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(File Nos. 5762.5815), P.2d (1983).

When sale hs.3 taken place. — A sale
has taken place when crab are delivered to
the piT>cessor in Alaska under a previously
negotiated contract. Sjong v. State, Dep’t

A laska Statutes

§43.20.072

of Revenue. Sup. Ct. Op. No. 2269 (File No.
4255). 622 P.2d 967 (1981), appeal
dismissed. 454 U.S. 1131, 102 S. Ct. 986.
71 L. Gd. 2d 284 (1982), decided under
former AS 43.20.130.

Sec. 43.20.072. Oil and gas producers and pipelines, (a) All
business income of a taxpayer engaged in the production of oil or gas
from a lease or property in this state or engaged in the transportation
of oil or gas by pipeline in this state shall be apportioned to this state
in accordance with the Multistate Tax Compact (. S 43.19) as modified
by this section.

(b) A taxpayer’s business income to be apportioned under this sec-
tion to the state shall be the federal taxable income e; the taxpayer’s
consolidated business for the tax period, except that

(1) taxes based on or measured by net income that are deducted in
the determination of the federal taxable income shall be added back;

(2) intangible drilling and development costs that are deducted as
expenses under 26 U.S.C. 263(c) (Internal Revenue Code) in the deter-
mination ofthe federal taxable income shall be capitalized and depre-
ciated as ifthe option to treat them as expenses: under 26 U S.C. 263(c)
(Internal Revenue Code) had not been exercised;

(3) depletion deducted on the percentage depletion basis under 26
U.S.C. 613 (Internal Revenue Code) in t.n determination ofthe federal
taxable income shall be recomputed and deducted on the cost depletion
basis under 26 U.S.C. 612 (Internal Revenue Code) and
ft(4) depreciation-shall. be computed on the basis pft.26. U.S.C. 167

A(Internal Revenue Code) as that section read cn June 307981-,

(c) A taxpayer’s business income shall be apportioned to this state by
multiplying the taxpayer’s income determined under (b) of this section
by the apportionment factor applicable to the taxpayer among the
following factors:

(1) the apportionment factor of a taxpayer subject to this section but
not engaged in the production of oil and gas from a lease or property
in this state during the tax period is a fraction, the numerator ofwhich
is the sum of the property factor under the Multistate Tax Compact (AS
43.19) and the sales factor under (d) of this section for the taxpayer for
that tax period, and the denominator of which is two;

(2) the apportionment factor ofa taxpayer subject to this section but
not engaged in the pipeline transportation of oil or gas in this state
during the tax period is a fraction, the numerator of which is the sum
ofthe property factor under (e) of this section and the extraction factor
under (f) of this section for the taxpayer for the tax period, and the
denominator of which is two;

(3) the apportionment factor, of a taxpayer engaged both in the pro-
duction of oil or gas from a lease or property in this state and in the
pipeline transportation of oil or gas in this state during the tax period
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ih 1 ITEMIZED DEDUCTIONS 26 § 167

1ST.  Depreciation

.ti tK-neral rule.—There shall be allowed al a depreciation de-
. -i.n a reasonable allowance for the exhaustion, wear and tear
. a reasonable allowance for obsolescence)—

1) of property used in the trade or business, or
21 of property held for the production of income,

in U<e of certain methods and rates.— For taxable years ending

esee veemuer 31, 1953, the term “reasonable allowance™ as used in

non ia) shall include (but shall not be limited to) an allow-

.- icmputed in accordance with regulations prescribed by the
n-iary, under any of the following methods:

1) the straight line method,

2) the declining balance method, using a rate not exceeding
e vice the rate which would have been used had the annual al-

mvance been computed under the method described in para-
eraph (1),

#) the sum of the years-digits method, and

4» any other consistent method productive of an annual al-
. wance which, when added to all allowances for the period
*"rr.mencing with the taxpayer's use of the property and includ-

the taxable year, does not, during the first two-thirds of the
useful life of the property, exceed the total of such allowances
which would have been used had'such allowances been comput-
ed under the method described in paragraph (2).

Nothing in this subsection shall be construed to limit or reduce an
i-lowance otherwise allowable under subset ion (a).

(c> Limitations on use of certain methods and rates.— Paragraphs

. i*3) and (4) subsection (b) shall apply only in the case of
froperty (other than intangible property) described in subsection
) with a useful life of 3 years or more—

ml) the construction, reconstruction, or erection of which is
completed after December 31. 1953, and then only to that por-
tion of the basis which is properly attributable to such con-

struction, reconstruction, or erection after December 31, 1953,
or

m2) acquired after December 31, 1953, if the original use of

e-uch property commences with the taxpayer and commences aft-
er such date.

,fl) Agreement as to useful life on which depreciation rate is
.iceri. Where, under regulations prescribed by the Secretary, the
aver r»nd the Secretary have, after August 16, 1954, entered into

e iivreement in writing specifically dealing with the useful life and
.+ 01 f'°Preciation of any property, the rate so agreed upon shall
o'sr'ding on both the taxpayer and the Secretary in the absence of
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January 23, 1985

The Honorable Ben Grussendorf
Speaker of the House

Alaska State Legislature . “.
Pouch V .
Juneau- AK 99811 * . V-

Dear Representative Grussendorf:

Under the authority of art. 111, sec. 18, of the Alaska
Constitution, I am transmitting a bill relating to allowable
depreciation methods for oil and gas producers and pipe—
lines.

Section 1 of the bill repeals a statutory provision that
requires corporations engaged in oil or gas production or
pipeline transportation to use a depreciation method allowed
under sec. 167 of the Internal Revenue Code, as that section
read on June 30, 1981. (26 U.S.C. sec. 167.) Repeal of
this provision will allow these corporations to use the ACRS
(accelerated cost recovery system) method of depreciation,
which is the method now permitted by federal law and used by
mcst taxpayers for federal purposes.

The current provision creates problems both for taxpayers
and the Department of Revenue. Strict compliance by the oil
and gas companies is virtually impossible, because the law
requires separate accounting Tfor a corporation®s worldwide
assets. Likewise, the law is difficult for the department
to administer. First, the department does not now have re—
sources or personnel available to audit a major petroleunm
company®"s worldwide depreciation expense. Secondly, because
the state depreciation deduction does not conform to federal
depreciation, the department 1is unable to rely on sources
such as the Internal Revenue Service and independent ac—
countants to verify accuracy of deductions reported.

While repeal will benefit both the department and the com—
panies, vrevenues will not be affected. The existing law
renders no additional revenues to the state, other than
revenues indirectly generated as a result of the accelerated
collection of revenues. Under the current law, there is no
difference in the total depreciation expense ultimately
taken, although there may be a difference in the period of



time.over which an asset 1is depreciated. While this timing
difference may result in increased revenues 1in earlier
years, the acceleration 1is offset by a corresponding de—
crease in revenues 1in subsequent years.

Section 2 of the bill makes the change 1in current law ap-—
plicable to tax years beginning after December 31, 1984.

\%
Sincerely,

]

Governor
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An Act relating to allowable depreciation methods for oil and
gas producers and pipelines -

Analysis:

Currently corporations engaged in oil or gas production or
pipeline transportation in Alaska are required to use a
different depreciation method for Alaska income tax purposes
than the method used for Federal 1income tax purposes. The
effect of the current depreciation provision is to create a
difference 1in the time the depreciation expense is taken on the
federal return and the time the depreciation expense 1is taken
on the Alaska return. There should be no difference in the
total depreciation expense ultimately taken. For Alaska, this
law is most advantageous when the timing difference results 1in
a smaller depreciation deduction for Alaska purposes in the
earlier years of an asset"s useful Ilife as the state"s revenues
are then accelerated. This acceleration, however, will be
offset by a corresponding decrease in revenues in later years.
In summary, the existing law renders no additional revenues to
the state other than ose indirectly generated as a result of
the accelerated collection of revenues.

The proposed amendment to AS 43.20.072 would return
corporations engaged in oil or gas production or pipeline
transportation in Alaska tu a federal basis for depreciation.
It is impossible to determine the exact impact on the state"s
revenues as a result of this amendment. There may be a short—
term decrease in revenues, however, over the long-term there
should be no impact on the state®"s revenues.



An Act relating to allowable depreciation methods for oil and
gas producers and pipelines -

Analysis:

Currently corporations engaged in oil or gas production or
pipeline transportation in Alaska are required to use a
different depreciation method for Alaska income tax purpose:;
than the method used for Federal 1income tax purposes. The
effect of the current depreciation provision is to create a
difference in-the-time the-depreciation- expense i-s taken on the
federal return and the time the depreciation expense is taken
on.;the Alaska return. There should be no difference in the
total "depreciation expense ultimately taken. For Alaska, this
law.i1s most advantageous when tho timing difference results 1in
a smaller depreciation deduction for-Alaska purposes 1in the
earlier years of an asset"s useful life as the state"s revenues
are then accelerated. This acceleration, however, will be
offset by a corresponding decrease in revenues in later years.
In summary, the existing law renders no additional revenues to
the tfSite other than those indirectly generated as a result of
the ¥ e-derated collection of revenues.

The proposed amendment to AS 43.20.072 would return
corporations engaged in oil or gas production or pipeline
transportation in Alaska to a federal basis for depreciation.
Tt""I1s"Impossible®™ to determine the exact impact on the state"s
~revenues as ~a~result-af~~thl*S~-amendment-:— There-nray—-be a-shert=-
“‘term decrease-In-revenues, however, over the long-term there
should be no impact on the state®"s revenues.



SUMMARY/EXPLANATION OF INTENT

The essential effect of the current depreciation provision in
the law is to create a difference between the time when the
depreciation expense is taken on the federal return and the
time depreciation expense 1is taken on the Alaska return. There
is no difference in the total depreciation expense ultimately
taken although there may be a difference in the period of time
over which an asset 1is depreciated. For Alaska, this law is
most advantageous when the timing difference results in a
smaller depreciation deduction for Alaska purposes in the
.earlier years of an asset®"s useful life, as the state".s
revenues.are then accelerated. This acceleration, however,
will be offset by a corresponding decrease in revenues 1in later
years. Among the returns filed for 1982, the first year the
law was in effect, there were some cases where the depreciation
deduction for Alaska purposes was greater than that taken for
federal purposes, resulting in a deferral of revenues. After
netting this adjustment for all the oil and gas companies in
1982, this law resulted in approximately $5 million 1in
accelerated revenues.

From the taxpayer®s viewpoint, the benefits the state derives
from this acceleration of revenues are not commensurate with
the burdens of efforts and costs required of the taxpayers to
comply specifically with the unique demands of Alaska®s law. A
special computer program and separate accounting for a
corporation®s .Worldwide assets would be necessary to meet the
law®"s"exact requirements. None of the oil and gas companies
.audited to date have fulfilled the letter of the law; 1instead
all have substituted calculations prepared for other purposes
that approximated the Alaska requirement. It has been
necessary for the department to deal with the variations by
regulation.

From the Audit Division®s standpoint, practically speaking, the
law is exceedingly difficult, if not impossible, to administer
effectively and efficiently because of the difficulty 1in
auditing the taxpayers®™ compliance with it. An audit, of a
major petroleum company®"s worldwide depreciation expense is far
beyond the scope of the Division®s audits. By divorcing
Alaska®s depreciation deduction from the federal depreciation,
the law deprives the state of its ability to rely on third
parties such as the IRS and independent CPA"s to insure the
accuracy of the depreciation deduction. This reliance on third
party policing is especially desirable in the instance of
depreciation since the Division itself does not comprehensively
audit the deduction.



Further complicating the situation as it stands, is the fact
that, absent some very involved and retailed recordkeeping by
the taxpayers, for certain other 1items of income and expense
affected by depreciation expense, uch as the computation of
gain or 1loss upon the deposition of an asset and the relevant
Section 1245 and 1250 recapture, the amounts reported will not
properly reflect the federal/state differences. It is highly
unlikely that taxpayers will prepare the requisite records;
hence, more erroneous reporting will result.

In summary, the existing law renders no additional revenues to
,the state other than those indirectly generated as a result of
the-accelerated collection of revenues. Furthermore, the
existing law is not being faithfully complied with by the
taxpayers and cannot satisfactorily be audited by the Audit
Division*. The effect of the amendment to the law would be to
return taxpayers to a federal basis for depreciation. This
change would promote conformity with the law and enhances 1its
effective administration.
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