as y o u r  D e p a r t m e n t  of R e v e n u e  has s t r o n g l y  argued, 

t h a t  thi s a p p r o a c h  is d o o me d  to failure. P e r h a p s  w it h  s ma l l 

l o c a l i z e d  b u s i n e s s e s  the c o n c e p t  is w o r k a b l e .  But to a p p l y  

this c o n c e p t  to l a r g e  i n t e g r a t e d  m u l t i n a t i o n a l  oil and  gas 

c o r p o r a t i o n s  i g n o r e s  the u n i t a r y  n a t u r e  of t h e i r  o p er a t i o n s .  

Ea ch  e l e m e n t  of a c o r p o r a t i o n  c o n t r i b u t e s  to  th e o v e r a l l  net 

p r o f i t  of the b u s i n e s s .  Y ou  si mply c a n no t i g n o r e  the c o n t r i­

bu t i o n  of o u t - o f - s t a t e  a c t i v i t y  to the c r e a t i o n  of income 

in A l a s k a  and h o w  w i l l  s e p a r a t e  a c c o u n t i n g  d e a l  w i t h  this?

I S e p a r a t e  a c c o u n t i n g ,  in practice, is i m p o s s i b l e  to

/ a d m i n i s t e r  and d e t e r m i n e .  I fa il to see h ow  a c o n c ep t w hi c h 

p r o v e d  to be u n w o r k a b l e  in the 1920's, w h e n  b u s i n e s s  w a s  r e l a­

tively simple, c an  be e x p e c t e d  to w o r k  in t o d a y ' s  era of c o m­

ple x  m u l t i s t a t e  and m u l t i n a t i o n a l  b u s i n e s s  of  w h i c h  the oil 

c o m p a n i e s  are a p r e e m i n e n t  exam ple. The a p p o r t i o n m e n t  formula 

w a s  r e s o r t e d  to  b e c a u s e  s e p a r a t e  a c c o u n t i n g  c o u l d  not be 

a d m i n i s t e r e d .

Th e c u r r e n t  p r o p o s a l  a t t e m p t s  to a v o i d  some of the 

i n h e r e n t  p r o b l e m s  of s e p a r a t e  a c c o u n t i n g  by a r b i t r a r i l y  def in- 

\ i n g  net income. A l l o c a t i o n  of o v e r h e a d  e x p e n s e s  is "so l ve d "
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b y  s i m p l y  d e n y i n g  a d e d u c t i o n  f or  s u c h  costs. P r i c i n g  d i f f e r e n c e s  

a r e  " s o l v e d "  by u s i n g  as  g r o s s  i n c o m e  the v a l u e  of t h e  o i l  a n d  gas 

p r o d u c e d  as d e t e r m i n e d  f o r  p u r p o s e s  o f  the p r o d u c t i o n  tax. A n d  

i n a d v e r t e n t l y ,  X a s s u m e ,  the p r o p o s a l  r e s ul t s in a d o u b l e  a l l o c a t i o n  

o f  p r o d u c t i o n  inc ome to  A l a s k a ,  f i r s t  b y  a l l o c a t i n g  p r o d u c t i o n  i n­

co m e  in A l a s k a  u n d e r  t he  s t a t u t o r y  s e p a r a t e  a c c o u n t i n g  f o r m u l a  a n d  

t h e n  a l l o c a t i n g  to A l a s k a  a p o r t i o n  o f  the p r o d u c t i o n  i n c o m e  o u t s i d e  

A l a s k a  u n d e r  the t w o - f a c t o r  a p p o r t i o n m e n t  for mula. T h i s  is c l e a r l y  

a d u p l i c a t i o n .

S u c h  d u p l i c a t i o n  c a n  b e  e l i m i n a t e d  o n l y  b y  d e t e r m i n i n g  

p r o d u c t i o n  i n c o m e  b y  s e p a r a t e  a c c o u n t i n g  b o t h  in A l a s k a  a n d  o u t s i d e  

A l a s k a  a n d  e l i m i n a t i n g  both, n o t  j u s t  A l a s k a n  p r o d u c t i o n  in c om e ,

.from the b a s e  s u b j e c t e d  to the t w o - f a c t o r  a p p o r t i o n m e n t  f o r m u la .

A c c o r d i n g l y ,  the c u r r e n t  p r o p o s a l  does n o t  by d e f i n i t i o n  

e v e n  a p p r o a c h  t h e o r e t i c a l  s e p a r a t e  a c c o u n t i n g ,  a n d  is at le a st  as 

a r b i t r a r y ,  i f  not m o r e  so, t h a n  f o r m u l a  a p p o r t i o n m e n t .  I t  is, i n d e e d  

a n o t h e r  k i n d  o f  s t a t u t o r y  f o r m u l a .

T h e  p r o p o s a l  has m a j o r  i n f i r m i t i e s .  I t  p u r p o r t s  to b e  an 

a p p l i c a t i o n  o f  s e p a r a t e  a c c o u n t i n g  b u t  it is n o t  a n d  it i n c o r p o r a t e s  

a " d o u b l e  d i p "  a l l o c a t i o n  o f  p r o d u c t i o n  i n c o m e  to A l a s k a .  It  r e p r e­

se n t s  a s h a r p  d e v i a t i o n  f r o m  u n i f o r m i t y  a n d  as s u c h  w o u l d  c o n s t i t u t e  

a m a j o r  d i s r u p t i o n  o f  the  c o m m o n  c o n s e n s u s  u n d e r l y i n g  t h e  s y s t e m  of  

s t a t e  t a x a t i o n  of i n t e r s t a t e  b u s i n e s s  income. S e p a r a t e  a c c o u n t i n g  

d e f i n e d  b y  l e g i s l a t i v e  f i a t  a n d  a p p l i e d  b y  o n e  s t a t e  to a w h o l e  

i n d u s t r y  in o r d e r  to i n c r e a s e  the  s t a t e ' s  s h a r e  o f  the t o t a l  inco me
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in m u l t i p l e  t a x a t i o n  b e c a u s e  i n c o m e  w h i c h  is f u l l y  taxed  by the one 

s t a t e  is a l s o  a p p o r t i o n e d  b y  f o r m u l a  to o t h e r  states. S u c h  d e v i a n t  

a c t ion, p a r t i c u l a r l y  w h e n  it is d i r e c t e d  at one industry, m a y  w e l l  

be u n c o n s t i t u t i o n a l .
*

M o r e o v e r ,  A l a s k a  m u s t  a sk  itse l f a g a i n  w h e t h e r  it is 

a p p r o p r i a t e  for it to ta k e u n i l a t e r a l  a c t i o n  which wi ll  d i s r u p t  

the p r o g r e s s  t ow a rd  u n i f o r m i t y  in the d i v i s i o n  of income a m o n g  the 

s t a t e s  w h i c h  is e s s e n t i a l  to a v o i d a n c e  of m u l t i p l e  taxation.

T H E  M U L T I S T A T E  TAX C O M PA C T

A l a s k a’s c o n t i n u i n g  m e m b e r s h i p  in the M u l t i s t a t e  

T a x  C o m p a c t  a nd  the a d m i n i s t r a t i v e  b e n e f i t s  de rived fro m such 

m e m b e r s h i p  m a y  not be t e n a b l e  if e i t h e r  of the proposals 

u n d e r  c o n s i d e r a t i o n  are a d o p t ed .  T h e  c o u r t s  may find such 

p r o p o s a l s  to be in c o n f l i c t  w i t h  the C o m p a c t  and as a result 

may hol d tha t A l a s k a  has in e f f e c t  w i t h d r a w n  f r o m  the 

C o m p a c t  or t h a t  the C o m p a c t  r e m a i n s  in e f f e c t  but e n actmen t 

of the p r o p o s a l s  is i n e f f e c t i v e  to p r e v e n t  t a x p a y e r s  from 

a p p l y i n g  t h e  U D I T P A  f o r m u l a  u n d e r  the p r o v i s i o n s  of the 

C o m p a c t .  It  w i l l  take y e a r s  o f  l i t i g a t i o n  to c l a r i f y  these is su es  

w h i c h  w i l l  c a s t  d o ub t  on w h a t  the a p p l i c a b l e  l aw  is for ta xing the 

income oi the o i l  a n d  gas indus tr y.

C O N C L U S I O N

T h e  U n i t e d  S t a t e s  S u p r e m e  C o u r t  p r e s e n t l y  is c o n­

si d e r i n g  t he  c o n s t i t u t i o n a l i t y  of I o w a’s s i n g l e - f a c t o r  sales 

form ul a.  I c a n n o t  p r e d i c t  the C o u r t ' s  d e c i s io n , nor can I

■ , -10-
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p r e d i c t  to w h a t  e x te nt  a s t a t e  may t a m p e r  w i t h  the u n i f o r m  

f o r m u l a  w i t h o u t  v i o l a t i n g  c o n s t i t u t i o n a l  p ri nc i p l e s .  P e r h a p s  

t h e  Co ur t  is ill s u i t e d  to a ct  as final a r b i t e r  as to w h e t h e r  

o n e  m e t h o d  of a p p o r t i o n m e n t  is f a i r e r  or m or e  r e a s o n a b l e  than 

a no th er. B ut  I s u s p e c t  th at w i t h  the n e a r l y  n a t i o n w i d e  a c c e p t­

an c e  of UD IT PA , the Court w i l l  sh o w less t o l e r a n c e  of devi an t 

f o r m u l a s  w h i c h  r e s u l t  in m u l t i p l e  taxation. In a ny event 

y e a r s  of l i t i g a t i o n  as to the c o n s t i t u t i o n a l  v a l i d i t y  of 

e i t h e r  of the p r o p o s a l s  if e n a c t e d  as w e l l  as t h ei r  c o m p a t i b i l i t y

w i t h  the M u l t i s t a t e  T a x  C o m p a c t  m u s t  b e  a n t i c i p a t e d .
• $

G r e a t  p r o g r e s s  has been made in r e ce n t y e a r s  in 

a d o p t i n g  u n i f o r m  a p p o r t i o n m e n t  metho ds . P a r t  of the drive for 

v o l u n t a r y  u n i f o r m i t y  has o b v i o u s l y  been the d es i re  of both 

s t a t e s  and t a x p a y e r s  to a v o i d  F e d e r a l  i n t e r v e n t i o n .  As long 

a s  s t a t e s  s t r i v e  towa rd  u n i f o r m i t y  as a g o a l  of f a i r  taxation, 

C o n g r e s s  w i l l  be h e s i t a n t  to act. If  the d r iv e  for u ni f or m i t y 

f a l t e r s  t h r ou g h u n i l a t e r a l  a c t i o n  by s t a t e s  a s s e r t i n g  their 

c u r r e n t l y  p e r c e i v e d  s e l f - i n t e r e s t  w i t h o u t  r e s t r a i n t  and the 

S u p r e m e  C o u r t  d e c l i n e s  to p r e s c r i b e  a u n i f o r m  formula, C o n­

gre s s  w i l l  be c o n s t r a i n e d  to e x e r c i s e  its c o n s t i t u t i o n a l  

r e s p o n s i b i l i t y  to p r o t e c t  i n t e r s t a t e  c o m m e r c e  by p r e s c r i b i n g  

a F e d e r a l  s t a n d a r d  of u n i f o r m i t y  in the d i v i s i o n  of m u l t i­

s t a t e  b u s i n e s s  income.

A l a s k a  has been in the f o r e f r o n t  of  the dri ve  for 

u n i f o r m i t y .  B y  the c o l l e c t i v e  j u d g m e n t  r e f l e c t e d  in the
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d e v e l o p m e n t  a n d  g e n e r a l  a c c e p t a n c e  of the t h r e e - f a c t o r  f o r m­

ula, A l a s k a’s net i n co me  tax f a i r l y  and e f f e c t i v e l y  r e a c h e s  

its p r o p o r t i o n a t e  s h a r e  of the i n co me  of m u l t i n a t i o n a l  oil 

and gas c o r p o r a t i o n s  d o i n g  b u s i n e s s  w i t h i n  t h e  state. The 

p r o p o s e d  c h a n g e s  a re  d e s i g n e d  to p r o d u c e  h i g h e r  revenue, not 

a f a i r e r  d i v i s i o n  of m u l t i s t a t e  income, a n d  the y w o u l d  be 

d e s t r u c t i v e  of the c o o p e r a t i v e  e f f o r t  a m o n g  t h e  s t a t e s  in 

d e v e l o p i n g  a u n i f o r m  a p p r o a c h  to the d i v i s i o n  of m u l t i s t a t e  

b u s i n e s s  i n co m e a m o n g  them.

M a d a m e  C h a i r m a n  and m e m b e r s  of the C o m m i t t e e ,

I w a n t  to r e e m p h a s i z e  in c o n c l u s i o n  that c h a n g i n g  the 

p r e s e n t  f o r m u l a  for d e t e r m i n i n g  the  p o r t i o n  of  the w o r l d w i d e  

i nc om e  of  oil and gas c o m p a n i e s  w h i c h  is t a x a b l e  in Al aska 

is not an a p p r o p r i a t e  w a y  to i n c r e a s e  r e v e nu e s.  If  A la s ka  

is to a c t  r e s p o n s i b l y  it ca nn ot i g n o r e  the i n t e r e s t s  of its 

s i s t e r  s t a t e s  and in the long run its own i n t e r e s t s  in 

m a i n t a i n i n g  u n i f o r m i t y  in the d i v i s i o n  of m u l t i s t a t e  busi ne ss  

i ncome a m o n g  the states. If A l a s k a  b e l i e v e s  th at  tne 

a p p o r t i o n m e n t  f o r m u l a  is not f a i r  and r e a s o n a b l e  as it 

a p p l i e s  to o il c om p an i e s ,  the p r o p e r  a c t i o n  to  t a k e  is under 

A r t i c l e  18 o f  U D I T P A  or th ro ug h  the M u l t i s t a t e  T a x  Co mp act 

or o t h e r  c o o p e r a t i v e  s t a t e  m a c h i n e r y  to p e r s u a d e  o t h e r  

s t a t e s  of a d i f f e r e n t  u n i f o r m  a p p r o a c h ,  n ot  u n i l a t e r a l  

l e g i s l a t i o n  w h i c h  is d e s t r u c t i v e  of u n i f o r m i t y .

-20-
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C i t i e s  s e r v i c e  M i n e r a l s  C o r p o r a t i o n

A S U B S I D I A R Y  O Y  C I T I E S  S E R V I C E  CO M PA N Y
1 0 1 6  W E S T    H  A V E N U E

A N C H O H A C  VSKA  S 9 3 0 I

D O N  S T E V E N S .  P h .D .  
D I S T R I C T  c  c o l o  c l  S T

1 0 0 7 )  272 -S  {<1

March 17, 1977

Mr. Bill Bishop 
Bristol Bay Native Corp.
445 East 5th Avenue 
.Anchorage, A K  99501.

Dear Bill:
t

Mr. Ranspot and I want to thank you and the Bristol Bay Native Corpor­
ation staff for the courtesies extended during our meeting last week. 
We found our review of the Bear Creek Mining Data to be most inter- 
•esting and, in fact, these data exceeded our expectations. Bear 
Creek Mining has done an excellent job in its investigation of 
porphyry type targets.

As I mentioned on the phone, w e  have had to decline entering into 
an exploration agreement with Bristol Bay Native Corporation for a 
number of reasons in spite of the excellent mineral potential in­
dicated by the data reviewed.

Certainly one important reason for being very hesitant to engage in 
new minerals exploration programs has been the Hammond administration's 
attitude toward mining taxes. Not only are attempts being made to ad­
versely change the present mining license tax but several comments b y  
the administration have indicated that an additional severance tax 
bill is going to be introduced in the next session of the legislature. 
One needs only to look at what has happened to taxes on oil and gas 
production in the last ten years to believe that the same thing will 
happen to the mining industry. With the high capital costs and the 
high infrastructure costs in mine development in Alaska a high tax 
burden m i l  simply eliminate any chance for development of a mining 
industry.

The attractiveness of possible mining operations on native corporation 
land is being outweighed by the ever more burdensome tax policies 
generated in Juneau.

Sincerely,

■ k

Donald L. Stevens 

I)LS:bh
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S T A T E M E N T  OF LARRY D I N N E E N  
. A R C T I C  S L O P E  R E G I O N A L  C O R P O R A T I O N

''"Be f o r e  t h e

S E N A T E  R E S O U R C E S  C O M M I T T E E  
S T A T E  OF A L A S K A  

F E B R U A R Y  22, 1978

I an n ot  h e r e  t o da y  to p l a y  the n u mb e rs  g a m e  r e l a t e d  to the 

c o r p o r a t e  i nc o me  tax l e g i s l a t i o n  b e f o r e  you r C o mm i tt e e.  But I h a v e  

a few p o i n t s  to m a k e ,  b a s e d  on m y  years of e x p e r i e n c e  in d e v e l o p i n g  

b u s i n e s s  v e n t u r e s  in sev er a l stat e s  and w o rk in g  for the A r c t i c  Slope 

R e g io na l  C o r p o r a t i o n  (ASRC) in Alaska.

The " b o t t o m  l i n e "  of m y  s t a t e m e n t  is this: the e n a c t m e n t  of 

the separate a c c o u n t i n g  bil l or the f ra nc hise bill -- or a n yt hi ng 

in b e t w e e n  -- w o u l d  be bad for A l askan s.  A l t h o u g h  the i n t e n t 'of 

b o t h  b il l s m y  be s i m p l y  to e x t r a c t  mor e doll a rs  out of the m a j o r  

oil c o r p o r a t i o n s  in A l as k a,  the effec t will be d a m ag i ng  to ASRC, 

to some 70,000 N a t i v e  A l a s k a n s  and to the fu tu re  v i a b i l i t y  of the 

e c o n o m y  of the S t a t e  of Alaska. First, I w o u l d  like to call y o u r  

a t t e n t i o n  to some of the s p e c i f i c s  in the p r o p o s e d  l eg i slatio n.

J U S T  T HE  OIL C O M P A N I E S ?

It is e v i d e n t  from some of the language in both b i ll s  that 

the inten t is to e x e m p t  the N a t i v e  Regional C o r p o r a t i o n s  from the 

p r o v i s i o n s  of the b ills . I b e l i e v e  that in e i th e r case, l i t i g a t i o n  

c o ul d  p r o v e  that N a t i v e  Re g io na l  C o r po r at i on s  w o u l d  not be exempt.

This is e s p e c i a l l y  true w i t h  r e ga r d to the se pa ra t e a c c o u n t i n g  bill 

as the actual ^ a m e n d i n g  la n gu a g e  in Se ct io n  2 re la tes d i r e c t l y  to 

"i nc o me  of any c o r p o r a t i o n  d e r iv e d in A l a s k a . "  A d d i t i o n a l l y ,  it appears
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d e d u c t i b l e  costs w o u l d  not i n c l ud e  the costs of the c o ns u l t a n t s  

that we have h a d  to h i r e  in S eattle,  W a s h i n g t o n ,  D.C. and e l s e wh e re  

to deal w i t h  the m y r i a d  of  g o v e r n m e n t  p r o b l e m s  that are f acin g us . 

a nd  to ensure  that we are g e t t i n g  the m o s t  e x p e r t  a d vi ce  on our 

b u s i n e s s  matt er s . S i n c e  the C o m m i t t e e  is a d dr e s s i n g  the se pa r at e  

a c c o u n t i n g  bi l l  in p a r t i c u l a r ,  we  fe l t  that it was i m p o r t a n t  to 

b r i n g  out these two po in ts .

But the m a j o r  p o i n t  is that w e  do not feel that it is in 

A l a s k a ' s  in t er e st  -- an d p a r t i c u l a r l y  w i t h  r e s pe c t to A S R C  and oth er  

N a t i v e  Re gi o na l  C o r p o r a t i o n s  -- to c ha ng e  the c o r p o r a t e  income tax 

laws a f fe ct ing the m a j o r  oil c o m p a n i e s  or an yo ne  else, p a r t i c u l a r l y  

at this time in A l a s k a ' s  h is to ry. E v e n  if we. were e x e m p t e d  u l t i m a t e l y  

f r o m  the l a n g u ag e  of the c o r p o r a t e  income tax legis la t io n , the 

e f f ec ts  of r a i s in g  taxes on the oil in du s tr y  in A l a s k a  w o u l d  be 

d i r e c t l y  d a m a gi n g to A S R C  and t h o u s a n d s  of o t h e r  Al as k an s.  A l t h o u g h  

I w i l l  de ve lo p this p o i n t  f u r t h e r  in m y  testimony, I w a n t  to m e n t i o n  

n o w  that AS R C and o t h e r  c o r p o r a t i o n s  are e n g a g e d  in a great  deal of 

c o n t r a c t  w o r k  for the m a j o r  oil c o m pa n ie s . And, w h i l e  no one ex pects 

the Pr ud ho e Bay c o m p a n i e s  to leave the State a l toget he r,  there is no 

d o u b t  but that the a m o u n t  of e x p l o r a t o r y  w o r k  going on in A l a s k a  could 

and sho ul d be m u c h  hi gh er .  A n d  w i t h  e x p l o r a t o r y  and d e v e l o p m e n t  work  

co me s jobs for N a t i v e  A l a s k a n s  in the form of c o n tr ac t  work. Y et this 

is only one important a s p e c t  of the tax issue that I w o u l d  like to call 

to yo u r attention.
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T H E  B I L L I O N  B A R R E L  O IL F I E LD S  P R O B L E M

Last year, Re ve nu e  C o m m i s s i o n e r  S t e r l i n g  G a l l a g h e r  spoke about 

our p r o b l e m  to the Fe de ral E n e r g y  A d m i n i s t r a t i o n  o ff i ci al s deal in g 

w i t h  N o r t h  Sl op e oil p r i c i n g  in d i s c u s s i n g  the L i s b u rn e  and K u p a r u k  

oil pools:

"The Lis bu r ne  and K u p a r u k  p o o l s  are i l l u s t r a t i v e  of the 
cas e for m o s t - l i k e l y  d i s c o v e r i e s  on A l a s k a  N a ti v e lands 
s e l e c t e d  u n d e r  the A l a s k a n  N a t i v e  Claims S e t t l e m e n t  Act.
It is far  m o r e  p r o b a b l e  that any d i s c o v e r i e s  on Nat iv e 
lands wi l l  be in the 1 to 2 b i l l i o n - b a r r e l  range like Lis- 
b u r n e - K u p a r u k ,  than in the 8 to 10 b i l l i o n - b a r r e l  range 
like the m a i n  P r u d h o e  p o o l . "  1J

The p r o b l e m  for A S R C  is that we n e e d  to raise capital in or der to

f i n d  th ese fields and we n e e d  oil c o m pa ny  e x p e r t i s e  bo th  to find

and d e v e l o p  them. But the futu r e is not P R U D H O E - B A Y  S I Z E D  FIELDS.

Co sts in A l a s k a  are e x t r e m e l y  high, and there are m a n y  other 

p l a c e s  still left in the w o r l d  -- in cluding the N o rt h  Sea -- wh er e 

d r i l l i n g  o p er a t i o n s  are m o r e  p r o f i t a b l e  than they have be en  and 

e s p e c i a l l y  w i l l  be in Alaska. The w e l l h e a d  value, after s u b tr a ct in g  

t r a n s p o r t a t i o n ,  etc, is only a b o u t  $3 these days, and wit h sma l l er  

s i z e d  fields as the likely p r o s p e c t  for futu r e  dis c ov e ri es ,  we can 

n ot  a f f o r u  to c o n ti n ue  raisi ng  taxes on the oil in d us t ry  w i t h o u t  

d i r e c t l y  red u ci n g the l i k e l i h o o d  of finding and d e v e l o p i n g  m a r g i n a l  

fields. N e e d l e s s  to say, this is of some c o n c e r n  to A S R C  in 

p a r t i c u l a r ,  but all 70,000 N a t i v e s  are also d i r e c t l y  affected .. .

1/ S t a t e m e n t  of C o m m i s s i o n e r  S t e r l i n g  G al l ag he r , D e p a r t m e n t  of Revenue, 
State of A l a s k a  to the F e d e r a l  E n e r g y  A d m i n i s t r a i o n  R e ga rd ing 
A l a s k a  N or t h Slope Crude Oil Price and E n t i t l e m e n t s  Issues, 
W a s h i n g t o n , D.C., M a r c h  21, 1977, p. 3.
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A L A S K A  NAT IV ES : THE L O W E R I N G  OF E X P E C T A T I O N S

W i t h  the e n a c t m e n t  of the A l a s k a  N a t i v e  Clai m s  S e t t l e m e n t  Act, 

it w a s  h o p e d  that the A l a s k a n  N a t i v e  m i g h t  at last be able to have 

m o r e  of w h a t  so me  ha ve  c a l l e d  The A m e r i c a n  Dream. M o r e  choices in 

t erms of e m p l o y m e n t  a nd  lifestyle. A n d  a s t ro ng  e c o n o m i c  base from 

w h i c h  to b ui l d f or  t he ir  childre n and g r a n d c h i l d r e n .

B ut p r o b l e m s  w i t h  the Fe de ral G o v e r n m e n t  ha v e  m u l t i p l i e d ,  

c a u s i n g  long dela y s  in land t r a n s f e r  and i n c r e d i b l e  costs. The 

i m p o r t a n c e  of the D2 issue cannot be o v e r s t a t e d .  The t h r e a t  to 

v i l l a g e  l i f es ty l es  and su bsi s te nc e  living is v e r y  great. Yet  few 

seem to r e al iz e  that the State g o v e r n m e n t  is a n o t h e r  d i r e c t  threat.

If e i t he r of the c or po rate in co me  tax b il ls  w er e  to pass, there 

w o u l d  be an i m m e di at e  effect, not only on the oil c o mpanie s but also 

on e v e r y  N a t i v e  in Al aska. There w o u l d  be an imm ed i at e  re du ct i on  

in the v al ue of N a t i v e  land to the N a t i v e s  w h o  have m a d e  their se le ct io n s 

in large m e a s u r e  for reso ur c e value. All N a t i v e s  are a f f e c t e d  b e c a u s e 

of S e c t i o n  7(i) of the Act w h i c h  p r o v i d e s  that 70$ of the revenues 

r e c e i v e d  by an N a t i v e  C o r p o r a t i o n  for h a r d  roc k m i n e r a l s  or oil and 

gas d i s c o v e r e d  on the C o r p o r a t i o n’s land w i l l  be  s h ar e d w i t h  the 

o t h e r  Co r po r at i on s.

Thus, if A S R C  c a n n o t  get a b i l l i o n  b a r r e l  field d e v e l o p e d  or 

m o r e  f i el ds  found, every othe r N a t i v e  C o r p o r a t i o n  and its s t oc k h o l d e r s  

w i l l  als o be a d v e r s e l y  affected. N ot  to m e n t i o n  the advers e affe ct  

on the S ta te  of A l a s k a  itself over the long t~rm.
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THE T H I R D  A L T E R N A T I V E

In co nc l u si o n,  I w o u l d  like to h i g h l i g h t  a n u m b e r  of important 

p oi n ts  that M i l t o n  Lipt o n  m a d e  in ad dr e s s i n g  this C o m m i t t e e  on 

J a n u a r y  25th. First, despite any p e r c e i v e d  " d e f i c i e n c y "  in Alaska's 

c o r p or a te  oil i n c o me  tax laws, L ip t on  e n d o r s e d  ■'.the A r t h u r  A n d e rs en  

s tu d y and s t at e d that the figures are " r e v e a l i n g . "  L i p t o n  also 

p o i n t e d  out that the L eg is l a t u r e  shoul d no te that "th e defic iency 

in y o u r  c o r p o r a t e  income tax receipts from the oil  and gas produci ng  

in d us t ry  is a t le a st  and p r obably mo re  than m a d e  up by higher 

se ve r an c e and ad v a l o r e m  t axation  w h i c h  the L e g i s l a t u r e  has already 

im p o s e d  upon the indus t ry . "

A d di t i o n a l l y ,  L i pt on  took a good bit of time e xp r es s i n g  the 

i mp or t an c e of p e r c e p t i o n s . He s ta t ed  that the i m p r e s s i o n  which 

the Sta te of A l a s k a  p r e s e n t s  "may be even m o r e  i m p o r t a n t  in d i s­

courag in g i n v e s t m e n t  than the fact of the tax b u r d e n  per se." He 

spoke also a b ou t  the daggers of giving the i m p r e s s i o n  of having an 

"ad hoc taxing p o l i c y "  w h ic h  increases taxes ye a r  to year 

" d e d i c a t e d  to the b u d g e t a r y  needs, revenue d e f i c i e n c e s ,  or w h a t e v e r  

the case may be." As a bu s in e ss m an ,  not an e c o n omist, I have n o t ed 

that the p e r c e p t i o n  of A l a s k a  as a good pice to i n v e st is already
w    ■ ■ - ------ ■ - .. ■ ■ ■ I ■ I

poor.

An d L i pt on  s e r i o u s l y  p r e s e n t e d  wha t he c a l le d the Third A l t e r n a­

tive: not to amend the income tax statute. It s ee ms  to me that the 

two c or p or a te  inc om e tax bills ma y  make mo re  d o l l a r s  and cents for 

the State in the n e a r  term but that it m a k e s  m u c h  m o r e  sense for 

A la sk a  at this p o i n t  to stop ch an ging the oil and gas tax laws.
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Pr ud h o e Bay p r o d u c t i o n  w i l l  b e g i n  to de c li ne  in a b o u t  ei gh t

year s. Once a riew.-fd.eld is d i s c o v e r e d  in Al a sk a , it takes about

e i g h t  y ea rs  to get it in to  p r i d uc t io n.  We n e e d  m u c h  m o r e  ex plora- 
now

t i o n / a n d  m a n y  m o r e  d i s c o v e r i e s  in the future to r e p l a c e  the income 

f ro m  Pr u dh o e Bay. A  tax hi ke  n o w  c o u l d  m e a n  the loss of f ar  g r e a t e r  

r e v e nu e s in the f u t u r e  for the S t a t e . f r o m  the d e v e l o p m e n t  of the 

r e m a i n i n g  sm a ll e r fi el d s.  A nd  we m u s t  face the fact that there 

p r o b a b l y  will not be  any m o r e  P r u d h o e  Bays in Alaska .

The N at i ve  i n t e r e s t  in this m a t t e r  is cleaity the v a l u e  of 

our land, re ve nu e and jobs. But the i m po r ta n ce  of the p e r c e p t i o n  

of A l a s k a  is i m p o r t a n t  to all A la sk ans. With b i l l i on s  of do llars 

of surplus re v en ue s  p r o j e c t e d  by the State for the future , we c[q 

have time. The p a s s a g e  of these bills w o u l d  not ju st  r e du c e oil 

companie s'  p r o f i t a b i l i t y .  E i t h e r  one w o u l d  be d a m a g in g  to the 

e c o n o m i c  a s p i r a t i o n s  of all Alaskans and p a r t i c u l a r l y  A l a s k a n  Natives.

* * *
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