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SENATE RESOURCES COMMITTEE LETTER OF INTENT FOR SB 119

This bill will require multinational firms with foreign parents
to file Alaska corporate tax returns using the water®s edge
method. The ability to use the water®s edge method has beer,
sought by foreign firms contemplating investments in Alaska, and
by Keidanren, the umbrella organization of Japanese business and

economic interests. The committee believes the change proposed
in this bill will remove a barrier to greater foreign investment
in Alaska.

Under S7J 119 (and under current law), Ffirms with domestic (U.S.)
parents are not permitted to use the water"s edge filing method.
The committee considered arguments for extending the water®s edge
method to domestic firms, but rejected such an extension.
Water"s edge accounting entails very little state revenue loss
when applied only to firms with foreign parents, but would cause
a loss of $3-6 million annually if applied to all multinational
firms doing business in Alaska. Testimony before the Senate
Resources Committee failed to demonstrate that additional
investment would flow to Alaska from domestic firms as a
consequence of allowing them water®s edge filing, or that such
additional investment would justify the revenue loss.

|
It is the intern: of the committee that the administration
continue to monitor the potential impacts of extending the
water®"s edge method to all multinational corporations. Further,
it is the intent of the committee that the administration notify
the appropriate legislative committees if it appears that
significant new domestic investment would occur as a result of
the change.
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March 8, 1989

The Honorable Bettye Fahrenkamp
Alaska State Senator

Box V

Juneau, AK 99811-3100

Dear Senator Fahrenkamp:

The Alaska Department of Revenue believes an annual domestic disclosure
spreadsheet can be an important tool in insuring fair administration of the
corporate tax as It would be revised by the SB 119. Our attorneys advise,
however, that sufficient authority already exists in AS 43.20 (Alaska Net
Income Tax) for the Department to issue regulations to implement these
requirements. We therefore have no objection to deleting the language

referring to the spreadsheet on page 2, lines 2 and 3 of SB 119. I have
enclosed a copy of the bill with this revision marked.

Assuming that this bill were adopted in its current form, applying only to
multinational corporations with foreign parents, the Department might not
find it necessary to adopt regulations requiring the spreadsheet. If the
spreadsheet were required we would not anticipate that more than a dozen or
so taxpayers would have to file it. Indeed, we would intend to ask for the

spreadsheet only from firms with a substantial nexus within Alaska, and in
most of those cases would only require information readily available from
filed state and federal tax returns, plus property, sales and payroll
factor information for each state in which the taxpayer or affiliated
corporation does business.

I would reiterate that the above applies if water's edge filing is
restricted to firms with foreign parents. Should the bill be extended to
all multinational corporations, fair administration of the law might
require a much more extensive domestic disclosure spreadsheet from
substantially more taxpayers.

Steven E. Kettel

Director

Income & Excise Audit Division
(907) 465-2320
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Senate

Official Business Finance Committee Poch V
State Capitol
Juneau, Alaska 99811

TO: Senacoi . -amp

FROM: Senator Rick Uehling, Co-Ch
Senate Committee on Finance

DATE: April 9, 1990

RE: CSSB 119 (Fin),Unitary Tax Bill

Senate Bill 119, as originally introduced, provided for water"s
edge reporting only for corporations having foreign parents.
However, that bill contained no definition of a water"s edge
reporting method, and left it largely to the discretion of the
Department of Revenue to prescribe the method that taxpayers
would be reguired to use. The Finance Committee Substitute does
two things. Firsts it expands the coverage of the bill to
include domestic multinational corporations; second, it sets out
in some detail the provisions that will govern tax returns under
a water®"s edge combined reporting method.

I am enclosing a synopsis of CSSB 119 (Fin) for your review.



SYNOPSIS OF CSSB 119 (Finance)

Senate Bill 119, as originally introduced, provided for
water®"s edge reporting for only for corporations having foreign
parents. That bill contained no definition of a water"s edge
reporting method, however, and left it largely to the discretion
of the Department of Revenue to prescribe the method that
taxpayers would be required to use. The proposed CS does two
things. First, it expands the coverage of the bill to include
domestic multinational corporations; second, it sets out in some
detail the provisions that will govern tax returns under a
water®"s edge combined reporting method.

The proposed CS contains only one substantive provision,

contained in sec. 2 of the bill. */ Section 2 adds a new
section to AS 43.20 - AS 43.20.073. That provision is divided
into seven subsections. Subsection (a) sets out the kinds of

affiliated corporations that are to be included in the taxpayer®s
water"s edge combined tax return. These consist only of (1)
corporations that do substantial business within the United

States (regardless of whether

*/ Section 1 of the proposed CS sets out the purpose of the
Act - to promote investment and trade opportunities in the
state. Sections 3 and 4 are effective date sections, providing
that the water®s edge method will apply to tax years beginning
after December 31, 1989.



they are incorporated in the United States or elsewhere), »*/
(2) domestic and foreign sales corporations (which are
essentially paper corporations formed for the purpose of
obtaining special federal tax treatment under the Internal
Revenue Code), and (3) so-called "tax haven" corporations (which

have been formed for the purpose of avoiding taxes in the United

States).

Subsection (b) provides that certain income received fronm
foreign corporations v/ill be excluded from the taxpayer®s total
taxable income - specifically, 80 percent of dividends and
royalties as well as all amounts that are treated as dividends
under Sec. 78 of the Internal Revenue Code. ***/  Foreign
dividends and royalties are in actuality nothing more than 1income

earned outside the United States that happens to be returned to

**/ Specifically, a corporation is considered to be part of
the taxpayer®"s water®"s edge "family"™ (and its income taxable 1in
Alaska) 1if 20 percent or more of its average property, payroll
and sales factors are within the United States. An affiliated
corporation with less than 20 percent of 1its property, payroll
and sales factors within the United States will also be
cons®".dered part of the water"s edge group if that corporation
does V' + meet the requirements of sec. 861(c) of the Internal
Revt,.”~ . le; that 1is, if 20 percent or more of the corporation's
gross r .\ipts are from sources within the United States.

***/ Under the Internal Revenue Code, a corporation is
permitted to take a tax credit for income taxes paid by certain
affiliated foreign corporations. Section 78 provides that if a
corporation does take a foreign tax credit, an amount equal to
the tax credit will be "deemed"™ to have been received as taxable
income by the taxpayer corporation as a dividend from the foreign
corporation. Alaska does not allow corporations to take a
foreign tax credit. Thus 1in Alaska there 1is no justification for
including any amount of these "deemed" dividends in the
corporation®"s taxable 1inconme.



the domestic parent in the form of dividends or royalties. Since
the purpose of a water®s edge method is to tax a corporation
based only on income derived from its United States operations,
foreign income in the form of dividends and royalties must be
excluded. At the same time, a certain amount of the total
expenses that a domestic parent incurs inevitably go towards
supporting the income producing activities of it3 foreign
subsidiaries. The expenses attributable to foreign operations
should not be deductible from income that is earned within the
United States. For that reason, the proposed CS provides that 20
percent of dividend and royalty income received from a foreign
corporation will remain taxable. The actual expenses of a
particular corporation in a given year may, of course, be greater
or less than 20 percent of its foreign dividend and royalty
income. However, it would be extremely difficult for the
Department of Revenue to determine precisely which expenses of a
corporation are actually attributable to foreign operations. The
simplest way to deal with the concern that expenses related to
foreign operations will be deductible from domestic income 1is
simply to require corporations to include each year a fixed
percentage of their foreign dividends and royalties as taxable
income.

Subsection (c) is borrowed from Minnesota®"s water®s edge
statutes, and addresses a concern that the Minnesota tax
administrators had that a taxpayer might attempt to claim the 80

percent exclusion for dividends or royalties received from a



foreign corporation that is not part of the taxpayer®"s unitary
business - in other words, purely passive investment income.
This provision ensures that corporations will not be able to
exclude any portion of passive investment income received from
foreign corporations.

Subsection (d) simply recognizes that the 20 percent of
foreign dividends and royalties that are included in taxable
income are included for the purpose of offsetting the expenses of
the parent corporation attributable to its foreign operations.

Subsection (e) provides that if taxpayers do not provide the
Department of Revenue with the information it needs to properly
audit a water"s edge return, then the department may require the
taxpayer to file a worldwide combined return instead.

Subsection (f) makes it clear that the water®"s edge
reporting method is not applicable to taxpayers subject to AS
43.20.072, who are engaged in the production or transportation of
oil or gas.

Subsection (g) contains definitions of the terms ""affiliated
corporation,” "affiliated group," "foreign corporation," and

"water®s edge combined reporting method."
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ASSOOATED GENERAL CONTRACTCRS of ALASKA

40(1 BSTREET «+ ANCHORAGE, ALASKA 99503
RO. BOX 240609 + ANCHORAGE, ALASKA 99624-0609
TELEPHONE (907) 561-5344 + FAX (907) 562-6118

February 22, 1990

The Honorable Rick Ueklihg
Co-Chairman

Senate Finance Committee
P.O. Box V

Juneau, AK 99811

Dear Senator Uehling:

We understand that the unitary tax issue, Senate Bill 119, has
been raised in the current legislative session.

The Associated General Contractors of Alaska membership 1is
composed of construction and construction-related businesses. A
number of our members are headquartered in the lower 48 and have
income produced from foreign operations.

The proposed legislation benefits only foreign corporations and
puts our domestic corporation members at a tax and competitive
disadvantage.

We agree with the need to repeal worldwide unitary tax but the
legislation must include U.S. domestic corporations.

Sincerely

ASSOCIATED GENERAL CONTRACTORS
OF ALASKA

JUNEAU SOLDOTNA

FAIRBANKS, AK 99706 154N. FRANKLIN. SUITEA « JUNEAU, AK 99001 RO, 00X150 *« SOLDCTTNA, AK 99669

RO1 BOX 60005
(907)566-1740 (907) 262-2485

(907)452-1809



ORI commers
January 23, 1990

The Honorable Rick Uehling
Co-Chairman

Senate Finance Committee
P.O.BoxV

Juneau, AK. 99811

Reference: Senate Bill 119

Dear Rick:

We understand that the unitary tax issue will likely be raised again in the
1990 session of the Legislature.

Last year the Anchorage Chamber of Commerce presented testimony on
Senate Bill 119 concerning corporate income tax reporting methods. Our
testimony recommended repealing unitary worldwide tax for both foreign
and domestic multinational corporations in a way which encourages
domestic and and foreign corporations to locate in Alaska and help diversify
our economic base, while not adversely affecting the tax burden of Alaska’s

oil industry.

The Anchorage Chamber recommends that multinational corporate tax
policy be modified in accordance with the philosophy expressed above, and
that domestic a* foreign companies be treated equally.

Sincerely,
ANCHORAGE CHAMBER OF COMMERCE

Dave Harbour
Chairman

437 E Street, Suite 300, Anchorage, Alaska 99501-2365  (907) 272-2401 FAX (907) 272-4117
Founded 1915



Xerox Corporalion

<1341 n. Street
Anchorage, Alaska 99503
(907) SGI -8200

December 28,1989

englor R R|C|cUehI|ng
geﬂ?%aﬁl\r}ance Committee
(neal, Alaska 99811

RE: Senate Bill 119

Dear Senator Uehling:

It is.ou und rstanding , th Senat [0POSES aI e
worfdwg{? |gl F\%g é a*o EI%HI aferI dé)r%tlgf 5335 Oel] u%

) 9 l Woul orporatl
OMESTIC COTporations suc as erox at'a tax and co pe |sa vanae

|tiUige raeedt fe eaI worIdW|dePHm|tar tax hut the le 1?1a|
mus% 0mes |c orporations.  Please consicier our position as
you Qe eraeon this Important ISsue.

XEROX

Sincerely,
XEROX CORPORATION

P n Layrence
aska Manager

AL:eg



ALASKA STATE CHAMBER OF COMMERCE

October 16, 1939 " Hé%ﬁngﬂf%

Ar.Morifi, Aliiki 99501
(907! 2710722
PAX 27i.0w)
Representative Fran Ulmer
P.0. Box V
Jur.aau, AK 55311

Re: Finance Subcommittee on Unitary Tax
Daar Representative Ulmer:

Thu Alaska State Chamber of Commerce had hoped to have a
reprasentariva appear personally b-afore your Unitary Tax
subcommittee at 1its Monday, October 16 meeting, but that 1ie not
possible. We do, however, wi«h to provide these written
comments for consideration by tha subcommittee.

At its meeting in February, 1989, tha Board of Director* of tha
State Chamber —considered the 1issue* surrounding tha currant
proposals to amar.d Alaska®s laws ralating to tho wunitary tax.
Th«ey" -.-rant proposals (Sanata Bill 119 and House Bill 201) would
permit certain corporations doing business on a worldwide basis
to Tfiio their corporato tax return* using a water®"s edge method

of reporting. The chamber supports the concept of water®s edge
rather than the existing worldwide combination for multinational
corporations. However, tha Chamber is concerned that the

present bills provide the ability to wuse th* water®"s sdge
reporting method only to multinational corporations with foreign
parents, and in turn discriminates wunfairly against domestic
multinational corporation*. Accordingly, the Board of Directors
voted in February, 1989 to support changes in the propoaad
legislation to include multinational corporation* with * U_S.
parents.

Thank you for the opportunity to provide these comments.

Cordially,
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ALASKA taE R S ASSOCIATION, INC.

101w Hinani. gnii fli.o . Suiia ?M. Ancnon}*, AK 00103 |907) 27G (3-17

October 10, 1909

Steve Cowper, Covurnor
State of Alaska

P.O. Sox A
Juneau, AK 99811-0101

Dear Covornor Covperi

We understand chat the Unitary Tax isouo will beraised iIn che

1990 floosion of che Legislature,

Lest vyear the Alaska Miners Association presented testimony on
Senate Bill No, 119 concerning reporting methods for corporato
income tax, We supporred the bill, but with un amendment which
puto our domestic multi-national corporations on the samo tax

footing us foreign corporations.

Currently much *f the mineral development iIn Alaska is by Tforeign
rd we oncouraga the continuation of their iInterest

corporations

and exportiso, but not at the expense of our own domestic mining
companies, We need to encourage both; we ncod to look at
incentives which can diversify Alaska®s economic bate, We need
to think long term, Grentad there may be a small immediate loss
of revenue but these who take the high risks iIn developing mining
properties must lock 10 to 20 years ahead. It is incumbent on
Government to also look to the future not Just Batinfy an

immediate shortfall.

I don"t know if there has been any economic analysis conducted on
the decrease of investraonta by U.S.-based companies but auggust
if not, this might be In order. It is indeed logical to assume
U.S.-baaed companies would prefer to invast in the U.S. where
they know the system. This should not be discouraged. Dollars

retained in che U.S, mean jobs,

SB 119 as proposed in the 1989 Legislature will further constrain
U.S,-based companies. We recommend that it be amended and
posoed, thus providing an incentive bringing investments from
both domestic multi-national and foreign sources,

Sincerely,

t < £ «
Curtis McVee
Executive Director



» Brown&'Root U.S.A . Inc AOCT.OT.lSi\{E,O(/?\'l.L}Lrl%ieg%%%S

April 28, 1553

Senator Rick Uehling

Pouch V
Juneau, Alaska 99811

Re: Senate Bill 119

Dear Senator Uehling:

It ib our understanding that S3119 proposes to change
the basis of income tax calculation from a worldwide
unitary basis to a water®"s edge basis for foreign
companies. We reel this would unfairly discriminate
aga-inst domestic companies, such as Brown * Root, that
seek to compete both in Alaska and overseas.

Our position is one for equal treatment fordomestic
companies. Please consider our position on this matter
as you deliberate on this important issue.

Truly yours,

H. C. Hunt
Brown & Root U.S.A., Inc.

HCKtlIp
P4 139

i Halliburton Company
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F'uor Damoi Aloska, Inc.

900 W« i :m Avenue. Suite 200. 3.0. 3ox "76680
Ancnorcirje. -loskci 99519-6630

907 276-2636

April 24, 1989

Senate Finance Committee
Pouch V
Juneau, Ak 99811

Attention: Senator Rick Uehling, Co-Chairman
Senator Johne Binkley, Co-Chairman

Gentlemen:

PROPOSED SENATE BILL 119
An Act Relating to Corporate Income Taxes

Fluor Daniel Alaska, Inc. is Alaska's largest engineering
and construction company. It is a wholly owned
subsidiary of the world wide Fluor Corporation which has
a long history of work in Alaska.

Senate b ill 119 proposes to change the basis of income
taxes for foreign companies from worldwide wunitary
taxation to water's edge taxation. This action would

discriminate against domestic corporations in competing
Loth in Alaska and overseas.

In your deliberation of tax legislation, we strongly urge
you to maintain a level hand in regards to treating
foreign and domestic companies equally. If water's edge
taxation is to be used for foreign companies, it should,
at a minimum, be available for domestic companies as a
discretionary option to worldwide unitary taxation in a
manner such as that used by the State of California.

Fluor Daniel Alaska is proud to be Alaskan but should not
be forced./ff~ pay a premium over our foreign competitors.

Vei>" tru'fy/;yours,
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letter dated January 16:

Dear Senator Kelly:

Under the authority of art. 111, sec. 18, of the Alaska
Constitution, I am transmitting a bill relating to the
methods of corporate income tax reporting for certain
taxpayers. This bill requires that corporations that are
members of affiliated groups owned by foreign corporate
parents file returns based on the "water®"s edge" method,
instead of the "worldwide"” method of tax accounting. The
"water®s edge"™ method is a taxing method that takes 1into
consideration only the domestic activities of foreign
corporations and does not consider income from their non-
American operations.

The "worldwide™ method of tax accounting has many virtues,
but it is intensely disliked by most potential investors
overseas. Virtually every other state that used the
"worldwide™ method has repealed it in recent years in order
to increase investment and trade opportunities. There 1is
simply no reason why Alaska should keep this Dbarrier to
investment on the books when ether states have repealed 1it.



The next century, it is said, will be the era of the Pacific
Rim. Alaska 1is strategically placed to participate fully in
the booming economies of the region. I believe that we must

take every step possible to encourage trade and investment

in Alaska. This bill will remove a major psychological
barrier to investment in the state while having only a
minimal fiscal impact. I urge your prompt and favorable

consideration of this bill.
Sincerely,
/3/

Steve Cowper
Governor

January 30, 1989 SENATE JOURNAL p- 239
SB 119
The Senate Special Committee on International Trade and

Tourism considered SENATE BILL NO. 119 (An Act relating to
required reporting methods for corporate income taxes owed
by members of an affiliated group whose common parent is a
corporation incorporated outside the United States; and

providing for an effective date). Senator Szymanski, Chair,
signed "do pass.” Senators Zharoff and Sturgulewski signed
"no recommendation."” Senator Halford signed "do not pass
yet."

Previous fiscal note published 1/17/89 from Department of
Revenue and previous zero fiscal note published 1/17/89 fronm
Department of Commerce and Economic Development accompanied
the bill.

SENATE BILL NO. 119 was referred to the Judiciary Committee.



February 8, 1989 SENATE JOURNAL p. 359

SB 119

The Judiciary Committee considered SENATE BILL NO. 119 (An
Act relating to required reporting methods for corporate
income taxes owed by members of an affiliated group whose
common parent is a corporation incorporated outside the
United States; and providing for an effective date) and a
majority of the committee reports it back without
recommendation. Senator Faiks, Chair, and Senators Pearce,
Rodey and Halford signed "no recommendation.™ Senator
Szymanski signed "do pass."

Previous zero fiscal note published 1/17/89 from Department
of Commerce and Economic Development applies to the bill.

Previous fiscal note published 1/17/89 from Department of
Revenue applies to the bill.

SENATE BILL NO. 119 was referred to the Resources Committee.
March 9, 1989 SENATE JOURNAL p- 703
SB 119

The Resources Committee considered SENATE BILL NO. 119 (An
Act relating to required reporting methods for corporate

income taxesowed by members of an affiliated group whose
common parent is a corporation incorporated outside the
United States; and providing for an effective date)« Senator
Fahrenkamp, Chair, and Senator Sturgulewski signed "do
pass." Senators Eliason and Frank signed "no
recommendation.™ Senators Kerttula and Halford signed "do
not pass.” The committee further attaches a Letter of
Intent.

Letter of Intent
for
Senate Bill No. 119

This bill will require multinational firms with
foreign parents to fileAlaska <corporate tax
returns using the water®s edge method. The
ability to wuse the water®"s edge method has been
sought by foreign firms contemplating investments

in Alaska, and by Keidanren, the umbrella
organization of Japanese business and economic
interests. The committee believes the change

proposed in this bill will remove a barrier to
greater foreign investment in Alaska.



Under SB 119 (and wunder current law), firms with
domestic (U.S.) parents are not permitted to use
the water®s edge filing method. The committee
considered arguments for extending the water®s
edge method to domestic firms, but rejected such
an extension. Water®s edge accounting entails
very little state revenue loss when applied only
to firms with foreign parents, but would cause a
loss of $3-6 million annually if applied to all
multinational firms doing business in Alaska.
Testimony before the Senate Resources Committee
failed to demonstrate that additional investment
would flow to Alaska from domestic firms as a
consequence of allowing them water®"s edge filing,
or that such additional investment would justify
the revenue loss.

It is the intent of the —committee that the
administration continue to monitor the potential
impacts of extending the water®s edge method to
all multinational corporations. Further it 1is the
intent of the ~committee that the administration
notify the appropriate legislative committees if
it appears that significant new domestic
investment would occur as a result of the change.

Previous fiscal notes.

SENATE BILL NO. 119 was referred to the Finance Committee.

March 26, 1990 SENATE JOURNAL p. 3027

SB 119

The Finance Committee considered SENATE BILL NO. 119 (An Act
relating to required reporting methods for corporate 1income
taxes owed by members of an affiliated group whose common
parent is a corporation incorporated outside the United
States; and providing for an effective date) and recommended
it be replaced with

CS FOR SENATE BILL NO. 119 (Finance), entitled:

"An Act relating to the water®s edge method of
calculating income taxes for certain corporations
other than corporations engaged in the production
of oil or gas from a Jlease or property in the
state or in the transportation of oil or gas by
regulated pipeline in the state; and providing for
an effective date."”



Senator Uehling, Co-Chair, signed "do pass.” Senators
Duncan, Zharoff, Frank and Pearce signed "no
recommendation."

Fiscal note published today from Department of Revenue.
Zero fiscal note published today from Department of Commerce
and Economic Development.

SENATE BILL NO. 119 was referred to the Rules Committee.



STATE OF ALASKA BILL VERSION: CS SB 119 (Finance )

1390 LEGISLATIVE SESSION PUBLISH DATE:  3/26/90
FISCAL NOTE

REQUEST:

Revision Date: February 27. 199QAmended Agency Affected: Revenue
Title: Corporate Taxpayers with Foreign BRU: Income & Excise Audit
Parent Corporations

Sponsor: Rules Committee Components: Operating

Requestor: On Draft CS

EXPENDITURES/REVENUES:  (Thousands of Dol ars)

FY 91 FY 92 FY 93 FY 94 FY 95

(a)

OPERATING
PERSONAL SERVICES 335.0 335.0 335.0 335.0 335.0
TRAVEL 31.4 31.4 31.4 31.4 31.4
CONTRACTUAL 65.0 65.0 65.0 65.0 65.0
SUPPLIES 10.0 10.0 10.0 10.0 10.0
EQUIPMENT 43.0 0 0 0 0
LANDS & STRUCTURES 0 0 0 0 0
GRANTS, CLAIMS 0 0 0 0 0
MISCELLANEOUS 0 0 0 o - 0
TOTAL OPERATING 484.4  441.4 441.4  441.4 441 .4
1 CAPITAL 0 0 0 0 | 0
1 REVENUE <1-3ml1> <1-3m11> <1-3m11> <1-3mil> <01-3mll> <l-3ml1>

FUNDING:  (Thousands of Dollars)

GENERAL FUND 484 .4 441 _4 441.4 441 .4 441.4 441 .4
FEDERAL FUNDS 0 0 0 0 0 0
OTHER 0 0 0 0 0 0
TOTAL 0 0 0 0 0 0
POSITIONS:
FULL-TIME 6 6 6 6 6 6
PART-TIME 0 0 0 0 0 0
TEMPORARY 0 0 0 0 0 0
ANALYSIS: (Attach a separate page IfAyecessarv)
Prepared By: Steven E. Kettel *7ul . | Phone- (907) 465-2320
Division: Income and Excise Au&tt March 1. 1990
Approved by Commissioner: Hugh Malone W orptt Date: March 1. 1390
Agency: Department of Revenue

Distribution (by preparer):
Legislative Finance
Legislative Sponsor
Requestor
Office of Management and Budget
Impacted Agencydes) page 1

of



Prepared by:
Steven E. Kettel
Alaska Department of Revenue

Fiscal Note Analysis

This legislation affects all Non-Petroleum Multinational Alaskan
Corporate Taxpayers, both those with U.S. Domestic parent Corporations
and those with Foreign Parent Corporations.

The proposed legislation would provide an election for Alaska
corporate Income taxpayers with activities In and outside the United
States to file on a water®"s edge combined basis beginning In calendar
year 1991. The legislation would affect multinational corporations which
are required to file on a worldwide unitary basis under current law. The
legislation would not affect taxpayers who currently file under AS
43.20.072 (Oil and Gas Producers and Pipelines). Nor would It affect
Alaska corporate taxpayers with operations only with Alaska or only
within the United States.

The Department estimates the annual revenue loss due to this
proposed legislation from taxpayers currently filing In Alaska to be In
the range of $1-3 million.

Personal Services FY 91
Staffing Includes:
2 AppealsOfficers - Juneau $115.0
2 RevenueAuditor TV - Seattle 105.0
2 RevenueAuditor J - Anchorage 115.0
Total Personal Services Costs $335.0
Travel
12 Audits conducted by 4 auditors 01.2 14.4
6 Appeals conducted In Anchorage 01.0 6.0
IRS Training - 6 0 $1.5 9.0
Management Review - 4 0 $.5 2.0
Total Review 31.4
Contractual
Forms Development and publication $13.0
Telecommunications, Centrex 4.0
New leased space - Seattle* 48.0
Total Contractual 65.0

* The Seattle office will need to be
relocated due to a lack of available
space for new staff.

Supplies
Office Supplies, Audit Manuals & References 10.0
Total Supplies 10.0
Equipment

Office Furniture
6 Hang PC Computers, Cable Hookup
2 Laptop Computers
Total Equipment 43.0

Total Costs $484.J1



18 STATE OF ALASKA * BiLL versioN:  cssB 119 (FinflKt

1989 LEGISLATIVE SESSION PUBLISH DATE: ... 3/26 /90

BE@G@&T' FISCAL NOTE

Revision Date: AreneyAffmrHr Commerce & Econ. Dev.

Title:_Unitary Tax bru.Division of banking, Securities
and Corporations

Sponsor: Rules Conmittee Components:

Requestor: jaOYSmor

EXPENDITURES/REVENUES: (Thousands of Dol lars)
OPERATING FY 89 FY 90 FY 91 FY 92 FY 93 FY 94

PERSONAL SERVICES
TRAVEL
CONTRACTUAL
SUPPLIES
EQUIPMENT

LAND A STRUCTURES
GRANTS, CLAIMS
MISCELLANEOUS

TOTAL OPERATING -0- -0- -0- -0- _0- _0-

CAPITAL i -0- -0- -0- 1 -o- -0- -0-
REVENLE 0 0 0 -0 0 -0-

FUNDING: (ThousandsofDollars)

GENERALFUND

FEDERAL FUNT&S

OTHER

TOTAL - -0- -C- -0-

POSITIONS:

FULL-mFFi
PART-TIME
TEMPORARY

ANALYSIS : Atachasgaratepage ifnecsssary)

Pregaredby: Willis F. Kirkpatrick. Director Phonez, 465-2521
Division: Banking, Securities and Corporations Date: T MWTSET
Approved, by Conmissiioner:  Larry Mercul ieff pata-  01/09/1S89
Agency: Dept, of Commerce & Economic Development
Distrilution (oy preparer): Changes in M .qR /RR? (Fin)
S have no fiscal impact.
Legislatave Finance - - _
e - This fiscal note 1is
Leges Sponsor appropriate 3
Requestor i
Office ofManagement and Budget - - -
ted 2 G No fiscal impact 1is age - of -
I 1e5) expected through 1996. pag

mMmMO556t
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STATE OF ALASKA BILL VERSION: SB..119 (gL

1989 LEGISLATIVE SESSION PUBLISH DATE: -WWwWo9 -
FISCAL NOTE

REQUEST:

Revision Date:January 9. 1989 Agency Affected:Revenue

Title :Alaskan Corporate Taxpayers with BRU:Income and Excise Audit

Foreign Parent Corporations

Sponsor:Rules Committee Components:.

Requestor:Governor

EXPEND | TURES/REV'ENUES: (Thousands of Dollars)

MY 89 | FY 90 | FY 91 I FY 92 | FY 93

OPERATING 1 1
PERSONAL SERVICES
TRAVEL
CONTRACTUAL
SUPPLIES
EQUIPMENT
LANDS & STRUCTURES
GRANTS, CLAIMS
MISCELLANEOUS
TOTAL OPERATING 1 -

CAPITAL

I FY 94

REVENUE 1 0 |( 60.0) |( 60.0) |( 60.0) |( 60.0) |( 60.0)

FUNDING: (Thousands of Dollars)
GENERAL FUNO

FEDERAL FUNDS
OTHER
TOTAL

POSITIONS:
FULL-TIME
PART-TIME
TEMPORARY

ANALYSIS: See attached analysis.

Prepared By: Steven E. Kettel ( Phone: (907) 465-2320

Division: Income and Excise Audit Date: January 9.

Approved by Commissioner: Date: January 9.

Agency: Department of Revenue

Distribution (by preparer):
Legislative Finance
Legislative Sponsor
Requestor
Office of Management and Budget
Impacted Agency(les) page 1

1989

1989
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SB 119 (a)
1/17/89

Prepared by: John Larson and
Steve Kettel
Alaska Department of Revenue

Fiscal Note Analysis: Legislation Affectl/»g Alaskan Corporate Taxpayers
with Foreign Parent Corporations

The proposed legislation would require corporate Income taxpayers with
foreign parents to file on a water®"s edge combined basis beginning 1n
calendar year 1989. The legislation would not affect taxpayers who

currently file under AS 43.20.072 (011 and Gas Producers and Pipelines).

Nor would 1t affect Alaska corporations which do not have foreign
operations. The total number of taxpayers affected and the total tax
liability of these taxpayers are small.

In order to derive an estimate of the possible revenue Impact of this
proposed legislation the Department analyzed tax returns filed for the
most recent tax year available - 1986. For tax year 1986 staff
Identified the tax returns of taxpayers wiLii foreign parents. This
methodology was designed to determine the potential revenue Impact from
only those taxpayers currently operating 1n Alaska. The Department did
not estimate the potential revenue Impact of Incremental business
activity In Alaska by corporations with foreign parents which may be
Induced by this proposed legislation.

Based on an analysis of the taxpayers which were ldentified as possibly
being affected by the proposed legislation, the maximum tax liability
decrease for tax year 1986 would have been no greater than $60,000-

Fiscal Analysis

page 2 of

2
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No. 18 STATE OF ALASKA BILL VERSION: S8 119 (b)

1989 LEGISLATIVE SESSION PUBLISH DATE: 1/17/89
FISCAL NOTE
REQUEST:
RevisionDate:_ Agency Affe’to*: Commerce & Econ. Dev.
Tide: Unitary Tax BRU.Division of Banking, secunTTes
and Corporations

Sponsor:  Rules Coimiittee Components:

Requestor: Governor

EXPENDITURES/REVENUES: (Thousands of Dollars)

OPERATING FY 89 FY 90 FY 91 FY 92 FY 93 FY 94

PERSONAL SERVICES
TRAVEL
CONTRACTUAL
SUPPLIES
EQUIPMENT

LAND A STRUCTURES
GRANTS, CLAIMS
MISCELLANEOUS

TOTAL OPERATING -0- -0- -0- -0- -0- _0-
I CAPITAL -0- _0- o O _o- _o-
REVENUE 1 -o- -0- -0- -0- -0- -0-

FUNDING:  (Thousands of Dollars)

GENERALFUND
FEDERAL FUNDS
OTHER

TOTAL -n- —0= L 70™,. . 07.. 73-. -0-

POSITIONS:

FULL-TTME
PART-TIME
TEMPORARY

ANALYSIS : (Attacha separate page ifnecessary)

Preparedby: -Willis F. Kirkpatrick, Director m 465-2521
Division : Banking. Securities and Corporations N U1/U9/19B9
Approved by Commissioner: Larry Merculieff Date: 01/09/1S89
Agency: Dept, of Commerce & Economic Development
Distribution (by preparer):
Legislative Finance
Legislative Sponsor
Requestor
Office of Managerent and Budget A\ \
Inected Agency(ies) page (o}

mmO556t



Alaska Unitary Statement

My name 1is Susan Burke and 1 am here today representing the IBM

Company and their interest in corporate tax reform.

IBM has a long business history in Alaska. They currently employ
170 people in our State. Their annual payroll exceeds $10
million. The company is an active corporate citizen contributing
mor< than $12b,000 to charities and community projects in the

last year.

IBM is most interested in the Governor®s proposal to reform our
State®"s worldwide unitary method of taxation. However, they are
disappointed and concerned that the proposed legislation 1is
limited to only foreign corporations. The proposed legislation
benefits only corporations who are non U.S. companies and thus
would discriminate against U.S. domestic corporations and put
them at even more of a tax disadvantage than today. IBM agrees
with the fundamental need to repeal Alaska®"s world wide unitary
taxation; however, the legislation must be expanded to include
domestic corporations or it will only exacerbate tax inequities

for U.S. companies.

While one issue is competitive fairness between foreign and
domestic companies, an equally important issue is good tax
policy. Repeal of worldwide unitary taxation has been a priority

of IBM and the business community for years.



Alaska 1is the only state currently requiring worldwide unitary
taxation. In the past four years, 11 states have revised their
tax laws to no longer require this form of state taxation. In
addition, no country in the world uses this method of taxation.
In fact, many countries have petitioned the U.S. government

protesting the fact that states use worldwide combination.

Why does IBM oppose worldwide unitary taxation? [IBM operates in
more than 130 countries around the world. When an IBM overseas
affiliate earns income, it pays taxes to the country in which the
income was earned. In most cases, the foreign tax is at a higher
rate than in the United States. A fundamental tenet of
international tax law and practice is that foreign source income
is not taxed by the home country until it is repatriated and
then only to the extent that it is not offset by foreign tax
credits. Clearly, the intent of this policy is to avoid double

taxation of foreign source income.

A state, like Alaska, that uses worldwide unitary taxation, taxes
foreign source income when it is earned even if it is never
brought back to the U.S. Furthermore, using foreign income in
calculating state tax liability may result in over apportionment
of income to a state, taxation of income already taxed by a
foreign government (and not taxed by the U.S. government), and
potentially disruptive effects on international trade. Thus, use

of the worldwide unitary method of taxation can distort a



company®"s taxation relationship to a state and mean double

taxation of income earned in another governmental jurisdiction.

Corporate taxes are a basic and significant cost of doing
business and no company can withstand a tax disadvantage without
suffering an important economic 1impact. Therefore, IBM strongly
recommends repeal of Alaska®™s worldwide unitary tax system for

all corporations.

Reform of the worldwide unitary system will make Alaska a more
attractive place to invest if it is applied equally to domestic
U.S. corporations and foreign corporations. If worldwide unitary
reform applies only to foreign corporations, they would no longer
be taxed on their foreign income, while U.S. corporations will
continue to be taxed of foreign income. This is not only a
disincentive to investment in Alaska by U.S. corporations, but

penalizes them compared to their foreign competitors.

IBM would be pleased to work with the Legislature in an effort to
draft legislation that provides meaningful and comprehensive

reform of the worldwide unitary tax system.
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DRAFT #2 (1.B.M.)
11/22/88

BILL NO.

IN THE LEGISLATURE OF THE STATE OF ALASKA

SIXTEENTH LEGISLATURE - FIRST SESSION
A BILL
For an Act entitled: “An Act relating to corporate income

taxes; and providing for an effective
date."
BE IT ENACTED BY THE LEGISLATURE OF THE STATE OF ALASKA:
* Section 1. It is the purpose of this Act to promote
invest),lent in the state.
* Sec. 2. AS 43.20.031 is repealed and re-enacted to read:
Sec. 43.20.031. TAXABLE INCOME OF CORPORATIONS;
DEDUCTIONS,; EXCLUSIONS; EXEMPTIONS. (a) Taxable income
shall be determined in accordance with Section 63 of the

Internal Revenue Code, except as otherwise provided.

(b) In computing Alaska taxable income for a
corporation, the following amounts shall be excluded:
(1) 80 percent of dividend income from foreign

corporations;

(2) any amount treated as a Section 78 dividend
under Section 78 of the Internal Revenue Code; and

(3) 80 percent of royalties accrued or received

from a foreign corporation.



For this purpose, the payment is deemed to be received
from a corporation that is part of the wunitary business if
the payments are received by a member of an affiliated
group included in a combined Alaska report from a
corporation in which the recipient owns 50 percent or more
of the stock of such corporation.

(c) Dividends and royalties taxable under (b) of
this section are in lieu of any expense attribution for
income excluded under (b) of this section

(d) In computing the tax under this chapter, the
taxpayer is not entitled to deduct any taxes based on or
measured by net income.

(e) An affiliated group of corporations may make or
the commissioner may require them to make a consolidated
return for the taxahble year in place of separate returns.
For purposes of calculating the amount of tax payahle by
the group under a consolidated filing, 26 U.S.C. 150!

1552 (Internal Revenue Code), as amended, apply.

(f) A corporation that is a member of a group of
unitary corporations that collectively has income from
business activity taxable both inside and outside the
state, or income from other sources both inside and
outside the state, shall determine its income from sources
in this state by use of the combined method of accounting

provided under AS 43.20.073.
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Sec. 3. AS 43*20 is amended by adding a new section to

Sec. 43.20.073. CORPORATIONS. (a) A corporation
that is a member of an affiliated group shall file a
return using the water's edge combined reporting method.
A return under this section shall include the following
corporations if they are a part of a unitary business:

(1) affiliated corporations that are eligible
to be included in a federal consolidated return as
described in Sections 1501 to 1505, inclusive, of the
Internal Revenue Code, the average of whose property,
payroll and sales factors within the United States is 20
percent or more;

(2) affiliated corporations that are eligible
to be included in a federal consolidated return as
described in Sections 1501 to 1505, inclusive, of the
Internal Revenue Code, the average of whose property,
Payroll and sales factors within the United States is less
than 20 percent, and that do not meet the requirements of
Section 861(c) of the Internal Revenue Code;

(3) domestic international sales corporations
and foreign sales corporations;

(4) any corporation, regardless cf the place
where it is incorporated if the average of its property,
payroll and sales factors within the United States is 20

percent or more; and
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(5) tax haven corporations.

(b) The department may require a corporation Tfiling

under this section to file a worldwide combined report if:

(1) the corporation or any affiliate fails to
comply with the-domestic disclosure spreadsheet filing
requirements as required by the department in regulations;

(2) the corporation does not provide
information requested by the department on the operations
of a foreign parent necessary for the department to audit
the taxpayer®s corporation return within a reasonable
period of time.

(c) This section does not apply to taxpayers subject
to AS 43.20.072 engaged in the production of oil or gas
from a lease or property in the state or engaged in the
transportation of oil or gas by regulated pipeline in the
state.

(d) As used in this section:

N An group™ is a group of two or
“more corporations, 1in which 50 percent or more of the
voting stock of each member 1is directly or indirectly
owned by a common owner or by common owners, either
corporate or non-corporate, or by one or more of the
member corporations of the group;

@) A "tax haven corporation”™ means a
corporation that 1is incorporated in or does business in a

country that does not impose an income tax, or that
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imposes an income tax at a rate lower than 90 percent of
the federal tax rate on the federally defined income tax
base, and 50 percent or more of sales, purchases, or
payments of income or expenses, exclusive of payments for
intangible property, of the corporation are made directly
or indirectly to one or more members of a water®"s edge
group and that conducts no significant economic activity.

Sec. 4. AS 43.20 1is amended by adding a new section to

Sec. 43.20.051. DEFINITIONS. "Foreign corporation”
means a corporation created or organized outside of the
United States, the District of Columbia, the commonwealth
of Puerto Rico or any possession of the United States.
Sec. 5. This Act 1is retroactive to tax years beginning

December 31, 1988.



ANALYSIS OF I1.B.M."S UNITARY TAX PROPOSAL

The following is a technical explanation of IBM"s proposed
bill, which would apply the water®"s edge method to multi-national
corporations v/ith both domestic and foreign parents. Many of the

provisions of I.B.M."s proposal are identical to those of the

Governor®s bill (SB 119). This analysis focuses on the differ—
ences .
TAXABLE INCOME - Sec. 43.20.031.

DEFINITION. Subsection (a) of Sec. 43.20.031 requires that
taxable 1income shall be determined in accordance with Sec. 63 of
the Internal Revenue Code (IRC). Alaska law currently does not
contain any express definition of taxable 1income. Up until 1980,
the law did define taxable income according to the IRC defini—
tion. The definition apparently was repealed unintentionally in
1980 as a consequence of the personal income tax repeal. A
definition is required to eliminate an ambiguity in the law and
to support the intent to limit taxation to the water®s edge. SB
119 contains no definition of taxable 1income.

EXCLUSIONS. Subsection (b) of Sec. 43.20.031 excludes 80%
of foreign dividends, 100% of IRC Sec. 78 dividend gross-up, and
80% of foreign royalties.

The federal government imposes income tax on a residence
principle. Income of foreign subsidiaries owned by domestic
corporations 1is not included in the tax base until it is

repatriated in the form of dividends or royalties paid to a



domestic corporation. However, double taxation of repatriated
foreign source income 1is eliminated through the foreign tax
credit.

States, including Alaska, 1impose income tax on a source
principle. That 1is, states are limited by the U.S. constitution
to taxation of income arising within the state®"s borders. For
corporations that do business within and without the state, the
state"s portion of the total income 1is derived through an
apportionment formula. 1/ Theoretically, the use of a worldwide
apportionment basis will limit the attribution of income to a
state through the apportionment formula because worldwide factors
are included in the denominator. On a water®"s edge basis,
however, both income and factors are limited to the water®s edge.
Therefore, unless foreign source income of companies included in
the water®s edge is specifically excluded, the apportioned total
income will 1include foreign source income, which the state is
prohibited from taxing.

Sec. 78 gross-up is fully excluded, because this 1is
"fictitious income.” It is included in federal taxable income
solely for U.S. tax purposes as part of the mechanics of the
foreign tax credit. Neither this income nor the workings of the
foreign tax credit are applicable for state tax purposes

1/ Typically, states use a three factor formula in which
the property, payroll and sales within the state are divided by
the total property, payroll and sales of the unitary corporate
group. The resulting percentage is then applied to total

corporate income to determine the income appropriately attributed
to the state.



(although a few states have their own version of a "foreign tax

credit").
Foreign dividends and foreign royalties likewise would be
fully excludable for the aforesaid reasons. However, certain

U.S. expenses, although deducted from (reducing) taxable income,
for example research and development expenses, may be partly
attributable to the excludable foreign income. In recognition of
this, the bill provides for only an 80% exclusion. Subsection

(¢c) of this section further clarifies that no further expense
attribution should be made.

The second sentence of subdivision (b) clarifies that these
exclusions - foreign dividends, foreign royalties and Sec. 78
dividends -- apply only to payments received by members of an
affiliated group included in a combined Alaska return, from

related companies, defined as 50% owned.

AFFILIATED GROUP DEFINITION - Sec. 43.20.073.
Qur bill includes the same corporations in the affiliated
group as the governor's bill. The only difference is the

exclusion from the group of "80/20" corporations

80/20 corporations are corporations incorporated in the
U.S., but which conduct business primarily overseas. For
numerous non-tax reasons, such as foreign prohibitions against
incorporating, import restrictions, foreign exchange require-
ments, etc., many multi-nationals are forced to organize this way
in order to facilitate operating in certain foreign counties.

Clearly, the preference would be to establish foreign subsidiary



corporations in these countries, in which case they would be
excluded from the water's edge. There is no reason to include
these essentially foreign corporations in the water's edge,
simply because of a method of operation imposed by foreign
requirements. There is no tax motivation for this type of
organization, and there should be no undue tax consequence
resulting from the necessity to operate in this manner.
FOREIGN CORPORATION DEFINITION - Sec. 43.20.051.

As a result of the extending the water's edge method to U.S.
corporations, income received from foreign corporations requires
special treatment. Therefore, it becomes necessary to define

“"foreign corporation. Sec. 43.20.051 defines such a corporation
to be one "created or organized outside of the United States, the
District of Columbia, the commonwealth of Puerto Rico, or any
possession of the United States."

All other provisions of our bill are identical to the

Governor's , ill.



o FFICE OF THE G6G0VERNEOR

DIVISION OF POLICY

Box AD, Juneau, Alaska 99811-0164
Phone (907) 465-3568

Fax (907) 465-3767

Gregg K. Erickson
Senior Economist

4 March 1989

James Merle Carter

Organization for Fair Treatment of International
Investment

Wilmington, DE 19897

by telefax to 302/575-2952

Dear Mr Carter:

The legislation you testified on last Monday, SB
119, is at least temporarily stalled in the Senate
Resources Committee. The chairman appears to be con-
cerned about the spreadsheet requirement. Since the only
public testimony received on this point was from you, |
suggest that we try, as quickly as possible, to reach

accommodation so that the bill can move forward. The
legislative session in Alaska is limited to 120 days,
almost half of which have elapsed. The bill must yet

move through two other committees in the Senate, and
indications are that the House of Representatives
intends to give the bill a close inspection.

The Alaska Department of Revenue believes an annual
domestic disclosure spreadsheet is an essential tool in
insuring fair administration of the corporate tax as re-
vised by the SB 119. On the other hand, the Department
does not anticipate that every taxpayer filing a water's



James Merle Carter, 4 March 1989, page 2

edge report would have to file the spreadsheet. Indeed,
it is my understanding that they intend to require the
spreadsheet only from firms with a substantial nexus
within Alaska. I also understand that in most cases the
spreadsheet would only require information readily
available from filed state and federal tax returns, plus
property, sales and payroll factor information for each
state in which the taxpayer or affiliated corporation
does business. Finally, it is my understanding that suf—
ficient authority already exists in AS 43.20 (Alaska Net
Income Tax) for the Department to issue regulations to
implement these requirements.

With these points in mind, would you be agreeable
to an amendment simply dropping the spreadsheet refer—
ence? The Governor®s Office would suggest this to the
chairman by letter, noting that the authority to issue
all necessary regulations, including regulations requir—
ing the domestic disclosure spreadsheets, 1is amply pro—
vided elsewhere in statute.

We appreciated your testimony in favor of the bill
and hope we can work together to deal with what 1 be—
lieve is a relatively peripheral 1issue. I will be
available to discuss this by phone Monday afternoon,
your time (4 hours ahead of Alaska).

Sincerely,

cc: Steve Kettel, Director, 1Income, Excise and Audit
Division, Department of Revenue.
Mary Halloran, Director of Policy, Office of the
Governor.



S 1C §

Date Collected:

source of Tnfnrnation;

California

still
G reat B

By RODD ZOLKOS ..

New changes in California’s uni-
tary system of corporate taxation
probably won’t satisfy '.he system’s
most vocal critics: the British gov-
ernment.

_Most of the changes included in a
bill that went to Gov. George Deuk-
mejian in mid-September are sim-
ply technical corrections in the ex-
Isting unitary tax law, which has
brought the State hundreds of mil-
lions of dollars in tax revenue in re-
cent years. .

British government and business
leaders have complained for years
about California’s system, which
taxes the worldwide, rather than in-
state, earnings of multinational
companies. Other nations, including
Japan, have also complained, but
n%ne has been as vocal as the Brit-
ish.

California passed legislation in
198G that changed the system, al-
lowing corporations to opt out of
the worldwide taxing system and
accept a "water’s edge” method of
taxation instead. The revision was
expected to Browd_e_corporatlons
with about $230 million in annual
tax relief. - o

But British officials contend that
an “election fee," which must be
paid to switch systems, a 10-year
election period and other restric-
tions make it difficult for many

States
The Council
Iron Works Pike,

Lexington,
r<arc\

0 U
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lrritates

companies to switch.

~ Under the worldwide system, the
international profits of a multina-
tional company doing business in
California are taxed based on the
percentage of its payroll, property
and sales'in the state.

Under the water’s edge tax, only
the U.S. earnings of a corporation
are taxed, based on the size of Cali-
fornia operations.

The election fee companies must
pay to opt for the water’s edge tax
Is 0.03% of corporate property, pay-
roll and sales in California. Funds
raised through the election fee —
about $50 million annually — are
used to finance state infrastructure
improvements.

The bill recently sent to Mr.
Deukmejian would reduce the elec-
tion period to five years from 10,
but would make no changes in the
electionfee.

"The current bill is actuaIIY more
of a technical cleanup bill. Tt does
make some substantive changes, al-
though not great,” said Anthony
Moss, budget analyst in the Califor-
nia Department of Finance. "I suE-
pose this bill is not going to make
(the British) very happy.”

Said Richard Pratt, economic
counselor at the British Embassy in
Washington: "The position of ‘the
British government is that we are
opposed to unitary taxation in prin-

Continued on Page P5
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ciple because it is unfair and incon-
sistent with the internationally ac-
cepted method of taxation. We wel-
come the movement made in 1986 in
California, and we remain con-
cerned about the election fee, which
we regard as unfair." ,
Mr. Pratt said that he had no fig-
ures cn the extent of British invest-
ment in California, but that it is
substantial. ]
"The British are the largest single
foreign investor in the United
States," he said. “California is a
major part of that market. We
would consider ourselves a major
pl%yer_m the California economy.”
ritish officials believe one prob-

lem with unitary taxation is that it
can result in a company being taxed
in California even if its operation in
the state makes no profit. A com-
pany’s investment in operations in
another country could also end up
increasing taxes in California.

"The British have been very keen
to_remove this thorn in our other-
wise very happy trading relation-
shliap,f' Mr. Pratt said.. )

sritish officials tried, but failed,
to include a clause addressing uni-
tary taxation in the current U.S.-
British tax treaty. .

During the summer, a British par-
liamentary delegation warned that
California companies could be sub-
ject to retaliation in the United
Kingdom if the state doesn’t make
further changes in its unitary tax

system. =
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— The Tax Side ———mmmmmmmmmmm o - ——————-

m FLORIDA LAWMAKERS ANNOUNCE WORLDWIDE UNITARY REPEAL AGREEMENT In Flo-
rida, state Senate President Harry Johnston and House Speaker James Harold
Thompson saK they have crafted on agreement to repeal use of the worldwide
unitary method of calculating corporate income taxes at a special session set
for Dec. 6. The legislative leaders say they have business approval for a plan
to boost the corporate tax rate from 5 Fercent to 5.5 percent to replace the
revenue to be lost by repeal. Florida lawmakers adopted worldwide unitary in
1983 after business waged a long battle against a general corporate rate hike.

Now, the state's large corporations seem willing to see the rate rise as a
substitute for worldwide unitary. Ron LaFace, an attorney representing I3M,
Xerox and Coca-Cola in the battle against worldwide unitary, said he was very
pleased with the proposed solution.

Under the compromise, the state would continue to tax the profits from foreign
sales of Florida companies’ goods, which the state has heen doing only since
the worldwide unitary was adopted. However, the state would stop taxing
dividends from foreign subsidiaries, another practice it began with adoption of
worldwide unitary.

Although some critics say a general rate hike to replace use of worldwide
unitary requires small businesses to shoulder some of multinationals t.i*
burden, SFeaker Thompson denies the charge. A corporate tax hoost wouia no:
hurt small businesses because they "don't show’ that much or a prolix bes.m.i
they translate profits into higher salaries for directors, rnompson ss..
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BASIS Journal Text

01/17/89 SENATE JOURNAL PAGE 0128
Zero fiscal note published today from Department of Commerce
and Economic Development.

Governor's transmittal letter dated January 16:;

Dear Senator Kelly:

Under the authority of art. 11, sec. 18, of the Alaska

Constitution, | am transmitting a b ill relating to the

methods of corporate income tax reporting for certain

taxpayers. This bill requires that corporations that are

members of affiliated groups owned by foreign corporate

parents file returns based on the "water's edge" method,

instead of the "worldwide" method of tax accounting. The

"water's edge" method is a taxing method that takes into

consideration only the domestic activities of foreign
Selection=>
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BASIS Journal Text

01/17/89 SENATE JOURNAL PAGE 0128
corporations and does not consider income from their non-
American operations.

The "worldwide" method of tax accounting has many virtues,
but it is intensely disliked by most potential investors
overseas. Virtually every other state that used the
"worldwide" method has repealed it in recent years in order
to increase investment and trade opportunities. There s

simply no reason why Alaska should keep this barrier to
investment on the books when other states have repealed it

The next century, it is said, will be the era of the Pacific

Rim . Alaska is strategically placed to participate fully in

the booming economies of the region. | believe that we must
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SB 119 cont"d
take every step possible to encourage trade and investment
in Alaska. This bill will remove a major psychological
barrier to investment in the state while having only a
minimal fiscal impact. I urge your prompt and favorable
consideration of this bill.
Sincerely,
/s/
Steve Cowper
Governor
Selections BOO5-LAST PAGE
PF1 PF2 PF3 PF4 PF5 PF6 PF7 PF8 PF9 PF10 PF11 PF12
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Trade and Tourism, Judiciary, Saeourcaa and
Finance, Siiat* of the Scats of Alaska

S.B. 119

My name is James Merle Carter, eptsakir.g or. behalf of "Organisation for Fair
Treatment of International lavastwant/1 called "OPT1X,” OFTIl ia composed OI.
20 domestic companies whose principal slmreholdara are foreign based multina-
tionaia. A vritten list of member* who support limiting combined income
reporting for State tax purpose* to the "water's edge" of the U.S.A. ha* or
shortly will be provided to your Committae, You will recognlat moat of the
names as affiliated with major, icoocly European Comon Market, companies that
have inveased in the Unitad States, The inrluicrXeu repraeented include
automotive, chemicals, alectronico, food products, metallurgy, and pharmaceu-
tical*, CFTIl members employ moia thea 100,000 citizens of the U.S.A. in
manufacture and distribution of products manufactured in che U.S.A. ao wall as
distribution of Imported products, A great daei of foreign developed technol-
ogy ha* been brought into tha U.S.A. by OFTII members and thousands of highly
skilled jobs have bean created or preserved by CFTII members' investment* and

operation!.

For many year*, by treaty and by internal laws, the United .State* and all of
its major foreign trading partner* have agreed on fo.s "arm'a length principle”
for taxing international trade, This principle is embodied In tha Internal
Revenue Cod*. A great many States of the United States, by contrait, uaa tha
combined ‘incoma, formulary method to apportion t*xa* iimong intrastate opera-
tions Of commonly controlled, "unitary," groups of conrpaniea. Combined income,
apportionment vorka well enough where there are cotoaon accounting etind&rdaj a
common currency; alailar aocial welfare eyetam#] aimilaritis* in production
atandards and productivity); and fairly consistent definitions of vhac is
taxable, what is deductible, what i* capital Investment ana what i# currant
expanse. Whan all or even most of tho*« factors differ markedly, combined
income apportionment doaan't work at all, Am we have aeon from tha California
experience, application of combined income apportionment tc worldwide income
leads to endleaa frustration on the part 01 taxpayers and tax collector*;
andless litigation; and a strong aarsc among the business community that
investment in euch a State ouflt be minimised In order to ainiaifie tax compli-
ance coete which can equal or exceed the amount of tax, Evan California,
after yaars of wrangling, has now gone to an alactiva water's edge procedure.
Mo State and not even the United State* federal government ha* Che resources
to determine taxable income <correctly under worldwide, combined income,
formulary apportionment. Ko foreign multinational la prepared to invest the
enormous eua* of money chat are required to adjuat and restate account*,
investment#, profits, payroll, and currency fluctuation* to produce & reason-
ably uniform and equitable allocation of taxable Income to the proper nation.
As a result, the attempt to use a worldwide, combined a*:hod degenerate* into

Directors; Hany Coricss. Chatman «Not! “V. Randle ‘Robert £ OUfar, >Donaldj xapro.y *Leonard D, Lear, *AJg\ SpiUsr
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My name Is sanes Merle Carter, SenLor Tax Counsel for ICI American, speaking
on behalf of "Organisation ror Fair Treatment of International Investment

called "OFTII." OFTIl is composed of cl domestic companies whose principal
shareholders are foreign based multinationals. A written list of members who
support limiting combined income reporting for State tax; purposes to the
"wateredge" oi the U.S.A has ((J][ shortly will be provided tc your
Committee.  You will recognize most the names - affiliated with major,
mostly European Common Market, companies chat have invested in the United
States. The industries represented include automotive, chemicals,
electronics, food produces, metallurgy, and pharmaceuticals. OFTIl members
employ more than 100,000 citizens of the U.S.A. in  manufacture and
distribution of products manufactured in che U.S.A. as well as distribution of
imported products. A great deal ot foreign developed technology has been
brought into the U.S.A.. by OFTIl members and thousands of highly skilled jobs
have been created or preserved by OFTIl members' investments and operations.

For many year3, by treaty and by internal laws, the United States and all of
iLb major foreign trading partners have agreed on the "arm's length principle”
for taxing international trade, This principle is embodied in the Internal
Revenue Code. A great many States of the United States, by contrast, use the
combined income, formulary method to apportion cax=s among incrascate opera-
tions of commonly controlled, "unitary," groups cl' companies. Combined income
apportionment works well enough where there are common accounting standards; a
common currency; similar social welfare systems; similarities in production
standards and productivity; and fairly consistent definitions of what is
taxable, what is deductible, what is capital investment anu what is current
expense.  When all or even most of these factors differ markedly, combined
income apportionment doesn't work at all. As we have seen from che California
experience, application of combined income apportionment to worldwide income
leads to r.naiess frustration on the part of taxpayers and tax collectors;
endless litigation; and a strong sense among the business community that
investment in such a Scare must be minimized in order to minimize tax compli-
ance costs which can equal or exceed che amount of tax. Even California,
after years of wrangling, has now ne co an elective water's edge procedure.
No State and not even the United States federal government has the resources
to determine taxable income correctly wunder worldwide, combined income,
formulary apportionment. No foreign multinational 1is prepared co invest the
encmous sums oi monty chat are required co adjust and restate accounts,
investments, profits, payroll, end ourrcr..v fluctuations to produce a reason-
ably uniform and equitable allocation ,c taxable income to "he proper nation.



“r a result., the atcattyt ™ use u wir. Idwide, combined method dcgur.or.icés into
taxation by ir.cimtd.ir.lon Iwi negonation, "ho.tse trading™ 1#i you will, boc.au.io
V. cue iH~i the ab.Hry co produce cliematically reasonable® a:<i economically
fe. tt-aulto. "In the recentb.irclaylh Bank case 1n California, now on

}r . 1 Stare- "Zuperioi Court ruling that the method violates the I.S.
fonnr. icm ion w'ukiy applied ro h foieign based multinational, Caiiforni«™s own
accounting expert, Professor John K. Shink, itated unequivocally chat a
foreign bused multinational aimply could not comply with the technical re-
goi retaencs of worldwide, combined income, apportionment and would be required
to negotiate California income taxes with the assessor.* based un

approximations.

| am not aware of OFTIl members’ experiences with Alaskan income taxation, but
T do not think many o? jut members presently have significant investments in
your State. £ can express che view on behalf of OFTtl that use of worldwide,
combined income, apportionment by any State will be viewed as a major impedi-
ment ro Investment. That isn’t I'o say char Investments may nor be made for
economically compelling reasons; bur given achoice, a foreign based multina-
tional would certainly Jlook first to a State chat limits combined income
apportionn.ent for taxation to operations within the United! States. Alaska, at
present, is che only remaining State nor cc utilise some form of water's edge
reporcing for State income tax purposes. Ladies and gentlemen, you are urged
to abardor. that invidious distinction arid take a large step coward achieving
rationality and fairness In your tax laws.

A modification to the spread sheet requirement of S.B. 119 should be consid-
ered by your Committee. A spread sheet is expensive to produce. An annual
filing is probably nor. going to be very helpful to the revenue department. Tc
is strongly recommended chat the spread sheet be required only every third,
year, similarly cc the requirement recently adopted by California for those
who eiecc "water's edge." A second nodification is also recommended co
eliminate che requirement for companies that do not have significant invest-
ments in Alaska uc employ only a few people in Alaskan operations. A small
sales office for goods manufactured outside "he State does not justify filing
a spreadsheet, the cost of which may well run higher than the tax Liability
itself. Vfnere the apportionment fraction to Alaska is small from the outset,
many taxpayers are indifferent to whether water’d edge or worldwide combined

income apportionment is applied.

The opportunity [0 address your Committee is appreciated. If you have ques-
tions, | shall be pleased to try to answer chea.

OFTIlI MEMBERS

AKZO America, Inc. 1Cl1 Americas Inc.
Alcan Aluminum Corp MBet-Hennessy U.S. Corp.
Allied-Lyons North America Corp. Mestli Holdings Ir.c.

BASF America Corp. Siemens Capital Corp.

BAIL’S, Inc. Sony Corporation of  America
EIf Aquitaine, Inc. Thorn EMI (ESA) Inc.

Foseco Minsep Unilever United States

Cold Fields American Corp. Volvo of America Corp.
Hoechst Celar.ese Corp.



X

N Y K o Si£9

Sony Cc'PO’aton o' A'tij; @
9Wijsi 57tn St'eal

Naw fo-H New Vol« 'O0'9
Telephone (212) 4!8-94i<5
Wysh.ng’'on DC (202) 77V831

Sod.ml (Chrl») W»da
Senioi VICO P'03'donl
Govemmftni Allair*

February 27,

Testimony in support of

SB-119

Alaska State Senate

to modify

Worldwide Unitary Tax
Water's Edge Method

Before

Committee on Resources
Chairwoman Bettye Fahrenkamp
Alaska State Senate

By

Sadami (Chris) Wada
Senior Vice President
Corporation of America

U.S. Advisor to

Council for Better

Investment in the U.S.

of KEIDANREN

1989



Wada Testimony/SB-119

My name is Sadami (Chris) Wada, Senior Vice President of
Sony Corporation of America ar.d | am also U.S. Advisor to
the Council for Better Investment in the U.S. of KEIDANREN.

KEIDANREN is a Japanese name for Japan Federation of Economic

Organisations. It is a private, non-profit economic organi-
zation representing virtually all branches of economic
activities in Japan. It is certainly a nation-wide body

with 120 association members and 921 corporate members as
of September 1988.

KEIDANREN has sent a series of investment-related missions to
various states since 1984, covering 23 states in the first
year, 16 states in 1986, 5 states in 1987 and Alaska and
Hawaii in September 1988.

Last September the 2l-nember KEIDANREN investment study
mission to Alaska visited a number of places and had a number
of important meetings in the state. The meetings included
the state legislature leaderships, business leaderships

the Administration Jleaderships and reporters from media
world.

We were very much impressed by the beauty of Alaska and its
short distance from Japan. Ilts abundant natural resources
also impressed us. Ever, though the state lost competition
for 1994 winter Olympic site, the state is rich in sites for
skiing and other winter sports.

However, we were very much disappointed to learn that this
rich and beautiful state has the notorious worldwide unitary
tax system. The British, Dutch and other European nations
united their efforts to appeal to the United States with
their strong opposition against this unfair, unreasonahle
and internationally-rejected tax system. Prime Minister
Margaret Thatcher repeatedly urged then president Ronald
Reagan of the U.S. to stop the practice of the unitary tax
on a worldwide basis.

We also found out the unfortunate nature of this worldwide
unitary tax system, that results in wunfair double taxation
and in most onorous administrative burden that in most

case* do no give any justice in tha final tax assessment.

We thought this is very ironic for Alaska, because this
oeautiful state was the first state to open its office in
Tokyo, Japan in order to invite our investments in the state,
but now it is the last state to eliminate it if it wants

to see its Tokyo office succeed m inviting Japanese investments

into the state.
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In 1984 the following 12 states had the worldwide wunitary

tax system. They were Alaska, California, Colorado, Florida,
I[daho, Indiana, Massachusets, Montana, New Hampshire, North
Dakota, Oregon and Utah. All except Alaska changed their tax
system. The most important worldwide unitary tax state,

California with its largest tax exposure among the 12 states,
provided the water's edge choice by its state legislature
and the governor's signature in 1966. The governor of Cali-
fornia did support their water's edge and signed it into the
law for their economic growth through greater international

investment paxticualarly in manufacturing. All of those states

that modified their tax system did so in the same thought as
California.

KEIDANREN, Sony and others from Japan, for greater invcctments

in Alaska are all pleased to see SB-119 before the state
legislature, ar.d wish very much to support the passage of

the bill. We are very happy to know that Governor Cowper
took the initiative in this effort with the wido support

from the Alaska state legislature. The worldwide unitary

tax system penalizes investment. When one makes an investment
in manufacturing, it takes time in purchasing land, building

plant structures, machines, training workers, organizing plant
operations to be efficient, debugging machine operations and
also in securing and training material and parts suppliers.
It takes easily a few years before you can have real profit

on .which you may pay income tax. Until you make profit, you
have nothing to pay tax out of. The notorious worldwide
unitary tax demands state tax payment out of global income
from other countries, through what they call worldwide
combination of income. Income made in other countries is
of course taxed in each country. Why such income should be
subjected to another tax. We oppose such double taxation.

After invited to invest and to contribute to the economic
activities and to the economic base, why one should be
penalized by such double taxation.

Further, the worldwide unitary7 tax system requires combining

of properties, sales and payroll of the whole world, in order
to find out what percentage of the global income should be
attributed to a certain state. Prices of one acre in the U.S.

and Japan are very different, particularly when the one acre
in Japan was bought three hundred years ago while the one in

tne U.S. was bought 1989. Those original bock values of the
each acre, make no basis for apportioning global income. It
creates nothing but distortion. Sales in large and traditionally

established market and in unstable and risky market would of
course have different profit margin, therefore, such providing

no rational basis to allocate global income. Wage levels are
clearly known to be different country to country, or.ce again,
providing no reasonable basis for allocating global income.

In Japan, no-lay off means very much beyond sore wage differences

and it can have important value. Country- to country, fringe

~.~.5r/
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hbenefits are different, that include housing in some countries

where it. could mean very much in value. Therefore, contribute ion
to income creation cannot be direct translation of wages or
salaries. There are in some cases, very important elements

that enables contribution by employees to the corporate metre,
outside wages and salaries.

X am sure that state tax authorities are rasponsbila to tax
corporations without allowing them to hide income and evade
due taxes. The Federal Government is very much responsible Lor
making sure that they tax right and not allow international

corporations to evade taxes. Their responsibilities may be
even far greater, the stake being much larger compared to state
level.. The Federal tax authorities wuse "arm's length" method
to tost any suspicious transactions. [PS Code -182 gives the
Secretary of Treasury such an authority to carry out their
responsibility to tax. Why cannot a state use the same test,

rather than rely wupon the impossible worldwide unitary tax
system.

Exchange rates among nations that have been changing so much
not only over years but even within a year of twelve months.
What exchange rate to use? What justification is there for
choosing any exchange rate? What could have been the excnange
rate of the Japanese currency of three hundred years ago to
the U.S. dollar? Should we combine the result, whatever it
may be, with the value of any U.S. property bought this year?

Japan has made about $50 billion direct investment in the
United States so far. As we make trade surplus with the U.S
we must get the money back to U.S. Unless wo do so, the
shortage of money in U.S. will drive the interest rate higher
and economic activities lower. Japan should invest such U.S.
money in manufacturing industries, rather than national bonds,
considering productive and job-creatir.g impact. Greater

manufacturing has tremendous ripple effects in economic
activities.

| am sure all the people in the world find Alaska beautifu

and exciting with her natural beauty. She is rich in resources
and attractive for recreational sports of different kinds.

The KEIDANREN mission came and found this state very attractive
but when we learned that unfortunately this state still keeps
what we thought was something of the past, we were surprised
and disappointed, because the worldwide unitary tax means

a red flag for investment.

SBA119 eliminates the worldwide unitary tax from Alaska and
removes fear of wunfare double taxation from investing in
Alaska. it ends the most cumbersome and onorous tax system,



Wada Teatlmony/SB-119 Page 4

Once the notorious worldwide unitary tax is removed from Alaska
and the internationally accepted system is applied to investors

from U.S., Holland, Germany or any other country, certainly
including Japan, | am 3ure Alaska is really ready for any
international investments. KEIDANREN will remove the redflay

from Alaska on the investment map.

In closing, Madame Chairwoman Bettye Fahrenkamp and members of
Senate Committee on Resources, | would like to expceus my

appreciation for the opportunity to testify before your committee
in support of the Senate Bill No. 119, which would change a world-

wide combination to the water's edge combination for Alaska
State tax purpose.

R S o S b o e b o o



ANALYSIS OF 1.B.M."S UNITARY TAX PROPOSAL

The following is a technical explanation of IBM's proposed

bill, which would apply the water's edge method to multi-national
corporations with both domestic and foreign parents. Many of the
provisions of |.B.M."'s proposal are identical to those of the
Governor's bill (SB 119). This analysis focuses on the differ-
ences .

TAXABLE INCOME - Sec. 43.20.031.

DEFINITION. Subsection (a) of Sec. 43.20.03! requires that
taxable income shall be determined in accordance with Sec. 63 of
the Internal Revenue Code (IRC). Alaska law currently does not
contain any express definition of taxable income. Up until 1980

the law did define taxable income according to the IRC defini-
tion. The definition apparently was repealed unintentionally in
1980 as a consequence of the personal income tax repeal. A
definition is required to eliminate an ambiguity in the Jlaw and
to support the intent to Ilimit taxation to the water's edge. SB
119 contains no definition of taxable income.

EXCLUSIONS. Subsection (b) of Sec. 43.20.03! excludes 80%
of foreign dividends, 100% of IRC Sec. 78 dividend gross-up, and
80% of foreign royalties.

The federal government imposes income tax on a residence
principle. Income of foreign subsidiaries owned by domestic
corporations is not included in the tax base until it s

repatriated in the form of dividends or royalties paid to a

-1-



domestic corporation. However, double taxation of repatriated

foreign source income is eliminated through the foreign tax

credit.

States, including Alaska, impose income tax on a source
principle. That is, states are limited by the U.S. constitution
to taxation of income arising within the state's borders. For

corporations that do business within and without the state, the
state's portion of the total income is derived through an
apportionment formula. 1/ Theoretically, the use of a worldwide
apportionment basis will limit the attribution of income to a
state through the apportionment formula because worldwide factors
are included in the denominator. On a water's edge basis
however, both income and factors are limited to the water's edge.
Therefore, unless foreign source income of companies included in
the water's edge is specifically excluded, the apportioned total
income w ill include foreign source income, which the state s
prohibited from taxing

Sec. 78 gross-up is fully excluded, because this s
"“fictitious ‘income." It is included in federal taxable income
solely for U.S. tax purposes as part of the mechanics of the
foreign tax credit. Neither this income nor the workings of the

foreign tax credit are applicable for state tax purposes

1/ Typically, states use a three factor formula in which

the property, payroll and sales within the state are divided by
the total property, payroll and sales of the unitary corporate
group. The resulting percentage is then applied to total

corporate income to determine the income appropriately attributed
to the state.
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(although a few states have their own version of a "foreign tax

credit").
Foreign dividends and foreign royalties likewise would be
fully excludable for the aforesaid reasons. However, certain

U.S. expenses, although deducted from (reducing) taxable income,
for example research and development expenses, may be partly
attributable to the excludable foreign income. In recognition of
this, the bill provides for only an 80% exclusion. Subsection
(¢c) of this section further clarifies that no further expense
attribution should be made

The second sentence of subdivision (b) clarifies that these
exclusions ~-- foreign dividends, foreign royalties and Sec. 78
dividends - apply only to payments received by members of an
affiliated group included in a combined Alaska return, from

related companies, defined as 50% owned.

AFFILIATED GROUP DEFINITION - Sec. 43.20.073.
Our bill includes the same corporations in the affiliated
group as the governor's bill. The only difference is the

exclusion from the group of "80/20" corporations.

80/20 corporations are corporations incorporated in the
U.S., but which conduct business primarily overseas. For
numerous non-tax reasons, such as foreign prohibitions against
incorporating, import restrictions, foreign exchange require-
ments, etc., many multi-nationals are forced to organize this way
in order to facilitate operating in certain foreign counties.

Clearly, the preference would be to establish foreign subsidiary
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corporations in these countries, in which case they would be
excluded from the water's edge. There is no reason to include
these essentially foreign corporations in the water's edge,
simply because of a method of operation imposed by foreign
requirements. There is no tax motivation for this type of
organization, and there should be no undue tax consequence
resulting from the necessity to operate in this manner

FOREIGN CORPORATION DEFINITION - Sec. 43.20.051.

As a result of the extending the water's edge method to U.S.

corporations, income received from foreign corporations requires
special treatment. Therefore, it becomes necessary to define
"foreign corporation.” Sec. 43.20.051 defines such a corporation

to be one "created or organized outside of the United States, the
District of Columbia, the commonwealth of Puerto Rico, or any
possession of the United States.”

All other provisions of our bill are identical to the

Governor's bill.
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My name is Sadanii (Chris) Wada, Senior Vice President of
Sony Corporation of America and | am also U.S. Advisor to
the Council for Better Investment in the U.S. of KEIDANREN.

KEIDANREN is a Japanese name for Japan Federation of Economic

Organizations. It is a private, non-profit economic organi-
zation representing virtually all branches of economic
activities in Japan. it is certainly a nation-wide body

with 1.20 association members and 92! corporate members as
of September 1988.

KEIDANREN has sent a series of investment-related missions to
various states since 1984, covering 23 states in the first
year, 16 states in 1986, 5 states in 1987 and Alaska and
Hawaii in September 1988,

Last September the 2!-member KEIDANREN investment study
mission to Alaska visited a number of places and had a number
of important meetings in the state. The meetings included
the state legislature leaderships, business leaderships

the Administration leaderships and reporters from media
world.

We were very much impressed by the beauty of Alaska and its
short distance from Japan. Its abundant natural resources
also impressed us. Even though the state lost competition
for 1994 winter Olympic site, the state is rich in sites for
skiing and other winter sports.

However, we were very much disappointed to learn that this
rich and beautiful state has the notorious worldwide wunitary
tax system. The British, Dutch and other European nations
united their efforts to appeal to the United States with
their strong opposition against this wunfair, unreasonable
and internationally-rejected tax system. Prime Minister
Margaret Thatcher repeatedly urged then president Ronald
Reagan of the U.S. to stop the practice of the unitary tax
on a worldwide basis.

We also found out the unfortunate nature of this worldwide
unitary tax system, that results in unfair double taxation

and in most onorous administrative burden that in most

cases do no give any justice in the final tax assessment

We thought this is very ironic for Alaska, because this
beautiful state was the first state to open its office in
Tokyo, Japan in order to invite our investments in the state,
but now it is the last state to eliminate it if it wants

to see its Tokyo office succeed in inviting Japanese investments

into the state.
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In 1984 the following 12 states had the worldwide wunitary

tax system. They were Alaska, California, Colorado, Florida,
ldaho, Indiana, M.*ssachusets, Montana, New Hampshire, North
Dakota, Oregon and Utah. All except Alaska changed their tax
system. The most important worldwide unitary tax state,

California with its largest tax exposure among the 12 states,
provided the water's edge choice by its state legislature

and the governor's signature in 1986. The governor of Cali-
fornia-did support their water's edge and signed it into the
law for their economic growth through greater international
investment particualarly in manufacturing. All of those states
that modified their tax system did so in the same thought as
California.

KEIDANREN, Sony and others from Japan, for greater investments

in Alaska are all pleased to see SB-119 before the state
legislature, and wish very much to support the passage of

the bill. We are very happy to know that Governor Cowper

took the initiative in this effort with the wide support

from the Alaska state legislature. The worldwide unitary

tax system penalizes investment. When one makes an investment
in manufacturing, it takes time in purchasing and, building

plant structures, machines, training workers, organizing plant
operations to be efficient, debugging machine operations and
also in securing and training material and parts suppliers.

It takes easily a few years before you can have real profit

on which you may pay income tax. Until you make profit, you
have nothing to pay tax out of. The notorious worldwide
unitary tax demands state tax payment out of global income
from other countries, through what, they call worldwide
combination of income. Income made in other countries is

of course taxed in each country. Why such income should be
subjected to another tax. We oppose such double taxation

After invited to invest and to contribute to the economic
activities and to the economic base, why one should be
penalized by such double taxation

Further, the worldwide unitary tax system requires combining

of properties, sales and payroll of the whole world, in order
to find out what percentage of the global income should be
attributed to a certain state. Prxces of one acre in the U.S.

and Japan are very different, particularly when the one acre
in Japan was bought three hundred years ago while the one in

tne U.S. was bought 1989, Those original book values of the
each acre, make no basis for apportioning global income. It
creates nothing but distortion. Sales in large and traditionally

established market and in unstable and risky market would of
course have different profit margin, therefore, such providing

no rational basis to allocate global income. Wage levels are
clearly known to be different country to country, once again
providing no reasonable basis for allocating global income.

In Japan, no-lay off means very mujh beyond some wage differences
and it can have important value. Country to country, fringe
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henefits are different, that include housing in some countries

where it could mean very much in value. Therefore, contribution
to income creation cannot be direct translation of wages or
salaries. There are in some cases, very important elements

that enables contribution by employees to the corporate income,
outside wages and salaries.

| am sure that state tax authorities are responsbhile to tax
corporations without allowing them to hide income and evade
due taxes. The Federal Government is very much responsible for
making sure that they tax right and not allow international

corporations to evade taxes. Their responsibilities may be
even far greater, the stake being much larger compared to state
level. The Federal tax authorities wuse "arm's length"™ method
to test any suspicious transactions. IRS Code 482 gives the
Secretary of Treasury such an authority to carry out their
responsibility to tax. Why cannot a state use the same test

rather than rely wupon the impossible worldwide unitary tax
system.

Exchange rates among nations that have been changing so much
not only over years but even within a year of twelve months.
What exchange rate to use? What justification is there for
choosing any exchange rate? What could have been the exchange
rate of the Japanese currency of three hundred years ago to
the U.S. dollar? Should we combine the result, whatever it
may be, with the value of any U.S. property bought this year?

Japan has made about $50 billion direct investment in the
United States so far. As we make trade surplus with the U.S.
we must get the money back to U.S. Unless wo do so, the
shortage of money in U.S. will drive the interest rate higher
and economic activities lower, Japan should invest such U.S
money in manufacturing industries, rather than national bonds,
considering productive and job-creating impact. Greater

manufacturing has tremendous ripple effects in economic
activities.

I am sure all the people in the world find Alaska beautiful

and exciting with her natural beauty. She is rich in resources
and attractive for recreational sports of different kinds

The KEIDANREN mission came and found this state very attractive
but when we learned that unfortunately this state still keeps
what we thought was something of the past, we were surprised
and disappointed, because the worldwide unitary tax means

a red flag for investment.

SB-119 eliminates the worldwide unitary tax from Alaska and
removes fear of unfare double taxation from investing in
Alaska. it ends the most cumbersome and onorous tax system.
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Once the notorious worldwide unitary tax is removed from
Alaska and the internationally accepted system is applied to

investors from U.K., Holland, Germany or any other country
certainly including Japan, | am sure Alaska is really ready
for any international investments. KEIDANREN will remove the

red flag from Alaska on the investment map.

I would like to express here my sincere appreciation for the
opportunity to communicate our opposition against the worldwide
unitary tax and our support to the Senate Bill SB-119.

Il would also like to express here my appreciation for the

January 25, 1989 opportunity to testify via telephone in
support of the same SB-119 before the Senates's Committee
on International Trade and Tourism wunder the chairmanship

of Senator Szymanski.



By: Don Lowell
Introduced: 01/12/89

RESOLUTION NO. 89-002 JND 1

A RESOLUTION REQUIRING SEPARATE ACCOUNTING

WHEREAS, the State of Alaska has lost hundreds of
millions of dollars since "separate accounting"” was repealed
in 1981; and

WHEREAS, "separate accounting" requires the oil
industry to pay taxes on profits made in Alaska; and

WHEREAS, "separate accounting” will give multi-
national corporations the incentive to do business in the
State of Alaska; and

WHEREAS, "separate accounting'l will help assure
the State of Alaska receives its fair share of oil revenue

profits.

NOW, THEREFORE, BE IT RESOLVED that the Fairbanks
North Star Borough Assembly urges the Governor and the
Legislature to reinstitute "separate accounting"” as the
method of corporate taxation in the State of Alaska.

BE IT FURTHER RESOLVED that copies of this
resolution shall be sent to the Honorable Steve Cowper,
Governor, State of Alaska and all members of the Interior
Delegation of the Alaska State Legislature.

PASSED AND APPROVED THIS DAY OF ,1989.

Presiding O fficer

ATTEST:

Clerk of the Assembly
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diy 25,1968

Mr. Akio Morita

Vice Chairman, Keidanrcn

Japan Federation of Economic Operations
1-9-4 Otemachi, Chiyoda-ku, Tokyo 100

Dear Mr. Morita:

I certainly welcome the formation of your council and
wish it great success in its endeavors. As you know, the
United States has a long history of enjoying the benefits of
foreign investment. For example, a significant portion of
the financing for railroad construction in our country in the
last century, a vital element in that period’s economic
expansion, was provided by foreigners. We know the positive
impacts from foreign direct investment are many, including:

- increased efficiency in the use ofcapital;

- transmission of new management techniques and

production methodologies;

- improved understanding of host and home countries’

economic systems and concerns; and

- strengthened economic relationships

It is important for both our countries, and for the world
generally, that the international climate for direct
investment flows be open. The United States has long
argued that increased openness on the part ofdeveloping
countries to direct investment could significantly improve
their economies.

However, sometimes concerns are expressed in both
home and host countries over potential negative
implications of such investments. In the United States, the
recent sharp increase in foreign direct investment inflows
has tended to heighten those feelings of concern in some
quarters. In my personal view, these fears are substantially
overblown. Organizations, like yours, aware of these
sensitivities, can be effective in minimizing the frictions
that may occasionally arise in connection with Japanese
business expansions in the United States. This would
certainly be an important achievement, and you have my

wholehearted support.

Sincerely,

M ike M ansfield

U.S. Ambassador to Japan

_3-



OBJECTIVES

The purpose of the CBIUS is fourfold:

- heighten the awareness of Japanese investing
firms about concerns of the hosting local
community and the nation.

- encourage and support the integration of the
investing firms into American society and the
local community.

- assist the member companies in their efforts to
cope with legal and administrative problems,
related to direct investment at state and federal
levels.

- help Japanese subsidiaries in gaining the support
of their headquarters and facilitate smoother
adaptation to the business environment in the
U.S.



ACTIVITIES

(1) MEETINGS

Meetings were held to discuss difficulties
encountered by Japanese subsidiaries, related to
management, recruiting, and others:

updates on recent trends in Japanese direct
investment in the U.S.

advice on how to interact in community
relations.

case studies of successful and unsuccessful
ventures to grasp ingredients for success and
reasons for failure.

comparative analyses of American and Japanese
lifestyles and living environments, including the
American educational system and potential areas
for adjustment, necessary for families moving to
the U.S.

enhancement of the awareness level as to the
diverse and multi-faceted nature of Ameiicar.
society, including minority issues among

Japanese investors.



() SEMINARS

The following are some seminars sponsored by the
CBIUS;
June 1988:
- “Investment Environment of the State of
New Mexico™
- “Investment Environment of the State of
California™
- “The Importance of Community Relation
Activities in the U.S.”
July 1988:
- “Harvard Seminar on International Management
and Investments™
August 1988:
- “The U.S./Japan Bilateral Session: A New Era in
Legal and Economic Relations™
October 1988:
- “Osaka Seminar on Community Relation
Activities in the U.S.”



(3) M1SSTONS

The CUIUS tent adelegation to Alaska and | lawaii
in September 1988 to investigate the investment
environment and learn the realities of doing business
there. A series of investment-related missions were
also sent by Keidanren to various states beginning
four years ago, covering 23 states in 1984,16 stales in
1986, and live states last year.

The delegations were sent to learn from and
exchange views with members of the federal
government and state legislature, mayors, leaders of
the states and municipalities, business communities
and Japanese companies operating in the U.S.

(5) SURVEYS

We survey our member companies regarding the
nature of their business and investment, locations,
scale, goals and problems.

By studying actual cases, we strive to follow up the
activities and efforts of our member firms and probe
into the diverse difficulties they face. In this way, we
can assist them in concrete ways, rather than merely
pursuing abstract aspirations.

(4) NEWSLETTERS

The CBIUS newsletters update our member
companies on our activities and future programs,
featuring articles on topics of common concerns,
including:

U.S. legislation and regulatory developments
related to foreign direct investment.

- Summaries on meetings with visiting U.S.
officials, lawyers, and consultants focusing on
advice to problems and their possible solutions.

- Articles by and summaries on interviews with
business leaders and government officials of
lapan on U.S.-Japan investment relations.

We are also planning to introduce specific examples

of community activities by our member companies so
that others can learn and follow.



OFFICIALS

Chairman: Akio Morita

Vice Chairman, Keidanren

Chairman and Chief Executive Officer

Sony Corporation

Advisor: Eishiro Saito
Chairman, Keidanren

Director and Honorary Chairman

Nippon Steel Corporation

Acting Chairman: Yoh Kurosawa
Deputy President
The Industrial Bank of Japan, Ltd.

Treasurer: Tetsuya Horie
Deputy President
The Long-Term Credit Bank of Japan, Ltd.

U.S. Advisor: Sadami (Chris; Wada
Senior Vice President

Sony Corporation of America

Secretariat: Katsuhiro Fujiwara
(Keidanren) Director

International Economic Affairs Dept.

Yoshio Nakamura
Senior Assistant Director

International Econom ic Affairs Dept.

Atsushi Yamakoshi
Staff Econom ist

International Econom ic Affairs Dept.



TOTAL MEMBERSHIP:

245 corporations (as of November 15,1988)

STEERING COMMITTEE MEMBERS

Akio Morita Chairman, CBIUS Toshio Yamazaki Corporate Advisor, Mitsubishi

Corporation

Yoh Kurosawa Acting Chairman, CBIUS
Yasunari Ohta Vice President, Mitsubishi
Sciki Tozaki Counselor, C. Itoh & Co., Ltd. Real Estate Co., Ltd.
. . . Eiichi Hori i i i i
Yoshitoki Chino Chairman, Daiwa Securities Managing Director, Mitsui &
Co., Ltd. Co., Ltd.
Yusaku Onaga Executive Director, Fujitsu Shozo Shimizu Executive Vice President
Limited N EC Corporation
L Masaru Shidara Senior Managing Director
Masataka Nishi Executive Vice President & 9ing

Director, Hitachi, Ltd. Nippon Life Insurance Co.

Ltd.
Hideo Sugiura Advisor, Honda Motor Co.,
Ltd. Tetsuo Arakawa Executive Vice President
Nissan Motor Co., Ltd.
Shoichi Ohori Managing Director, Kajima

Corporation Yoshihiko Wakumoto Vice President & Deputy

Group Executive, Corporate

Yuzaburo Mogi Managing Director, Kikkoman International StaffGroup,
Corporation Toshiba Corporation
Asa Jonishi Statutory Auditor, Kyocera A .
Ken-ichi Kato Director, Toyota Motor

Corporation .
Corporation

Tetsuya Horie Deputy President o . ) . .
Seijiro Nishizaki Senior Managing Director

The Long-Term Credit Bank .
Yoshida Kogyo K.K.

oflJapan, Ltd.



Organizations) is a private, non-profit economic

economic activities in Japan. Keidanren, maintaining dose

abroad, endeavors not only to find practical solutions to

around the world.

Through (he. merger ofseveral economic and industi
.organizations active since prewar days, Keidanren was
established in August 1946:. "

Since then,'Keidanren has grown into a nation-wide
body with-120.association members and 921'corporate,

rhembers, aS of September 1988. .
The Keidanren is headed by internationally--

ends mentioned above.
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Keidanren Bldg.,l-94 Otemachi
Chiyoda-Ku, Tokyo 100, Japan
Phone: (03) 279-1411
Fax; (033 279-1838
Telex: 2223188 KDRTOK J

Printed in Japan
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ICl Americas Inc.

Law Department

March 6, 1989 )
General Section

Wilmington
Delaware 19897

Telephone (302) 575-3000

Gregg K. Erickson
Fax (3C2) 575-2952

Senior Economist
Office of the Governor
Division of Policy

Box AD, Juneau, Alaska
99811-0164

BY FACSIMILE (907) 465-3767

Senate Bill 119

Thank you for your letter of 4 March respecting the spreadsheet issue in the
subject bill.

The view expressed last Monday was intended to call attention to a potentially
troublesome problem. As you may know, remedial legislation was required 1in
California after 18 months to correct the original spreadsheet provisions. To
be sure, the California legislation was more detailed and the implementing
regulations promised to be far more onerous than anything suggested in your
letter. It is regretted if OFTII116 testimony gave the impression that removal
of the spread sheet provision was a sina quo non of support for SB 119.

Needless to say, all businessmen would like to make life as easy for them—

selves as possible and OFTII members are no exception. We do support the
Bill, however, and welcome your suggestion of removing the reference to the
spreadsheet. This seems an eminently satisfactory solution to the legislative

problem. We ask that OFTIlI and others be given the opportunity to comment on
any spreadsheet regulations proposed by the Department of Revenue under A.S

43.20.

Your courtesy in inviting our further response to this 1issue is appreciated.
If you feel that further discussion would be useful, please call (302)

575-37;

J. M. Carter
Senior Tax Counsel

0306S9VAB101

,.ncniwe & C Gosp
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You should alsp be aware that the domestic_disclosure spreadshee
|tse(!s stil tro brso e_item.  The schec[ulesp ropose

1S a
by California, ‘daho an o¥t D%kota all require _Inordinate
unt information much of which 1S rg%etltlve and irrelevant.
wouyld, therefore, vor .the spreadsheet . bein '”B|ted {0
?. disclosure 0 onl¥ that = inform tlop reladlly available. from
1 state Qtdax returns such as tax,  liability, factors |nc$me
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Sincerely,

SEARS, ROEBBUIK A\D (O
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Office ofthe Governor
Division of Policy
[ February 1989

Summary & Sectional Analysis

L, SB19
. Le |sIat|So.n.to Modn‘y
Unitary Tax Provisions In Alaska Lav/

This bill is designed to resolve objections by foreign
business interests to Alaska®"s unitary corporate income tax.
The bill disturbs the state"s existing taxing arrangements as
little as possible, consistent with the goal of removing the
objectionable unitary provisions. O0il and gas taxpayers are
not affected.

The legislation establishes a water"s edge taxing regime
for an affiliated corporate group, but ifand only if the group
isheaded by a foreign parent corporation. The foreign parent
corporation is not required toreport, only the subsidiaries
doing business in the U.S. Water"s edge filing isnot
extended to foreign corporations that directly do business in
Alaska.

Firms filing a water"s edge report must provide a domestic
disclosure spreadsheet verifying consistency among returns
filed in different U.S. states. Income earned within the U.S.
would still be subject to apportionment among the states.
Firms using the water®s edge reporting method may be
required to provide data needed to audit their Alaska returns.

The fiscal note estimates that an annual revenue loss of

$60,000 would result from this legislation.



SB 119, Summary and Sectional Analysis, page 2

*Section 1 states that the purpose of the bill is to promote

trade and investment opportunities.

*Section 2 amends the the Alaska [corporate] net income
tax, AS 43.20, to require water"s edge combined reporting
for taxpayer corporations with foreign parents. The return is
required to combine all elements and subsidiaries of the
unitary business incorporated or doing business in the U.S.,
as well as certain special kinds of international corporations

formed to reduce tax liability.

*Section 3 gives the bill retroactive application to tax

years beginning after the last day of 1988.

*Section 4 provides for an immediate effective date.



SHATE JARVL January 17, 113

INTRODUCTION AND REFERENCE Or SENATE BILLS

fULUI

SENATE BILL NO, 119 by tha Rules Coulttm by request of tha
Covsrnor, entitled)

"An Act relating to required reporting method# for
corporata Income taxaa owed by member* of cn
afflllatad group whoaa coaaon parent la a
corporation ~Incorporated outalda tha United
Stataai and providing for an airaotlva data,"

vaa read tha flret tlac and referred to tha Renata Special
Coaalttee on International Trada and Tourlaa, tha Judiciary

Coaalttee, tha Resources Coaalttee and tha Finance
Coaalttee.

Flacal nota publlahed today fro* Department of Ravenua.
Saro flacal nota Fubllshed today fro* Department of Coaaercs
and Bconoalo Davalopaant.

Oovamor"e tranaalttal latter dated January 16i

Dear Senator Kelly)

Under_the authority of art. Ill, aso. IS, of tha Alaska
Constitution, 1 a* transmitting a bill relating to tha
methods of corporate incoxa tax reporting for certain
taxpayer*.  This bill requires that corporations that are
members of affiliated group* ovned by forelgp corporate
parent* file returns baaad on tha '"water"s edge’ aathod,
Instead of tha "worldwide™ method of tax accounting. The
"water®"s edge" aathod 1is a taxing aathod that taka* into
ooruilderation onlg the doaeetia activities of foreign
corporations and does not consider Incona fro* their non-
Aaorican operations.

The "worldwide” nathod of tax accounting has many virtues,
but It is |ntpnsely disliked by aost potential” investors
overseas. Virtually every other state that used the
"worldwide" aathod has repealed it in recant _years in order
to increase invastaent and trad* opportunities. There is
siaply no reason why Alaska should keep this barrier. to
invastaent on the books when other states have repealed it.

The next century, it le_said, will be tha era of the Pacific
Rim. Alaska is strategically placed to Bart|C|pate tully In
the boo»Ing econoaies of the region. | believe that we must

January 17, 19(» SEVATE JARWL
fIJLILIILAQiltifl

take every St%%_pOSS]ble to enoourag* trade and inv*at«ent
In Alaska. _This bill will raaov* a Major psychological
barrier to investment in the state while having only a
minimal fleoal impact. | urge your prompt and Tfavorable
consideration of this bill.

129

Blnoerely,

6Eév# Covper
Qovsmor

an 12Q

SENATE BILL NO. 120 by the Lebor and Co**eros Coaalttee,
entitled)

"An Aot extending the_termination date of the
Alaske Publio “Utilities Coaalselon; and
providing for an effaotlve data,”

was read tha flret time end referred to tha Labor and
Coaaeroe Coaalttee and the Flnanoo Coaalttee,

AB 121
SENATE BILL NO. 121 by Senator Xerttula, entitled)

"An Aot relating to oondltiona of eoholarehip
loan*; and providing for an effaotiva date."

waa reed the flret tiae_and referred to the Health,
Education and Social Services coaalttee and the rinance
Coaalttee.

SE U2

SENATE BILL HO. 122 by Senators Bturgulswskl, Rodsy snd
Zhsroff, entitled)

"An Act authorising treatment of a alnor who
ajeuaas hatardoua volatile aateriale or
sMbetanoes a* a child in naad of aid."

was read the firat tiaa and referred to the Health,
Education and Boolal Service* Coaalttee.
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Prepared fey: John Larson and
Steve Kettel

Alaska Department of Revenue
November 18, 1981

Fiscal Note Analysis: Legislation Affecting Alaskan Corporate Taxpayers
with Foreign Parent Corporations

The proposed legislation would require corporate Income taxpayers with
foreign parents to file on a water's ed?e combined basis beginning In
calendar year 1989. The legislation would not affect taxpayers who
currently file under AS 43.20.072 (011 and Gas Producers and Pipelines).
Nor would 1t affect Alaska corporations which do not have foreign
operations. The total number of taxpayers affected and the total tax
ltability of these taxpayers are small.

In order to derive an estimate of the possible revenue Impact of this
proposed legislation the Department analyzed tax returns filed for the
most recent tax year available - 1986. For tax year 1986 staff
Identified the tax returns of taxpayers with forelgin parents. This
methodology was designed to determine the potential revenue Impact from
only those taxF;]Jayers currently operating In Alaska. The Department did
not estimate the potential revenue Impact of Incremental business
activity 1In Alaska by corFor_ations with foreign parents which may be
Induced by this proposed legislation.

8ased on an analysis of the taxpayers which were ldentified as possibly
being affected by the proposed Ieﬂlslatlon, the maximum tax liability
decrease for tax year 1986 would have been no greater than >60,000.



Excerpt from Govemor Cowper's State of the State address,
January 20, 1987

..The key to the new Alaska economy is marketing for our commodities,
for our products, for our services...

With that overall goal in mind, my administration will ask you to adopt
the following proposals for the permanent recovery of the Alaskan
economy...

5. Repeal the unitary tax on multinational corporations, replacing

the lost revenue through other means. The unitary tax was adopted as
ameans of making sure that expenses connected with drilling in
Indonesia weren't deducted from Alaska tax retumns. Its benefits are
now outweighed by its disadvantages. Foreign investors are reluctant
to locate in stales which have a unitary tax because of the fear that
those states might tax income earned elsewhere. A less threatening
tax structure will make Alaska more attractive to those investors.



Under a system of
unitary taxation, a state
government bases a
corporation's income
tax liability noton the
earnings of the corpo-
ration's local sub-
sidiaries but on earn-
ings worldwide. Even
if the subsidiary is los-
ing money. It may be
allocated some tax,
based on the profitable
performance of the
corporation elsewhere.
The author attacks this
system as unfair and
ineffective, causing
double taxation, misal-
location of resources,
and various procedural
difficulties. He also of-
fers an alternative, the
"water’s-edge" ap-
proach, which would
exclude income out-
side the U.S. from taxa-
tion by a state. Al-
though not a perfect so-
lution, the author ad-
vocates this as a means
of eliminating the
worst problems of
unitary taxaticn. Ed.

Sloan Mi/ugtmtnl Revitw

SMR Forum:

Winter IMS SI

A Japanese Perspective— Is Worldwide

Unitary Taxatlo

Mitsuru Misawa

Japan's direct investment in the United
States is increasing steadily, having reached
a balance of S3 billion at the end of 1982
(which is equal to 36 percent of Japan's total
investment worldwide). However, the future
of this trend is now clouded by the system of
a worldwide wunitary taxation adopted by
California and twelve other states.1 Under
unitary taxation, a state government deter-
mines a corporation’s consolidated income
worldwide and allocates its local subsidiary
apro rata income assessed on the evaluation
of laborcompensation. local assets, and sales
proceeds. The validity of this method isopen
to question.

During his November 1983.visit to Japan,
President Reagan was reminded of this prob-
lem by Prime Minister Nakasone.1Although
the U.S. government is now looking into the
matter, Japan's leading businesses are very
much concerned about the outcome.

This past June, Keidanren (The Japanese
Federation of Economic Organizations) dis-
patched a high-level unitary tax survey mis-
sion to the United States. Representatives
from some twenty leading businessesl vis-
ited a total of twenty-four states, including
several where unitary taxation is applied.4
The purpose of this mission was to meet
with government authorities (including gov-
ernors) and encourage them to either abolish
or not adopt unitary taxation. In this paper. |
will attempt to summarize the problems that
unitary taxation has created for Japanese
corporations and then explore possible solu-
tions.*

The Consequences of Unitary Taxation on
Japanese Corporations

Several Japanese corporations with sub-
sidiaries in California have encountered
large state tax liabilities despite their lim -

alr?

Industrial Bank of Japan, Ltd.

This
prevails even when a subsidiary is perform -
ing poorly in California.* A newly estab-
lished subsidiary is rarely profitable as debt
service and amortization costs are particu-
larly heavy in the initial years. Yet. even new
firms are liable to taxation because of the
performance of already well-established par-
ent companies.

For example, Kyocera Corporation, a rep-
resentative Japanese high-technology firm,
paid a total of $18 miillion
come tax to the

ited sales within the state. situation

in corporate in-
Revenue Service
over twelve years from 1972 through 1983.7
In this period, the corporation paid S3.5 mil-
lion to the state of California on a net in-
come of $22 million. However, with the im -
position of unitary taxation, tax liabilities
were recalculated to include corporate in-
come earned throughout the world. Thus,
the state levied an additional amount of S21
million inclusive of interest accrued during
an alleged delay in payment. Altogether, the
state tax paid exceeded net income. In this
case, the grievance against unitary taxation
on the part of Kyocera Corporation appears
to be justified.*

Given these circumstances. Kyocera has
suspended its plan to enlarge its plant in San
Diego, California. Instead, the firm may con-
sider relocating to the state of Washington,
which does not impose unitary taxation.

Another well-known electronics
NEC,9 has also suspended additional in-
vestment in California and is tentatively
planning to invest in an optical fiber tele-
communications plant in Oregon, where
unitary taxation is expected to be abolished
shortly.10

Internal

firm.

The Background ofUnitary Taxation
The system of worldwide unitary taxation
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represents an attempt to replenish treasuries
in several states that are troubled with reve-
southern
where

states such as
a balanced

nue shortfalls. In
Georgia and Kentucky,
budget s
quirement, unitary taxation has never been
proposed, and their governors have dis-
claimed any intention to introduce it in the

a mandatory constitutional re-

future.”

A number the
other hand, are adamantly demanding en-
forcement of unitary taxation to prevent big
business from getting away with paying lit-
tle taxes. Thus, state governments might ex-
perience considerable opposition if they
withdraw their commitment to unitary taxa-
instance,
first have to secure an alternative source
of revenues and then convince consumer
groups that the tax burden would be equita-
bly shared.

In arecentruling, the U.S. Supreme Court
upheld the constitutionality of unitary tax-
ation."™ In this particular case, the corpo-
ration, which is incorporated in Delaware
and doing business in California, and its
overseas subsidiaries constituted a "unitary
business.” The "formula apportionment"”
method used by California did not violate
the requirement of fair apportionment im-
posed by the due process clause of the U.S.
Constitution.™ Application of the unitary
business and formula apportionment meth-
od to overseas subsidiaries did not violate
the Foreign Commerce Clause of the U.S.
Constitution.

of consumer groups, on

tion." For a government would

The Arm's-Length Approach

The litigant corporation had undertaken an
alternative approach called the "arm's-
length"™ approach, obeying the laws and rel-
evant tax treaties of the U.S. federal govern-
ment and other national governments under
whose jurisdiction the corporation operates
subsidiaries. By employing the arm's-length
approach, a government imposes taxes only

on incomes earned within its jurisdiction — .

provided that within a group of affiliated
firms, each firm is legally treated as an inde-
pendent entity and that the firms transact

with one another on an arm’S’length basis
This ruling, however, leaves the question of
foreign parent companies that are operating
in the U.S. through U.S. subsidiaries unre-
solved. It seems worthwhile, therefore, for a
Japanese firm like Kyocera to contest this

point in court.

Problems for Japanese Corporations

The problems that Japanese corporations en-
counter with unitary taxation are listed be-
low.

1. Tax Jurisdiction. Tax jurisdiction is con-
sidered to be counterbalanced by the benefits
and protection provided by the authorities to
the taxpayers also under their jurisdiction.
Logically, therefore, tax jurisdictions cannot
impqund incomes accruing to the parly out-
side the tax jurisdiction of the taxing author-
ity. This is widely accepted as an interna-
tional practice based on justice ?nd equity. It
is probably right to infer, therefore, that sev-
eral states in the United Slates may not law-
fully impose a tax on the foreign-based in-
comes of foreign corporations.

Although it is true that agroup of affiliate
firms is interdependent, and the total income
of the group represents the fruit of its global
activities straddling jurisdictional borders,
the method of aggregating worldwide
come and then apportioning the total to geo-
graphical jurisdictions in accordance with
mere business indices is too mechanical to
do justice to the complexities of actual busi-
ness. This point is plain enough in the case
of a Japanese corporation, with a U.S. sub-
sidiary, that is gaining profits from the oper-
ations of its Southeast Asian and West Euro-
pean subsidiaries. Hera, there is normally
only a remote possibility for the U.S. sub-
sidiary to contribute anything to the overall
profits derived from the Asian or the West
European operation. The system of unitary
taxation requires, even in this case, the al-
lotment of state lax based on the Asian or the
West European operation.

in-

2. Conflicting Taxation Principles. Both the
United States and Japan use the arm’s-length
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approach in and thus it may be
considered the internationally accepted ap-
proach. However,

states in pursuing unitary taxation creates a

taxation,

the action of some U.S.

complex situation for multinational corpora-
tions that have to deal with two differing
taxation principles.

The arm's-length approach cannot cope
with tax evasion effected through
pricing within a group of affiliates. In such

transfer

cases, the tax revenue of the taxing au-
thorities would perhaps suffer a decrease.
However, the U.S. and Japan have no appre-
ciable differences in the rates of corporate
income taxes, and no merits existin manipu-

lative transfer pricing.*5 m

3, Conceptual and Procedural Ambiguities.
Conceptually and procedurally, the system
of worldwide unitary taxation involves am-
biguities, and there is no assurance that the
relevant taxing authorities will not adopt an
arbitrary stand. To assess the global aggre-
gate income of an affiliate group, the three
indices — assets, labor compensation, and
sales proceeds — considered of equal
weight. This erroneous assumption is too
simplistic to do justice to the complex man-
agement of a multinational corporation.

are

When a Japanese subsidiary constructs a
new factory in the U.S., the required
must ba purchased at the current price,
which isentered on the subsidiary's books as
the book value. The parent firm’s land hold-
ings in Japan, on the other hand,
corded at their historical value. This use of
asset values inflates the amount of tax
liabilities in the United States.

site

are re-

4. Double Taxation. The corporate income of
amultinational group is now subject to taxa-

tion in either the country of operation or
residence. Worldwide unitary taxation —
imposing tax liabilities on the foreign in-

come of foreign corporations taxed already
under arm’s-length taxation — thus entails
double taxation.

For example, a Japanese subsidiary in the
United States owes tax liabilities to ths state
government, although, from the viewpointof

Wini«r 1915 5]

the Japanese parent, tax is being levied on
part of the parent's income. The parent can-
not claim a tax deduction under Japanese
law because the amount in question is levied
on its U.S. subsidiary, not ofi the parent it-
self. State and local taxes are not covered by
*he Japan-U.S. tax treaty because the U.S.
federal government has no power over them.
For this reason, Japanese corporations can-
not expect relief from the ad hoc consuita-
tion procedure set forth in the treaty.

An Alternative: The Water's-Edge Approach
The v/ater’'s-edge approach to resolving the
issue of unitary taxation, which has been
advocated by a competent task force in the
Treasury Department, appears to be a con-
structive proposal.14 This approach recom-
mends that income earned outside the U S
by a multinational group should be included
in the income aggregation only if a number
of conditions, which are de-cribed below,
exist. Thus, the unitary taxation of incomes
from interstate business activities would still
remain a problem, but its international ap-
plication would be theoretically eliminated
in many cases.

Even so, there is a catch to this proposal.
A wide range of corporations based outside
the U.S. would continue to be subject to
worldwide aggregation of These
woi”J include all corporations by which the
average of the three indices for a foreign-
based corporation amounted to more than 20
percent of the corporate activities (in terms
of wages/salaries paid, assets held, and sales
registered) to have originated in the United
States. Global income assessment would also
be applied if either wagesJsalaries paid in the
U.S., or assets held in the U.S.. or sales in the
U.S. exceeded $10 million. These provisos

income.

would effectively make most Japanese cor-
porations subject to unitary taxation. Fur-
ther, the same report demands wide-ranging
financial disclosure by foreign-based corpo-
which might conceivably
inordinately large costs.

The range of disclosure includes: (I) sub-

rations. involve

mission to the state tax authorities of tax-

related information concerning the parent



The Keidanren Croup
(Japanese Federation of
Economic Organizations)
llcompoied of the load-
ing business executive* In
]<pa:,, end operates much
like The Bunnies Round-
table in the United Stiles.
Maintaining dote contact
with various economic
sectors in Japan and
abroad. Keidanren en-
deavors not ooly to find
practical solutions loeco;
nomic problems but alio
contributes to the sound
development of the eco-
nomies of Japan and other
countries.

3R Forum

firm; (2) the summarized listing of the
amount of taxes paid to each state; and
(3) oral explanation in response to a sum -

mons from the state tax authorities. To rein-
legal obligation to respond to
summonses, foreign-based firms must de-
posit a certain amount of money with the
authorities. Accordingly, the firms that fail
to meet fully these conditions of disclosure
would be subject to worldwide unitary taxa-
tion.

This sort of disclosure requirement is not
unjustifiable because the assessment of tax
on multinational business activities presup-
poses aknowledge ofintragroup dealings, in
practice, however, several problems could
arise. As a separate legal entity, the foreign
parent firm of a U.S. subsidiary is not en-
tirely free to furnish the kind of information
required by this proposed approach. It
should also be remembered that different
states employ different taxation principles
and procedures. The synopsis listing of tax
payments to each and every state is, there-

force the
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ing fully appraised the adverse effects of
unitary taxation on direct investment in the
United States, | would like to see
bodies take the constructive steps
sary to create more jobs and encourage eco-
nomic prosperity within their states. This is
the scenario most Japanese corporations

those
neces-

strongly hope to see.

3.000 Japanese corporations investing in the U.S are
based in California. This state raises an annual revenue
of about StOO million by — and appears firmly
committed to — unitary taxation, according to the
Nihon Keizai Shimbun (3 July 1984, p. 4).

5

| am solely responsible for the views herein expressed,
which do not necessarily agree with the official
standpoints of either the Federation of Economic
Organizations or the Industrial Bank of Japan.

6

Apart from afew exceptions, most Japanese subsidiaries
In California do not In fact perform better than their
parents.

7

Kyocera is a pioneer in ceramic 1Cpackages. li controls
70 percent of the world market for these products. Sales
in 1983 was ¥133,230 miillion.

S
In June 1984. Kyocera deposited $21 million requested
with the judicial authorities and embarked on litigation



against the st*l( government. See the Nihon Kelzai
Shimbun. 28 June 1984, p. 8.

NEC Isi maJor maker of telecommunications
equipment, electronic computers, and semiconductors.
In the production of semiconductors, NEC is number 2
in the world. Its total sales in 1903 were V t,253,583
million.,

10

In June 1984. the Keidanren mission met the governor of
Oregon, who reconfirmed his commitment to the
abolition of unitary taxation. This commitment has been
put in writing by the governor and also by several
leading members of the state legislature.

n

On this point, the Keidanren mission was very much
concerned, and, In its meetings with Governors Harris
of Georgia end Collins of Kentucky In June 1984, the
mission sounded out their Intentions. The governors
disclaimed any Intention to Impose unitary taxation.

12

Following the visit of the Keidanren mission, It seems

that some efforts have been made In the direction of the
abolition of unitary taxation In California. On the other
hand, It Is widely acknowledged that Its total abolition

cannot readily be attain'd. Sentiments .n the stale
legislature seem to oppose any concessions to big
business at slime when the state is unable to increase
the salaries of underpaid schoolteachers See Nihon
Keirai Shimbun. 3 July 1984. p. 6.

13
See Container Corporation of America v. Franchise Ta <
Board [June 27,1983).

14
See the Constitution of the United Slates, Article I.
Section 8.

15

According to the Ministry of Finance of Japan, the
effective rate of corporate taxation Is 51.18 percent in
the U.S. and 51.55 percent in Japan. If anything,
exclusive submission to’ U.S. jurisdiction would be
slightly advantageous for a multinational enterprise.

16

A task force of the Department of the Treasury
submitted its report on May 1,1984, to aworking group
chaired by the Secretary of the Treasury. The second and
third proposals contained in this report advocate the
water’s-edge approach. Unitary taxation is a prerogative
of the various states and the federal government has.
therefore, no veto power in this matter.



Walk Softly or Carry a Big Carrot

Alaska's one of only three states that still tax corporations
on the basis ofworldwide earnings. If the state doesn't
want its resources to walk softly in world markets forever,
the worldwide reporting requirement may be one ofthe
first big sticks it must drop to attractforeign investment
in resource development.

By Paul Laird

T

[9 ISTEN. Hear it? No? It's the

m ithundering silence of Alas-

— -Jka's enormous resource and
development potential walking softly
and carrying a big stick in the interna-
tional marketplace. So softly, in fact,
that many foreign investors haven't
been paying much attention.

Truth is, it never seemed to matter
much what foreign investors thought
about the big stick routine-you know,
limited infrastructure and access to
remote areas: high labor, construction
and real estate costs, and an inhospita-
ble climate. Weather-wise a0 tax-wise.
Love usor leave usalone. Until recently,
anyhow. With the steady stream of oil
dollars flowing into an Alaskan econ-
omy we all knew had outlived the days
of boom and bust (say hallelujah!), who
had time to listen to those nattering
nabobsofnegativism preaching diversi-
fication or doom?

“The oil boom made us fat. dumb
and happy," says Anchorage attorney
Robert Breeze, who's been active in
international affairs and is a director of
the Alaska-Korea Business Council.
“Now that it's over, we're starved, more
astute and unhappy.”

Cheerup. Alaska may have tocarry a
big carrot instead of a stick if it doesn't
want to walk softly in the international
arena forever, but the first step toward
creating a more favorable foreign in-
vestment climate could turn out to be
erelatively painlessyet symbolically sig-
nificant: repealing the worldwide com -
bined reporting requirement in the
state's unitary tax and replacing it with
a water's edge approach.

“Going to a water's edge approach
alone won't bring more foreign capital
into the state,”" says one foreign trade
expert. “Taxes are just part of the pack-
ageofwhatgoesintoadecision to invest
in a project. But the worldwide report-
ing requirement is a major stumbling
block. The Japanese and Koreans have
as much as told other states that if they
have a worldwide unitary tax, they
won’t invest there unless it’s absolutely
necessary.”

Adds Dan Dixon, director of interna-
tional affairs in the Alaska Department
of Commerce Economic Develop-
ment, "The tax structure alone gener-
ally doesn't inhibit investment, because
a fair and consistent system can be
worked into profit-and-loss projections.
But the tax system in Alaska isconfus-
ing and inherently unfair.

“It sends out a signal of greed, and
most of the United States has realized
worldwide combined reporting is stu-
pid. It puts us ina rather lonely position
when it comes to attracting foreign



investment, and when were already not
competitive in a lot of ways, why add in
an onerous tax that doesn't do us any
good? We can no longer presume that
ioreign investors will come here to
develop our resources just because we
have them. We have to realize we're
competing on a global basis with other
countries that have the same things."

Unitary taxation is based on the
premise that various parts ofacorpora-
tion engaged in related business activi-
ties-divisions, subsidiaries, plants,
etc.-contribute equally to produce a
single profit or loss. Its goal: to assure
that each jurisdiction gets its "fair
share" of corporate income when levy-
ing taxes.

Unitary tax is determined by calcu-
lating the percentage of a company's
total business conducted in a given tax-
ing jurisdiction and multiplying its total
earning; by that percentage. Assets,
sales and payroll commonly are used to
determine that percentage. Advantage:
The company can't structure its ac-
counting so losses will be weighted
toward activities in high-tax jurisdic-
tions while profits are shifted to opera-
tions in low-tax states or countries.

If a widget company earns $100.000
by extracting raw materials in Alaska,
manufacturing them in Taiwan and
operating its sales division out of Wash-
ington. and if 25 percent of the compa-

.investments

activities only, and if <upercent of the
company's U.S. assets, salesand payroll
are in Alaska. A!. i corporate tax
would be based on a 830,000 profit.

Objections to the worldwide report-
ing method:

eIt results in double taxation of
profits from foreign operations.

eIt adds an immense administrative
burden by requiring multinational cor-
porations to keep multiple sets of books
and to translate all activities into En-
glish and U.S. dollars.

At least in Alaska, enforcement is
said to be inconsistent.

eIt dilutes early-vear tax losses for
in capital-intensive proj-
ects and slows returns.

eThe constitutionality of taxing
overseas earnings of foreign-based
multinationals has never been upheld
by ihe U.S. Supreme Court.

eIt's perceived by many foreign cor-
porations and governments to be an
invasion of privacy.

Concludes a January 1985 study of
Korean interests in Alaska for tlien-
House Speaker Joe Hayes. "The as-
sumption underlying unitary tax-that
a dollar of property, payroll and sales
yields the same income wherever it may
be-is patently false with respect to
multinational corporations. The result
is tremendous distortion and regular
overallocation of the U.S. income of

Worldwide Combined Reporting Method

Alaska Sales
Worldwide Sales

Alaska Assets
Worldwic/e Assets

Alaska Payroll
Worldwide Payroll

Waters Edge Reporting Method

Alaska Sales
U.S. Sales

Separate Accounting

Alaska Sales -

ny’s sales, assets and payroll are in
Alaska, its corporate tax liability in
Alaska is baseu on a S25.000 profit.
that's WOrldwide combined reporting.
with a Water's edge approach, only
U.S. widget activities would be used in
calculating state tax liability. Fair mar-
ket value would be used to determine
the value of raw materials extracted in
Alaska and "sold" to the manufacturing
division in Taiwan and the value of
finished widgets shipped from Taiwan
to be sold out of Washington. If the
corporation earns 850.000 from U.S.

Alaska Assets
U.S. Assets

Alaska Expenses

Alaska Payroll
U.S. Payroll

= Income subject to Alaska corporation tax

multinational corporations.

"decause non-U.S.-based companies
likely carry on a greater proportion of
their business outside the U.S. than
U.S.-based companies, the systematic
overtaxation they suffer iscorrespond-
ingly greater. These burdens may seri-
ously discourage Korean investment in
unitary states, i.e.. Alaska ..."

As recently as two years ago. 23
states had unitary tax systems with
worldwide reporting requirements.
Now: three. The oiner two: North
Dakota and Montana. The most recent

domino to tumble was C.ililm inn. mice
the bastion of worldwide uiiiinrv taxa-
tion. Beginning Jan. 1 mtiltinu;io::al-
operating in California will haw the
option (-l slicking with the existing -
tent ot worldwide reporting or pa;

an annual lee based on California p.c. «
roll, property and income to switch m .i
water's edge .approach.

"California was literally losing for-
eign business investment to states with-
out worldwide- reporting." says Ken
Hausen, a partner in the Sacramet::*>
office of Peat Marwick Mitchell «
Co. "The Japanese were saying they
wouldn't invest any more in Californiaif
the worldwide requirement weren't
changed, and right alter the vote hG
change the system. Sony announced ::
would substantially increase its invest-
ment in the state.”

According to one report. Sony ex-
pects its California tax bill to drop by;.
third when the new system takes e::ec:
next year. One Japanese firm relocated
to Washington when its California cor-
porate tax actually exceeded its net
income from operations in the state.
While there's still resistance to some
provisions of California's tax bill, for-
eign investors and governments for the
most part seem to feel appeased.

Even with worldwide reporting, the
state hascaptured more than 40 percent
ofall Japanese investment in the United

Income
Worldwide subject
Earnings to Alaska
corporate tax
Income
u.s. subject
Earnings to Alaska

corporate tax

States. Donald Fitzgerald, partner in
charge of tax work in the Los Angeles
law firm Manatt. Phelps, Rothen berg.
Tunnev Phillips, notes foreign inves-
tors are reluctant to blackball a market
as lucrative as California's on the bas-s
of tax structure. That's why California
has been able to impose an election fee
to switch to water's edge reporting,
while other states have dropped world-
wide reporting with few or no strings
attached.

California figures it will
than 8100 million in state

crggi -\ -in-

lose less
revetuus



W ater’'s edge and the
foreign dividend dilemma

Separate accounting? L'ni-
tarv taxation with combined world-
wide reporting? Unitary tax with the
water's edge approach?

Did you reaﬁythink any issue hav-
ing to do with taxes was going to be
as simple as choosing (a), (b) or (¢)?
Think again.

Once a state's chosen the water's
edge approach, the tun has just
begun. One of the thorniest issues
for states that have made the switch
is how or whether to tax dividends
paid to U.S.-based multinationals by
foreign subsidiaries.

The dilemma:

Do you exclude foreign dividends
from water's edge taxes and give
multinational corporations-U.S.-
dNd foreign-based-a competitive
edge over purely domestic corpora-
tions engaged in the same business?
And conceivably encourage U.S.
multinationals to invest outside the
United States? (lllinois did.)

\l Wyvm civrss momhiy

Do you include foreign dividends
paid to U.S. multinationals and give
foreign-based multinationals a com -
petitive edge over both U.S. multi-
nationals and purely domesticcorpo-
rations? (California.)

Do you straddle the fence and tax
only a portion of foreign dividends?
What portion? (Oregon chose 15 per-
cent.)

The issue may have little signifi-
cance in Alaska. However, a 108-1
study on unitary taxation in Alaska
for tiien-House Speaker Joe Hayes
suggested the competitive balance
among Sohio Alaska Petroleum Co.
(now Standard Alaska Production).
ARCO Alaska and Exxon - the three
dominant playersin North Slope pro-
duction-could be influenced. The
report characterized Sohio as a for-
eign-based multinational, ARCO as
"a mostly domestic corporation™ and
Exxon asa U.S.-based multinational.

annually due to the revision -a traction
of its estimated .-1.1billion annual cor-
porate tax take. Further, a vspt «: ethat
decline to be more than offset bv prop-
erty. income and stile-- taxes irom new
investment the change should -pawn,
Nonetheless, the revision came only
after intense lobbying and teeth gnash-
ing within the state and pressure from
the Reagan Administration. And a pair
of not-so-gentle nudges from California's
worldwide reporting-free neighbors to
the north. Oregon and Washington.
Oregon lawmakers in June of 10SJ
adopted a water's edge approach that
was implemented in 1080. Results were
swift and impressive. Just prior to the
repeal of worldwide reporting-but
after itwasapparent the measure would
pass-Japan's Nippon Electric Corp.
(NEC) announced it would build a fiber
optics plant in the "Silicon Forest"area
just outside Portland. Within weeks of
the repeal. Fujitsu America finalized
plans for a disk drive plant in the same
area. Epson announced it would build a
plant to make printers. Fuji Microelec-
tronics unveiled plans to build a facility
to manufacture semiconductors and
computer chips, but Fuji's project re-
portedly since has been put on hold.
Says Glen Ulmer, tax partner in the
Portland office of Arthur Andersen &
Co. and member of a Portland Develop-
ment Commission task force that went
on several trade missions to the Far East



prior ro tlu* repeal. "Some (Japanese)
conipanios are tax-sensitive and others
aren't. Hut no matter who we talked to.
we had a difficult time explaining the
(worldwide reporting) unitary issue.

"l ilunk the repeal was critical in
attracting new Japanese investment. It
wa-a major st.atement that Oregon was
open tor business. You can | underesti-
mate the importance ot intangibles. and
a slates altitude toward business isone
oi the most important lactors."

Add." l.e." l-ahey. tax partner in the
Portland ottiee of Peat Marwick Mitch-
ell & Co.. "California hasa marketplace
that's more lucrative than Oregon's; if
California would have acted earlier, it
probably would have gotten some of the
investment that came here."

While the constitutionality of the use
of worldwide reporting to determine
state corporate taxes for foreign multi-
nationals hasn't been tested, the I'.S.
Supreme Court has upheld its use in
calculating taxes of U.S.-based multina-
tionals. Pressure from the federal level
to scrap worldwide reporting came at
the prompting of foreign- and U.S.-
based multinationals and other govern-
ments; Britain threatened to retaliate by
imposing penalties on U.S. firms doing
business there.

President Reagan resisted pressure
to endorse a federal law against the
worldwide reporting requirement on
the basis that such a law would violate
states' rights, but he did appoint a task
force headed by then-Treasury Secre-
tary Donald Regan to study the issue.
Its recommendations:

eThat states still using worldwide
reporting should abandon it in favor ofa
water's edge approach:

eThat the federal government
should assist states in monitoring com -
pliance with water's edge reporting;

That a competitive balance be
maintained among U.S.-based multina-
tionals. foreign-based multinationals
and purely domestic corporations.

WITT'S been an emotional issue not

I just for the Japanese, but for Brit-

JLain and West Germany, too." says
Jim Thayer, manager of international
investments in the State of Oregon's
Economic Development Department.
"Now that the pressure’s off California,
one of two things will happen: they’ll
either write off the others (Alaska,
North Dakota and Montana) or they'll
start putting more pressure on them.
Alaska certainly is of the most interest
of what's left.”

Alaska's Dixon suggests Alaska
should be positioning its ports as a
cargo staging and assembly areas for
European goods destined for Pacific
Rim markets, and repeal of worldwide
reporting is vital to that effort.

Alaska has had a unitary tax since
before statehood. In recent years it's
accounted for a fraction of state govern-
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im-nt's total revenues, and like state
revenues in general, it's come almost
exclusively from the oil industry.
"Worldwide reporting isn't signili-
cant at tins moment m terms of attract-
ing foreign investment into Alaska,"
maintains Michael Gay. executive direc-
torm ¢cm purate development for Calista
Corp andatithoi ol the study for former
House Speaker Hays on Korean busi-

ness activities in the state. "But in the
long term, it's very significant.

"Korea and Japan are natural mar-
kets for Alaska’s resources. The Kore-
ans and the Japanese aren't going to
make the major commitments we need
in Alaska to develop resources as long
asthe worldwide reporting requirement
ism place. Feasibility studies, pre-feasi-
bility studies, sure, but not major invest-

ment' in development.” Promoters Ol a
handful of major resource development
projects in Alaska note their negotia-
tions with potential foreign investor.'
haven't reached the point where state
tax policy has been a significant is-me.

Benefits to Alaska from foreign
investment in resource development:
shared risk, reliable markets, abundant
capital. The state's Dixon maintains

Why oil curdles atthe thoughtof (another) tax change

J

Inthe midst op last year's mini-debate over
whether to reiinpose separate accounting on Alaska's oil
industry, one long time state legislator dismissed indus-
try arguments that another change in the tax structure
would reinforce business's perception that the state has
an unstable tax climate and discourage investment in
Alaska."We'vechanged taxes nine times on the industry
since statehood," he declared.

Is it any wonder the oil industry reaches for its
Kolaids whenever someone brings up the issue ofchang-
ing the tax structure?

"Whenever you make a change in taxes, there's an
expense involved in complying with it,” assesses one
business analyst.

Adds a state official, "Historically, any time there's
been talk of changing taxes, it means some group of
legislators has found a better way to gouge the oil
companies.”

The state first imposed separate accounting in 1978.
Intent: to maximize state government’s take from Prud-
hoe Bay production. Lawmakers returned to worldwide
unitary taxation in 1981 when it appeared separate
accounting could be unconstitutional and the state
eventually could face a multibillion-dollar judgment
againstit. The system now inuse hasbeen in effect since
1981.

For most multinationals, state corporate tax is based
on sales, assets and payroll. Exceptions: airlines, con-
struction companies, companies it )lved in land trans-
portation. And companies that produce oil or are
involved in pipeline transportation.

Companies producing oil are taxed on the basis of
assets and extraction.

Companies providing pipeline transportation are
taxed on assets and sales.

Companies producing oil and providing pipeline
transportation are taxed on extraction, assets and sales.

While corporate taxes account for a relatively minor
portion of Alaska’s total state revenues, the oil industry
picks up about 90 percent of the corporate tax tab.
(Surprise!)

It’s unclear what impact a switch to water’s edge
unitary taxation from the current system of worldwide
reporting would have on the state’s biggest tax benefac-
tor. largely because of the number of potential variations
on the water’s edge theme. Possibly little.

What is clear is that the oil industry is in no mood to
talk change in the current climate of uncertainty. Says a
tax attorney forone multinational, “You only have to look
at what's happened to the industry in the last couple
yearstounderstand why we need some tax stability. Any
kind of change would be perceived as Alaska not having
astable tax climate, and we need abitofpredictability in
this kind of economy."

Not ironically, the oil industry is said to have been one
of the biggest proponents of switching from worldwide

ALASKA BUSINESS MONTHLY

reporting to water's edge when the issue came up in
California. Reason: Marketing and refining, the main-
stays of oil's activities in California, histori'rMIv iiawn'l
been as profitable as production overseas.

That’salso been the reason for some Alaskan legisla-
tors’ apparent penchant for separate accounting-a
.nethod in which sales and expenses a e calculated on a
state-by-state basis so corporate taxes can be levied on
earnings attributable to operations wi'hin each state.
Until the oil price collapse in 19SG, North Slope produc-
tion was more profitable than the average of earnings
from ail operations.

Vince Wright, chief of research for the Alaska
Department of Revenue, says separate accounting is
more oil price-sensitive than unitary taxation, and in the
prevailing climate of Sl14-per-barrel oil, separate
accounting actually would yield less state revenue than
worldwide unitary. The department is conducting a
study to pinpoint the breakeven point for state revenues
under various tax structures.

Must the oil industry-which loathes separate
accounting in Alaska and longs for stability-and poten-
tial foreign investors-who loathe worldwide reporting,
preferseparate accounting, but will settle fora change to
water’sedge reporting- forever be locked in an Alaskan
standoff?

When California implements water's edge taxation
next January, multinational corporations will have the
option of staying with the current system of worldwide
reporting or paying an annual fee based on California
payroll, property and income to switch to water’s edge
reporting for a 10-year period. The annual water’s edge
election fee has been set at a maximum of 0.03 of a
percentofthe sum of those three factors, and the fee can
be reduced to as little as 0.01 of a percent through new
investment in the state.

The oil industry tax attorney, however, maintains it's
unlikely initiatives for any change in Alaska’s tax struc-
ture-» yve i one that gives the industry the option of

0 -viththestatusquo-willbesupportedbytheoil
industry. “We just don’t feel an impetus for any kind of
change right now."

Suggests one international trade expert, “The oil
industry is just gun-shy. They're afraid that once the
issue of taxes is on the table for review, anything can
happen. And mostofit'sbad.They fearwolvesinsheep's
clothing.”

Frank Danner, chairman of the Alaska-Korea Busi-
ness Council and managing partner of the Anchorage
office of Peat Marwick Mitchell &Co., maintains the oil
industry could be one of the biggest long-range benefi-
ciariesof achange to water’s edge reporting.

Says he. “If the change brings more investment into
Alaska and assists in diversifying our economy, there
will be other industries to share the tax burden with the
oil companies.”



ilii'iT's mi >hmtage ol debt capital in
Alaska, but ratherashortage of venture
capital. "Any tMiie you have equity
involvement, youdm't want aproject to
tail. That's why the Japanese haven't
pulled out ot Sitka (Alaska Pulp Co.).
and it'swhy the Beluga coal project and
the gas line will go."

The controller lor one foreign multi-
national operating within the statechar-
acterizes Alaska's attitude toward taxa-
tion as "cavalier" and maintains that
image isaniruott to potential investors.
Adds Albert Kawabe. an Alaskan tish
exporter operating out of Seward.
"Enforcement is done on a project-by-
project basis; there's noconsistency. It's
made me hesitant to try to convince my
contacts they should invest in projects
like shore-based processing facilities."”

Shore-based bottomfish processing
could represent one of the brightest
short- to medium-term prospects for
foreign investment in Alaska's re-
sources. Instead of encouraging foreign
investments in fishing ventures that will
provide jobs for Alaskans, however,
state policy has had the opposite effect.

Attorney Breeze says on-shore pro-
cessing isn't competitive with high seas
processing in Alaska because of labor
costs, real estate and construction costs
and taxes. Taxes often account lor more
than a third of a processor's operating
costs, lie says, and they represent a
powerful tool for reducing the state's
uncompetitiveness. Instead, the state
has supported reduced allocations to
foreign fleets and forced them into joint
ventures with U.S. fishermen-often
from Seattle.

Joint ventures assure foreign fleets
supplies within the 200-mile U.S. limit,
and by fishing and processing outside
the three-mile state limit, they can avoid
state corporate taxes. Breeze maintains
that the proper package of incentives -
repeal of the worldwide reporting
requirement being one of them - Alaska
could land 10 new on-shore processing
plants costing S10-S20 million and hav-
ing 100 to 200 employees each.

un=T SEEMS LIKE we often forget
who our friends really are,” he

ABBsays. "The state has seemed to
treat foreigners like they're on the other
side of a competitive game. The Japa-
nese. Koreans and Taiwanese have
more of holistic view of things. They
figure they need help with fishing and
we need help with some of our other
resources; they can't figure out why we
want to cut off one hand while we're
massaging the other. They see us as
quite schizophrenic.”

There’s debate over why foreign
investors find worldwide reporting so
onerous. One school of thought; The
approach may have limited long-term
impact on their bottom lines, but the
primary objection is philosophical.

Frank Danner, chairman of the Alaska-
Korea Business Council and managing
partner of the Peat Marwick Mitchell
office in Anchorage, says Orientals are
"very close with their financial informa-
tion. They view it as an invasion of
privacy, and they don't want to invest
where they're not wanted."

He adds foreign investors have “no Il Unlike other states,

love'for the water's edge approach
either”
counting in which tax liability is calcu.

,and vfould. prefer separate ac---from
-.y'frorn a tax change.
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Alaska's Departmentof Revenue late
in 1986 was studying how various tax
systems would affect the state budget.
Vince Wright, chief of the department's
Research Section in Juneau. s:-ys an
examination several years ago indicated
water's edge reporting would have "no
material impact.”

Alaska cur-
rently has no vehicle to benefit directly
increased investment stemming
No state prr rty

lated by subtracting expenses from v tax. No personal income tax. No sales

sales ona 9tate-by:state basis,"but'they ¢

accept water’s edge."

The otherschool; The bottom line is
still the bottom line, and the goal of any
business venture is to recapture initial
investment as soon as possible. Any
significant investment in developing
Alaska's resources almost inevitably
will result in substantial losses in the
early years. By taxing profits on a
worldwide basis, a multinational could
find itself losing millions of dollars in
Alaska yet paying the state corporate
income tax on earnings elsewhere.

Says Calista's Gay. "Business is still
business, no matter who's doing it. The
investor isn’tgoing to get any return at
all until the project is developed and
operating, and with some of the projects
being looked at in Alaska, that could be
as much as 10 years. The most impor-
tant issue is economics, and investors
have to have away toget over that initial
hurdle.”

In other states, one of the primary
concerns has been the impact of water's
edge reporting on state governmentrev”®
enues. According toone study, the averl
agecorporate taxsetback hasbeen 15to
25 'mpercent;- Oregon projected losing
only S18 million from its 1980-87 bien-
nial budget, though, and there have
been no studies of the impact of new
investment on water's edge states'
economies.

tix. While adcpting a water's edge
approach may lot materially reduce
state revenues, additional foreign in-
vestment may rot materially increase
them, either.

Nonetheless, worldwide, reporting
may be one of the big sticks the state
will have to be willing to lay dov. -i if it’s
serious about attracting foreign capital
to diversify its economy and it doesn't
want to walk forever softly in world
markets.

Says PeatMarwick's Danner, “l don't
know that we get all that much (tax
revenue) frcm foreign corporations any-
how, but with the intense competition
for foreign investment, the benefits to

the er ‘'omy outweigh the revenues
state rnment gets from worldwide
reportiiit

Adds Gay. major foreign investments
in Alaska's development will mean
"billions of dollars turning over in our
economy for years to come. Our future
is resource development, and in the
longer term, foreign investment will be
critical. But we need to send a message
now that we want to make Alaska com-
petitive and make itattractive to foreign
investors,"

Repeal of worldwide reporting may
be the loudest and clearest message
Alaska can send in the near term to
show that it's ready to lay down the big
stick and replace it with a carrot. a
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WaNtr’s Edge Combination —
Opportunity for Uniformity?

Richard Pinger

Richard Pinger) (® W or Manager of Price Waterhouse in
Houston, said that an opportunity to achieve uniformity has
already been lost because nine states now apply water’s edge
combination but no two arc alike. He said that water's edge
is a fairness concept, but that it involves costs. For the tax-
payer, the costs arc those of return preparation and payment
and the costs of compliance.

He said that dividends constitute the mostimportant aspect
of water’s edge combination, but only for U.S. companies.
He said Uiat wat*"”™ed”~ 1IN JANMilNMuap”™ of.dividends
without includingf~rrcOe”™w Srse than woridWide com -
bination.

He said that another problem is that of determining which
corporations arc includable in the combination. Seven of the
nine states, he said, include all that arc more titan 50% com -
monly owned, one includes only 80% commonly owned cor-
porations and one includes “unitary corporations." Four states
include 936 corporations and Five include them only partly.
He noted other disparities.

Pinger said that eight of the states include at least a part
of foreign dividends in the income base; that three provide
some form of factor relief; that four states provide for water’s
edge to be allowed at the taxpayer’s election but five require
filing on the water’s edge basis; that three make an election
binding for three or more years; that two impose a fee for
electing water's edge; and that only five have regulations.

All of those areas address the tax costs, he said, but the
~pieadshgits, which are provided for in the statutes of four of
the nine states, He
urgcu that those states be careful to see to it that any informa-
tion required will be useful and that taxpayer compliance costs
be considered. He expressed the hope that the four states
would at least be uniform in establishing spreadsheet require-
ments. He said that this is the area that provides the best op-
portunity to attain sorr.e uniformity

John James

the his-
tory of his state’s use of the unitary method. The state first
adopted domestic, but not water’s edge, combination as ofJuly
1, 1981. It included U.S. Possession corporations and 931
and 936 corporations and did not recognize the 80/20 concept.
Historically, both foreign and domestic dividends were 80%
excluded, which continued to be the case under domestic com -
bination. Royalties from foreign subsidiaries were not ex-
cluded; nor war there ever any factor relief for intangible or
foreign income.

In 1985, the legislature enacted two changes, excluding
from the base: 1) 100% of foreign dividends; and 2) 100% of
foreign royalties received by 80/20 corporations.

1986 legislation cut the foreign dividend exclusion back
to 80% and cut the foreign royalty exclusion for 80/20s to
35%.

6 Milastate Tax Comission

1988 legislation phases in various changes which will it
timatcly result in the following: retention of the 80% cxclusic
for foreign dividends (70% if the receiving company owns Ic
than 80% of the paying company) with no factor relief; 80
exclusion of royalties received from a foreign subsidiary th-
is part of the receiving corporation’s unitary business (no fat
tor relief); foreign operating corporations, unitary 936s an
80/20s, arc effectively treated as foreign corporations so th.
80% of their income is excluded and the remaining 20%
treated as a fully taxed deemed dividend to the parent corpon
tion (no factor relief). U.S. Possessions corporations arc e:
sentially treated as foreign corporations. Intangible operatic
business income other than that which qualifies for the 80"
exclusion is fully included in income subject to factor relic
**1:ch involves including such income in the sales factor.

James said that uoridwidc unitary combination is the aj
propriale approach conceptually, but that Minnesota It
adopted what amounts to water’s edge combination. In doin
so, it seeks to provide comparable tax treatment for majc
foreign operations regardless of how organized.

Phil Aldape

khho’s Income Thx Bureau Chi#, who lias also served a
Chair of the M TC’s Uniformity Committee for die past seven
years, akf that water’? edge combination ismot what man
jreoptero&c”~iHH!. He said that there had been growin
uniformity under die movement toward worldwide combint
tion; that the business community had driven die movemer
toward water’s edge and that, in doing so, it should have ex
pected diverse results.

purpose of die water’'s edge movement, at least in the mind
of legislators, was to produce an economic boom but that it
too early to determine its effects. He said that uniformity an
ease of administration were not foremost in the minds of legis
lators as they adopted water’s edge. He said that uniformir
is desirable but that it should not become a means by wliic
to restrict die tax base.

Aldape hoped that die spreadsheet would help the state;
administer their taxes effectively. He expressed the belief the
some multinationals prefer non-uniformity even though man
other businesses sincerely yearn for uniformity and consisten
cy among die states; that most multinationals do not war
uniformity on the condition of having to comply with spread
sheet requirements. He said that state administrative cost
need to be taken into account and that increased uniformit
can be helpful to them as well as to many taxpayers.

H~aid tiutthq3.$tates which have excluded 80/20s frot

vulnerable to taxpaye
tarawt~vre~leBdt* that Sfection 482 adjustments are not
practical answer; and that non-combination states arc at th
mercy of llie taxpayer because the states do not have the rcsour
ccs to deal with Section 482 problems.

Nevertheless, he does think that the states should continu
to work for uniformity, that it is possible in the water’s edg
area, and that it is desirable for both the states and nun



taxpayers. He said that the four states that have been work-
ing on the spreadsheet have been trying to limit the require-
ments to information that would be necessary, important, and
useful and would promote uniformity.

He suggested that current water's edge legislation should
remain unchanged for acouple of years. That, he said, would
give states and taxpayers alike a chance to evaluate it from state
to state; and would increase the chances that any changes to
be nude in the future would be constructive ones which would
enltance uniformity.

Aldape concluded with the comment that uniformity, if it
is ever to be achieved, will require a substantial amount of un-
selfish cooperation between the states and the business com -
munity, and that die M TC is uniquely qualified to coordinate
that effort.

John LaFaver

Montana's Director of Revenue, who moderated this ses-
sion, said that, as he listened to the presentations, “it struck
me that the changes in die tax laws diat we've seen now in die
last two or three years in a number of states, moving away
from worldwide to water’s edge, have served to substantially
increase diecostofcompliance for both taxpayers and tax agen-

that

said, “1 have to wonder

whedier, somewhere down the road, we are not going to have
to re-invent worldwide unitary™ combination.

Sales Taxation of Services
Ron Shreiner, Wade Anderson, Steve Keene

Ron Shreiner, the Soudi Dakota Revenue Secretary, Wade
Anderson, Executive Counsel for die Texas Comptroller, and
Steven N. Keene, Director of the New Mexico’s Audit and
Compliance Division, described the manner in which their
states had approached the taxation of services. All agreed upon
the importance of taxing this fastest growing .segment of the
nation’s economy. Shreiner and Anderson emphasized the im-
portance of bringing the business community into the legisla-
tive process early, implying that Florida’s troubles traced to a
failure to do so; and Keene thought that Florida had taken the
wrong approach in specifying services to be taxed rather than
enacting a broad tax on services subject to exemptions.

Walter Hellerstein

Walter Hellerstein, the U. of Georgia law professor who
had participated in the drafting of the Florida law, responded
that Florida had in fact brought the business community into
the process early and that legislative staff members had met
endlessly with industry; that the apportionment that had been
applied to interstate service transactions had been requested by
the business community, which had then turned around and
attacked it; that the real reason for the subsequent repeal was
that the advertising industry simply did cot want to be taxed,
and that that would have been true regardless of the approach

taken. He said that most other industries seemed to be will-
ing to accept the tax as one that was needed to solve the state's
fiscal problems. He predicted that most of the services which
the legislation had addressed would end up being subjected to
the tax anyway; but tltai the process would take longer and
would be accomplished incrementally by expanding the base
of the present sales/use tax in Florida.

Hellerstein said that some 50% of the GNP now consists
of services and that the percentage is increasing. The states,
lie said, will have to take that into account in shaping their tax
systems and will have to broaden their sales and use tax bases.

There is no economic distinction, he said, between the
consumption of tangible personal property and the consump-
tion of services. Eliminating the distinction between the two
for tax purposes would greatly facilitate administration, and
would bring an end to the extensive litigation which has been
addressed to die distinction. He said that it would also in-
crease tax neutrality between sales of services and sales of tan-
gible personal property, that it would increase the
responsiveness of the sales/use tax to changing economic con-
ditions, and that it might be claimed to reduce regrcssivity, al-
though he expressed doubt as to the validity of that claim.

Like the other speakers, he referred to special difficulties
that are involved in the taxation of services, particularly sales
for resale and sales across state lines. But he noted that the
sale of services to business, even though the cost is included
in the sales price of business products, does not necessarily
conflict with current practices in many states widi respect to
sales of tangible personal property to business. He sain diat,
if sales to business were exempted, the base would be so nar-
row diat much higher rates would be required. Thus, he said,
it is not possible to eliminate all pyramiding without making
the base too narrow, whether talking about sales of tangible
personal property or sales of services.

He noted that Florida had sought to tax consumption rather
than performance, that that was consistent with the basic
philosophy of treating a sales tax as a consumption tax, and
that, in that context, die place where the service is performed
is not relevant. This dien raises the question as to whcdier
one must apply apportionment with respect to a service diat is
used simultaneously in many jurisdictions. He thinks diat, as
a constitutional matter, apportionment is required. Florida
considers a credit to be an adequate response to any multiple
taxation complaint. Hellerstein said that debate will now cen-
ter on the question of whether dtis is true.

He said that the U.S. Supreme Court would address that
question in die pending cases of G. I.E. Sprlnt v. SWeet and
Goldberg v. Sweet, Nos. 87-826 and 86-1101. There, Illinois
imposes its tax on all receipts from telecommunications
originating in or terminating in Illinois and billed to an Illinois
service member, subject to a credit for tax paid on the same
transaction and base to another state. He said diat, while he
believes that the credit deals effectively with the apportion-
ment requirement, there remains die possibility diat it will not
satisfy Due Process requirements in all circumstances.
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A SUMMARY OF THE ISSUE

In his state of the state message Governor Cowper outlined a 16-point
program for permanent recovery of the Alaska economy, including a
proposal to "repeal the unitary tax on multinational corporations, replacing
lost revenue by other means. "Two weeks later the governor directed the
Department of Revenue and the Division of Policy to "review Alaska's tax
structure with an eye toward removing potential barriers to international
trade." The Governor specified that he had no preconceived notions about
what the review might suggest. He noted, however, that that "the current
unitary system appears to scare off potential investors in Alaska."

The Department of Revenue's preliminary review of the corporate
income tax structure suggests that the economic development effects of
changing the present structure may not be as anticipated. O f special concern
to the Department is the additional uncertainty that changing the current
structure will introduce into the state's revenues, and its unpredictable effects
on the prospects for achieving the balance of the administration's legislative

program.
B.NEED FOR BRIEFING AT THIS TIME

Completion of the Department of Revenue's preliminary analysis is an
appropriate point for further consideration of the complex ramifications of
any change in the corporate tax structure, and to bring diverse expert opinion

to bear on the subject
C.AGENCY INVOLVEMENT

The Department of Revenue administers the tax laws of the state. It has
aggressively applied the worldwide combined reporting method to unitary
businesses for approximately the last 15 years. The agency has developed
expertise with the unitary concept at the audit and administrative level as well
as for revenue forecasting purposes.

The Department of Commerce and Economic Development and the
Office of International Trade also have an indirect interest in the unitary
concept The focus of the interest is upon promoting investment in Alaska
and expanding the state markets. A number of foreign interests, most
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notably the Japenese, have argued to these agenaes thet the unitary conoept
applied on aworldwide basis inhibits new investment in Alaska.

D. THE STATE POLICY CONSIDERATIONS.

An extremely important function of Sate govemment is the
establisnment of fiscal policy. Included within this areaiis the setting of State
tax policy. The Sate hes the unilateral right and responsibility to determine
and implement ataxing systemthat is in the best interest of the people of the
Sate.

Tax policy can be weighed with actual increased foreign investment
bringing into the State newjobs for Alaska residents and albroader tax bese.
The Increased foreign investment must be real, not hypothetical or besed
ot 1t el Gomeete copo redmm“m o e 0
result; if nat, s C corporate could be required to pay
increased levels of taxes to offset the shortfalis.

E THE APPROACHTO THE ISSUES

The first step in the weighing of the State tax policy considerations is the
identification of the altemative methods of corporate income taxation. The
experience of other States in moving to adifferent method of taxation is also
important as an indicator of what the State might expect The historical
results of using tax policy to attract investment is afurther consideration.
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SECTION ONE

Summary

In the past few years eleven of twelve States have repealed their worldwide
combined apportionment statutes. I its place they have adopted either.a
water's edge or domestic combination method for calculating the corporate
net income tax. Alaska remains as the only State applying combination and
apportionment on aworldwide bass.

Aaska’s policymakers are facing increased pressure to its tax law.
This pressure comes from such .diverse entities as the United Siates Treasury

( , Pacific rim and European govemments and foreign besed
businesses. Before offering legislation to effect sucha , this
administration must carefully consider the ramifications such achainge may
have on its economy and on the ability of the State to generate revenues to
fund public services.

This briefing paper analyzes our current income tax structure, providing

both the proponent and opponent viewpoint on it and several altematives.

The Department of Revenue has recently begun astudy to determine the
potential effects of changing our worldwide unitary tax structure to aweter's
edge or domestic apportionment, orto a acoounting type of tax.

Until that study is completed, it is not possible to accurately prediict the

revenue impact alaw cnange would cregte.

Finally, the Department of Revenue recommends thet a ]
analysis of the Intended and predictable economic impacts onthe Siate e
conducted. A dhange in tax structure in exchange for or in expectation of an
increase in private sector economic development must e weighed aggainst the
increased difficulty State and local govemments arehaving in providing

senices to its citizens, as well asany impact it may have on small
Alaska businesses.
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DEFINITION OF TERMS

1. Unita 'f%Busmess drevitinte
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2. Combination (or combined repor%3
WWhen an qaration BUniay, tesgadie menbers” Inoones
aeanbired, befre gplyiy teguortioTent (heefaor

3 Worlowide Combination
oo S 1te
nafaem pamt
c;:rmatm, ardttewmggyte ng%lrmmhe
slt‘ecriyreralrirgslae
Ltllin'gﬂlv\a1d/v|cbmrbr&lnl
4. Domestic Combination
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pditsofUS. affilsesonattenvhareearel Faeighdfileesinooe b
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heressDtedrestic ofU.S. dffiliets. Inoore franfaem
quEration, brandres areffillietes oty sichad, thoghsore seesay
xtredvcatsadby afaegdhileebadresticaataay.

@ Separate Accounting Method . _
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/. Apportionment Factor
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EXAMPLES

To Migise te\anasnetioss ofgportioret, tefollowy
edaple sdfiaal Assure Company ABC Ban niegyaietised aopary
withthreeafhleElcoaees, A BadC.

Facts
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Separate Accounting
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Domestic Combination
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Worldwide Combination
" Comenies A, B, adiC, koA SRath, il corbire ad
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SECTIONTWO

WHAT ISA UNITARYBUSINESS?

AS 4319 poadsshovunayhsresaetaal Tre bvgdiess
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HOW DOES ALASKA™S LAW WORK?
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MODIFIED APPORTIONMENT FORMULA FOR OIL AND GAS
PRODUCERS

Toal Aoortaaeble Incore X

Aoaty nts3Ee + AK Baels aMCF edracier
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MODIFIED APPORTIONMENT FORMULA FORPIPELINE
COMPANIES
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2

MODIFIED APPORTIONMENT FORMULA FOR COMPANIES IN OIL
AND GASPRODUCTION & TRANSPORTATION

Toal Aporaanatt Inaoe X

Roeaty. Bdractonad Sless e
Total Agaty, Baradtionad SkessBayiae

ANSWERS TO SOME COMMON QUEST IONS ABOUT THE UNITARY
THECRY.

1 Q. If each state taxes a portion of a unitary group's income,
isn't it likely that double taxation will occur?

A. Tre edfdble aatintss e raszhay theskefae te
auts, boeelesseadonan rdaeweare teanbinsd inoore

gracech reatderss e ndoble taaon
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2 Q. The unitary theory is unfair because it gives a break to
companies with out-of-state losses and penalizes companies With
Bgofltable business operations. Shouldn't profitable businesses
er:&ouraged? N _ i
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3 Q. Does the use of the unitary method tax Alaska
corporations on the income of separate businesses which have no
conn’ea‘c_tiolg_ W\i}:&iﬂ\laska%ﬂj — _
savellestdd pradetetstesmay &< imoe
etneen tteatdFeadMtssad tetaagte Taemstlea
aMisadtetaagse Taenstieardtod rFEngy




Corporate Income Tax Briefing
September 4,1987

ascefireddne, tenarbers ofttegopaeqaatiyssasite
hares"” Thathsres‘akdFsEieatMtessae sl 0 IsnRsEe
amMts. hdrenvats teoals \saaie 'naressssdhaea
aTeatnbAlda sore @toftatsgehsres saoooted with

NAlda, Alsdkacen oy tacttefradionof inore vhidh Breked
L o) As epiareddne, tre threefedaofomulla Bussd bcetamre
WeL tsETiEe B _ _ _

ifab sresvhiddesrotqaadie nAleda stuysgade, ntte

st @ toteurtaygapvhich resqaatios nAlkda, &
Bt rducson tteanbined martad ssimore srattaadby Alkda
iy te inore dfiosressssvwhidh corae acaTection bAledaae

o treaorbinsd gt

4. Q. How does Alaslea's law differ from unitary laws of other
states?
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5 Q. How does Alaska's unitary statute affect the business
community?
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6. QV/hat are the arguments against the worldwide combined
reporting method of unitary taxation as compared to those

against separate accounting or an arm's length method?
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SECTION THREE
FACTORS AGAINST WORLDW IDE APPORT IONMENT
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Figure 1

How Much Income Did A Corporation Earn In Alaska?

Alternative Methods:

Separate Accounting Principle Unitary Principle

Separate Accounting

Water’s Edge Reporting Method

Alaska Sales  Alaska Assets Alaska Payroll Alaska
u.S. Sales U.S. Assets U.S. Payroll x (U.S. Sales - U.S. Expenses) = Net
Income
Worlawide Combined Reporting Method
Alaska Sales Alaska Assets Alaska Payroll
Worldwide Sales Worldwide Assets Worldwide Payroll Alaska

x (W.W Sales -WAV . Expenses) = Net
Income
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Investment From Japan Essential
to Diversification of State Economies

— A Report on Keidanren Investment Mission
to the U.S. (Alaska, Hawaii)—

By Hideo Ishihara

Leader of Keidanren Investment Mission to the U.S.
Managing Director, Industrial Bank of Japan

1. Background and Purpose

Japanese direct investment in the
United States has increased sharply
in the *£st few years against a
background of the rapid and steep
appreciation of the yen. In fiscal
1987, such investment reached S14.7
billion, accounting for 44 percent of
Japan’s total overseas direct invest-
ment, according to the statistics
compiled on the basis of reports
submitted by investing entities,
although the rate of growth fell to
45 percent from 88 percent in fiscal
1986.

Keidanren has been making ef-
forts over the years’ to promote
overseas direct investment, in the
belief that such investment will help
to correct trade imbalances in the
long run and mitigate trade frictions
with the U.S. and other countries.
As part of these efforts, this

organiratiun sent investment mis-

sions to 23 states of America in
1984, to 16states in 1986 and to five
in 1987. In addition, we have made
consistent efforts to seek abolition

of the worldwide unitary tax, a ma-

jor impediment to direct investment
in the U.S. Substantial progress was
made toward the resolution of this
problem in 1986 when the state
legislature of California passed an
amendment bill.

The rapid rise in investment in the
U.S., however, is causing concern
about possible frictions related to
investment, such as lack of harmony
between investing corporations and

local communities. In these cir-
cumstances, the Council for Better
Investment in the U.S. was created
in April this year by succeeding to
the Worldwide Unitary Tax Coun-
cil. The new council aims to deal
with the remaining problems related
to the unitary tax and to identify
problems related to U.S. investment
and study ways to cope with such
problems.

The latest mission visited Alaska
and Hawaii from September 4 to
September 13to obtain Firsthand in-
formation on the investment climate
in the two states and on problems
related to investment in these states.
Another purpose of the mission was
to find out how these states perceiv-
ed the growing concerns of Japanese
investment in the U.S. generally — a
sentiment that had intensified since
the year hefore.

2. Impressions of the States
Visited
() General Impressions

The states of Alaska and Hawaii
are very different, when compared
in terms of the level of Japanese
direct investment. In Alaska, only a
small number of investments have
been lade in the field of natural
resources. In Hawaii, by contrast, a
considerable number of investments
have been made, particularly in the
area of tourism.

We were impressed during the
visits, however, by the fact that the
two states have a number of ex-

tremely important things in com-
mon.  First, hboth states are
geographically separated from the
other 48 states. Second, both are the
newest states of America, Alaska
being the 49th state and Hawaii the
50th. People in Alaska call the 48
states the “lower (southern) 48
states.” In Hawaii, these states are
collectively called the “mainland.”
These characteristics of Alaska and
Hawaii have had significant effects
on economic activities in these
states. In particular, they have a
strong desire to expand economic
exchanges not only with the other 48
states but also with countries in the
Pacific economic region, especially
Japan. The warm welcome we
received in the two states was an ex-
pression of this desire. We believe
that now is the time for Japan to
strengthen its economic relations
with both states.

Industrial development needs to
be promoted both in Alaska and
Hawaii by taking advantage of their
geographical characteristics. Alaska
IS situated at an almost equal
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distance from Tokyo, New York
and major cities in Europe, while
Hawaii is located in the center of the
Pacific. To cite a specific example,
Federal Express has decided to use
Anchorage as the hub of its interna-
tional parcel delivery services. In ad-
dition, a plan to open a securities
market in Hawaii Is being studied
since such trading can be conducted
on the basis of time differences be-
tween Tokyo and New York.
Hawaii also has the potential to
develop an education industry since
it can serve as the cultural bridge
between East and West.

Both states are aiming to "diver-
sify” their economics — an impor-
tant fact which should be taken into
account when Japan’s economic
relations with them are considered.
Alaska, whose economic structure is
traditionally oriented toward oil and
other natural resources, has been hit
hard by the fall in crude oil prices.
Consequently, a major challenge for
that state is to correct the excessive
dependence on oil and other natural
resources. Alaska’s efforts toward
economic diversification are evident
in, for example, the fact that the
governor of the state is taking the
Initiative to review the worldwide
unitary tax and thereby facilitate
foreign direct investment in the
state.

In Hawaii, aIthou%h the impor-
tance of promoting the tourism in-
dustry is recognized, efforts are be-
ing made to strengthen the eco-
nomic structure through diversifica-
tion of the economy, specifically
through development of high-
technologies such as  oceanic
technologies, in light of the state’s
geographical and other advantages.
Although investment in real estate
has elicited some criticism, we ob-
tained the impression that the state
government believes that investment
fiom Japan has a large role to play
in the development of the Hawaiian
economy, and that continued ex-
pansion of such investment is to be
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welcomed.
(2) Impressions in Each State

Some of the impressions we gain-
ed during our visits to the two states
will be described in more detail on a
state-hy-statc basis:

) Alaska

The purpose of our visit to Alaska
was to conduct a survey on the in-
vestment climate there, including
the worldwide unitary tax problem.

Regarding the worldwide unitary
tax, we were encouraged by the fact
that the stale government, from the
governor on down, is very positive
about revicwig it. In fact, the
government is already drafting an
amendment bill. At a luncheon he
hosted, Governor Cowper st3tcd
that Alaska has made efforts to ex-
pand trade and investment relations
with Japan ever since it became the
first state of America to open a
representative office in Japan in
1964. As for the worldwide unitary
tax, he expressed an intention to
review it by taking into account the
views of Japanese business leaders
including Mr. Akio Morita, Vice
Chairman of Keidanren and Chair-
man of the Council for Better In-
vestment in the U.S.

However, the situation surround-
ing this tax problem does not war-
rant optimism since some members
of the state legislature are said to he
reluctant to change the current
system. In the background of such
negative attitudes is the fact that the
current unitary tax system makes it
possible for oil companies making
large profits in the state to reduce
their tax burden. The state govern-
ment wants to lure more investment
from abroad by introducing the
water’s edge method. At the same
time, however, it is concerned about
the possible impact of a tax change
on the oil industry, which is playing
a key role in the state economy.
Under the present circumstances,
the government is studying a revi-
sion on the condition that the tax
would apply to the oil industry as an

exception to the rule. Since the
amendment bill now in the works is
likely to come up for debate in the
state legislature opening in January
next year, wc need to keep a close
watch over future developments
concerning the bill,

During the discussions on the
unitary tax, the following question
was often asked: Will Japanese in-
vestment in Alaska increase if 'he
tax is changed? Our answer to the
question w'as that .not only the tax
system DUL also various other fac-
tors are taken into account in the
making of investment decisions. We
believe that the Alaskan side
understood our position, at least to
some extent. However, since a
change in the unitary tax would
cause a drop in tax revenue, it is
necessary for us to work out a more
convincing answer to this question,
which is expected to be asked time
and again in future discussions on
this problem.

In the past, economic relations
between Japan and Alaska have
centered on trade in mineral and
fishery resources, forestry products,
paper and pulp. The only notable
case of Japanese direct investment is
Alaska Pulp. Currently, there are
several Japanese investment proj-
ects in the fields of coal exploration
and resort development, and there
are Qreat expectations for these
projects.

However, close attention must be
paid to the question of environmen-
tal regulation in the implementation
of these projects since local
residents have a keen interest in the
protection of the natural environ-
ment, one of the great physical
assets of the state. On this point,
Ms. Brady, the commissioner for
natural resources, stated that no
development project can be initiated
without the consent of local
residents. In order to obtain such
consent, the state government hold
public hearings. Only after the
understanding of residents is obtain-



cd, can the legislature proceed to
take action. This process of building
a consensus naturally takes time.
During the visit to Alaska the mis-
sion conducted a tour of the Alaska
Pulp plant in Sitka, a small coastal

city. The plant, a pioneering exam-

ple of Japanese direct investment in
the u.s., has been in operation since
1959. The company has as many as
360 local people on its payroll and
thus maintains close relations with
the local community. However, it
experienced a labor dispute and
learned valuable lessons in the pro-
cess. We also had much to learn
from its experience regarding labor
problems, relations with the local
community and other relevant mat-
ters. The knowledge we obtained
during the tour will help greatly, we
believe, to promote activities of the
Council For Better Investment in
the U.S.
2) Hawaii

Hawaii has deep historical rela-
tions with Japan, as shown by the
factor that about one-fourth of the
state’s population (about 1 million)
are of Japanese descent. Also, one
in five tourists from outside Hawaii
i Japanese, and Japanese Visitors
account for one-third of the total
revenue from tourism.

Thus Japan maintains a con-
spicuous presence in Hawaii, as
compared with other states of

America. Regarding Japanese in-

vestment in the state, the reaction
was generally favorable except in a
few cases, and most people we met
expressed hope that investment
would be expanded. Governor
Waihee, stated during a meeting
with us that Hawaii always
welcomes foreign investment and

that investment from Japan is mak-

ing a materia] contribution to
economic development in the state.
Concerning real estate investment
aimed at speculation, the governor
stated that it is a matter of concern,
asin Japan, and expressed hope that
investment would increase in ways

that would promote the develop-

ment of the state economy.
Japanese enterprises, including
their affiliates, already occupy an
important position in the Hawaiian
economy, and they have paid close
attention to relations with the local
community since they expanded into
the state. We were informed that the

Japan Club was making greater con-

tributions to the local community,
including a $500,000 donation made
last year to the Aloha United Way,
the Hawaiian branch of the United
Way, a nonprofit organization

whose business it is to collect dona-

tions from across the U.S. The visit
to Hawaii was of great significance
to the activities of the Council For
Better Investment in the U.S. since
maintaining harmonious relations
with local communities is one of the
key objectives of the council.

The state of Hawaii welcomes
foreign direct investment in a range
of fields from the point of view of
promoting the diversification of the
local economy. For example,
Hawaii is promoting projects to
build communications facilities tak-
ing advanta%e of its geographical
position as the state situated in the
center of the Pacific, to construct a

base for space facilities on Hawaii .

Island and to develop oceanic
technologies on Oafu and Maui
islands.

In addition, a waterfront re-
development project is under way in
Honolulu Bay and adjacent areas.
Members of the mission had the op-
portunity to observe some of the
redevelopment work in progress on
a boat tour of the bay. The project
is designed to develop a bay area of
1,550 acres stretching along a 6-mile
coastline by 1989 with the state
government taking the initiative.

It needs to be noted, however,
that development projects in Hawaii
are subject to various restrictions as
in Alaska. To take the waterfront
development project as an example,
efforts are being made to obtain the

understanding of the local com-
munity. We learned that because of
stringent restrictions, new develop-
ment projects arc avoided and ac-
quisitions of existing areas and
facilities arc preferred in many
Cases.

The education industry is another
area that seems to hold out much
promise. In this connection, the
mission visited the Japan America
Institute of Management Science
gAIMS), which is managed with
the support of Fujitsu Ltd. The in-
stitute is conducting a Japanese
language program for Americans
and scholarship students from
Southeast Asia, in addition to a
reorientation program for
employees taking up overseas
assignments. ~ Considering  that
Hawaii is a cross-cultural center
where people from the East and
West mingle, it is expected that such
global educational activities will
produce highly satisfactory results.

3. Future Prospects

The growth of Japanese direct in-
vestment in the U.S. has elicited
criticism from some Americans
since late last year. At the level of
individual states, however, such in-
vestment is generally welcomed. In
Alaska, as described above, foreign
investment,  particularly ~ from
Japan, is being encouraged as an
essential means of achieving
economic  diversification.  In
Hawaii, too, Japanse investment is
appreciated generally from the same
standpoint, although there have
been some undesirable cases of
speculative real estate investment.
In the case of Alaska, however, in-
formation on the state as host to
foreign investors is not yet suffi-
ciently available since it is relatively
recently that the state showed a
positive attitude toward foreign in-
vestment. The move to revise the
unitary tax is a manifestation of the
positive attitude which the state
government takes toward Japanese

KEIDANREN REVIEW No. 113/October 1988



corporations.  Wc¢  believe that
Alaska will be cited more often as a
candidate for Japanese investment
if a tax change leads to a better
understanding of the investment
climate on the part of Japanese
corporations.

One thing notable about Alaska is
that the state is rich in undeveloped
tourism resources as well as in
natural  resources.  With  the
Japanese people becoming increas-
ingly aware of the need to improve
the quality of life, the natural en-
vironment in Alaska is a great at-
traction. A plan to hold va.ious in-
ternational conferences in the state
is worth considering, since it is
located at an almost equal distance
from Japan, the continental U.S.
and Europe. Through such moves
the Japanese will have a deeper
understanding of at;d a greater sense
of affinity toward Alaska and, as a
result, possibilities for investment in
a variety of fields will likely
increase.

As for Hawaii, possibilities for in-
vestment in areas other than tourism
have tended to he overlooked
because the image of the state as a
tourist resort is too strong. One in-
teresting possibility is the establish-
ment of a securities market in
Hawaii, which is situated between
Tokyo and New York. Given such
prospects, it is important, we
believe, for the state to select certain
priority areas and publicize their
estrong points to would-be foreign
investors.

There is also a growing need to
maintain harmonious relations with
local communities, at a time when
Japanese direct investment in the
U.S. is expanding rapidly. Hawaii
has an important role to play in this.
If Japanese businesses learn from
their experience in this friendly state
and apply the lessons they have
learned to their activities in other
parts of the U.S., then such efforts
will produce useful and beneficial
results. In this sense, the JAIMS we

Japan Travel-Phone

When you need English-language

assistance or travel information,
call the Travel-Phone

Tokyo 5027-1461

visited is a good example of global
educational institutions where peo-
ple from various parts of the world
can learn about the economies and
cultures of .the U.S. and Japan.
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WHAT IS THE TRAVEL-PHONE?

While traveling In Japan, you might have some dilficulty in
communicellng with local people or need more detailed
Information on Iho places or attractions you want to see. The
Japan Travel-Phone is your helping hand to an English-
speaking travel expert, ready to help you solve a language
problem or otter any travel information.

SERVICE HOURS: WO LM. through S00 p-n. EVERY DAY
THROUOHOUV THE YEAR

HOW TO USE THE TRAVEL-PHONE

Travel-Phone can be used in two ways — as a toll-free service
anywhere In Japan outside Tokyo or Kyoto, and by regular
phone charge (¥10 per3 minutes) within Tokyo and Kyoto.

Outtldo Tokyo or Kyoto

Trevel-Phone Is toll-free outside these two major centers. All

you have to do is dial 106 and tell the operator, in English,

"Collect Call. T.I.C." (pronounced "Tee-Aye-See"). Please

spaak slowly and clearly.

« Travol-Phone Is available through the yellow or blue public
phones (not the red phonesl and through private
telephones.

* When using a public phone. Insert a 110 coin and dial 106
The co‘n will be returned to you after your call.
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371-5649
In Tokyo or Kyoto Areas

While you are in Tokyo or Kyoto areas, as indicated '-n the
maps (upper right), please dial the appropriate numbei You
will be connected directlyto T1C
Tokyo Area - 502-1461 lor Tokyo TIC
Kyoto Area - 371-5649 lor Kyoto TIC

Remarks:
* When you use a public phone. Ihe charge is 110 per three

TOURIST INFORMATION CENTERS (TIC)

The Tourist Information Centers shown below oiler various
services rcnglng from travel information on Japan. liee
literature and arrangements lor home visiting to suggestions
on tour itineraries They are open Irom9am. to 5 p.m. on week-
days and Irom 9 am. to 12 noon or ‘atufdays. Closed on
Sunday: and national holidays.

Tokyo Oflka-
Kotam Btdg.66.

Kyoto Ollics:

1st 11. Kyoto Tower Bldg ,
Yurakucho t-chome. Higashi-Shiokoiicho.
Chiyooa-ku. Toky Shimogyo-ku. Kyoto

Tel (031502-1461 Tel.(075) 371-5649

Japan Nath, -el Tourist Organization



K*Idenr«n Inveslme«nt Mission to U'.SJL
Purposs and Back Ground

Japan's direct investment in the United States has been rapi-
dly expanding since the early 1980s. lar outpacing the high
growth ol its global overseas investment. The United States has
always been ranked as the number one host of Japan's direct
investment According to the figures released annually by the
Wmistry of Finance. 1.816 cases of direct investment, amounting
to $14 7 billion(44 1% of Japan's global investment of the year),
in the United States were made by Japanese companies in fiscal
year 1987 This registered a vigorous 44 7% increase over 4 5
billion of the previous fiscal year. The cumulative (FY1951-87)
total of Japan's direct investment in the US now amounts to
50.2 bhillion dollars

Keidanren believes Japanese direct investments into the U.S.
will contribute to the economic development of both the U S.
and Japan, and has helped its member companies explore in-
vestment opportunities.

In this context. Keidanren sent three investment study missi-
ons covering 23 states in order to obtain firsthand information
on economic and social environment of the respective state in
June 1984 For the same purpose Keidanren sent similar missi-
ons to 16 states in 1986. and to 5 aiaies in 1987. These missi-
ons exchanged views with the Governors, members of the state
legislature, fvlayors. leaders of the state and municipal govern-
ments. business community, as well as Japanese companies
who already operate locally and visited maior industrial sites as well.

With the fast increasing direct investment. Japanese com-
panies are bound to face various new problems caused by their
direct investment in the U.S.. including such issues as fostering
better community relations and avoiding movements towards
greater investment restriction. In order to cope with these pro-
blems. a new council named “Council for Better Investment in
the U.S." (CBIUS) was established on April 6. 1988.

Following tnese activities, another investment expansion mi-
ssion was organized to visit the State of Alaska and the State
of Hawaii from September 4 to 13.

The Mission will report its findings to the member companies
of Keidanren and CBIUS and .other Japanese corporations for
reference in their future investment plans.

Though this mission will not engage in immediate business
talks on investment, we are convinced that the visits by the
mission, composed of representative corporations of major in-
dustrial sectors in Japan, will lead to a smooth expansion of
Japan's direct investment, taking into account various social
and economic concerns in the United States.

Keidanren
Investment Mission
to
The United States
of
America
Nledla, Hvaii

S eptem ber 1988



Hideo ISHIHARA

Managing Director
The Inddstrial Bank of Japan. Ltd.

ft © ft *
U -t-Wichhreeftitmia

33 Marunourhl 1-chorre, Chiyoda-ku, Tokyo
100. Japan

Membars:

Yoshimi M1ZUKAMI <Asiaaly)

Chairman of the Board
Hasegawa Komuten Co.. Ltd.

Jt i |

?(Bl agglba 2-chome, Minato-ku. Tokyo

Jiro HAYASHI1 (alaska only)

Director
General Manager, Ener%y Development Dept.
|demitsu Kosan Co., Lt

I 7

l]OMarunoucm 1-chome, Chi) oca-kui Tokyo
Japan

Katsuzo FURUDATE

Director-Accounting, Finance and
Informatinn & Communication Systems Dept.
Taiyo Fishery Co., Ltd.

- &

12 Otemach| 1-chome, Chiyoda-ku. Tokyo
100, Japan

Kunio UCHINO
General Manaqer
Business Development Dept.
Building Construction Div.
Kajima Corporation

sf n *

%oky7o %Q}O a%lgﬁsaka 1-chome, Minato-ku,

Satoshi OGIHARA

Manager, Business Planning Dept.
International Operations
Fujitsu Limite

m SX im - )
[t Z* act* 7 *tnrHiifi«C7 ftiic1

% IYIarunouchi 1-chorre, Chiyoda-ku. Tokvo
. Japan

Takehiko SUZUKI

General Manager gPIannmg)
General Panmn? B
The Tokyo Eleciric Power Co., Inc.

ffr *  fil fc.
iKSfvaadgijfiC&Cfi
%aiylbc%wé%cﬁo I-chome. Chiyoda-ku.

Hiroyuki HOTTA

Vice President o
Assomat?d Business Administration
and Development.

Japan Air Lines Co., Ltd.

meb n if

%B:f(yl\ga%%jg&imZ—dnne, Chiyoda-ku

Mitsuru M1 SAWA ,Ph. D.

General Manager

International Headquarters

General Manager

Iterna(limnal nvesLmePtServme Div.
The Industrial Bank of Japan, Lt

£ iR m
i—%lYlarunouchl 1-choe. Chiyoda—ku, Tokyo

Yoshihiko SHOYAMA

Manager

PrO{ect Dept.

Systems Englneermg Div.
Hitachi, L

£ W m %

%@gd%ﬂugadm 4-chorre, Chiyoda-ku,



Shozo MLYAKAWA Aludiy)

General Manager :
Energy Group Administration Office

Nissho Iwai Corporation

H < r.
AV - ®a » -MP'UI-M'-K'-tft

ﬁ'. »sasuka 2-chome. Minato-ku. Tokyo
. Japan

Heiji UEDA
General Manager
International Finance
Shimizu Corporation

I H ¥ ft
ramose ft

~. Kyobashi 2-chome. Chuo-ku. T
%84’ Jaggnbw —chorme. Chuo-ku. Tokyo

Shinichiro FUKUDA

Deputy General Mana?er_ N
Business Develo?_men Division |
Chivoda Corporation

Bfl-

T-ftISFEX#SESS 1/°SCS'JSCit
%&19. Shiba 2-chome, Minato-ku. Tokyo
, Japan

irohisa MITSUCHI

eputy General Manager
Overseas Dept
Sumitomo Corporation

H £ ¥ X

2-2 Hitotsubashi 1-chome, Chiyoda-ku, Tokyo

100, Japan

Katsuaki TATOBE

General Manager
International Dept

Kowa Real Estate Investment Co., Ltd

EHjicotf B Ha

12-24, Nishi-Azabu 4-chorre, Minato-ku,
Tokyo 106, Japan

t X *»

Hajime MORI Awkaoniyi

President
Nippon Express Travel USA. Inc.

fl ——
tfINnmimii

B SR P

Sadami (Chiris) WADA

‘Alaiki only)

Senior Vice President
Sony Corporation of America

10 3 % 7 ey
m -. m-<)lift

ALY/ hcRE Lyt 49 P New York

Yoshimichi OHARA

Executive Vice President
Nippon Steel U.S.A.. Inc.

m m it5 3s
JAElf/rOHSia Jlift

B Arghey A s 2

Makoto SUNAGAWA <pdaaly

Chief Representative _
Representative Office in Washington
The Export-Import Bank of Japan

& ill & rox *CI’>A*i)0>

Webiion, B, U %k

Yoshio NAKAMUR A (Coordinator)

Senior Assistant Director
International Economic Affairs Dept
Keidanren

41 55 & M *)

%Odbgatl%g]nachl 1-chorre, Chiyoda-ku, Tokyo



Atsushi YAMAKOSH I
Staff Economist

International Economic Affairs Dept.

Keidanren
j& n &

Yukito NAGATANI

International Travel Div.
Tokyo Air Service Branch
Nippon Express Co., Ltd.

kS ~ A
ti C

Interpreter:

Yaejoong K 1M

*tum7IVe<Vi'-t'/stJi'iSiR

t

k

Keidanren (Japan Federation of Economic
Organizations) is a private, non profit econom ic
organization representing virtually all branches
of economic activities in Japan. Keidanren,
maintaining dose contact with both public and
private sectors at home and abroad, endeavors
not only to find practical solutions to econom ic
problems but also to contribute to the sound
development of the economies of Japan and
countries around the world.

Through the merger of several economic and
industrial organizations active since prewar days,
Keidanren was established in August 1946.

Since then Keidanren has grown into a nation-
wide body with 120 association and 915 corpo-
rate members as of August 1989.

Headed by internationally acknowledged
leaders of the Japanese business community,
Keidanren plays an active and influential role in
the achievement of harmonious economic

prosperity for all mankind.

KEIDANREN

Japan Federation of Economic Organizations

9-4, Ohtemachi 1-chome,
Chiyoda-ku, Tokyo 100, Japan
Tel. (03)279-1411

Telex: 222-3188 KDRTOKJ
Facs. (03) 246-0574
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My name is Sadami (Chris) Wada, Senior Vice President of
Sony Corporation of America and 1 am also U.S. Advisor to
the Council for Better Investment in the U.S. of KEIDANKEN.

KEIDANREN is a Japanese name for Japan Federation of Economic

Organizations. It is a private, non-profit economic organi-
zation representing virtually all branches of economic
activities in Japan. It is certainly a nation-wide body

with 120 association members and 921 corporate members as
oi September 1988.

KEIDANKEN has sent a series of investment-related missions to
various states since 1984, covering 23 states in the first
year, Ib states in 1986, 5 states in 1987 and Alaska and

Hawaii in September 1988.

Last September the 21-member KEIDANREN investment study
mission to Alaska visited a number of places and had a number
of important meetings in the state. The meetings included
the state legislature leaderships, business leaderships,

the Administration leaderships and reporters from media

world.

We were very much impressed by the beauty of Alaska and its
short distance from Japan. Its abundant natural resources

also impressed us. Even though the state lost competition

for 1994 winter Olympic site, the state is rich in sites for
skiing and other wir Tr sports.

However, we were very much disappointed to learn that this
rich and beautiful state has the notorious worldwide unitary
tax system. The British, Dutch and other European nations
united their efforts to appeal to the United States with
their strong opposition against this unfair, unreasonable
and internationally-rejected tax system. Prime Minister
Margaret Thatcher repeatedly urged then president Ronald
Reagan of the U.S. to stop the practice of the unitary tax
on a worldwide basis.

We also found out the unfortunate nature of this worldwide
unitary tax system, that results in unfair double taxation

and in most onorous administrative burden that in most

cases do no give any justice in the final tax assessment.

We thought this is very ironic for Alaska, because this
oeautiful state was the first state to open its office in
Tokyo, Japan in order to invite our investments in the state,
but now it is the last state to eliminate it if it wants

to see its Tokyo office succeed in inviting Japanese investments
into the state.
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In 1984 the following 12 states had the worldwide unitary

tax system. They were Alaska, California, Colorado, Florida,
Idaho, Indiana, Massachusets, Montana-, New Hampshire, North
Dakota, Oregon and Utah. AIll except Alaska changed their tax
system. The most important worldwide unitary tax state,
California with its largest tax exposure among the 12 states,
provided the water's edge choice by its state legislature

and the governor's signature in 1986. The governor of Cali-
fornia did support their water's edge and signed it into the
law for their economic growth through greater international
investment particualarly in manufacturing. All of those states
that modified their tax system did so in the same thought as
California.

KEIDANREN, Sony and others from Japan, for greater investments
in Alaska are all pleased to see SB-119 before the state
legislature, and wish very much to support the passage of

the bill. We are very happy to know that Governor Cowper

took the initiative in this effort with the wide support

from the Alaska state legislature. The worldwide unitary

tax system penalizes investment. When one makes an investment
in manufacturing, it takes time in purchasing land, building
plant structures, machines, training workers, organizing plant
operations to be efficient, debugging machine operations and
also in securing and training material and parts suppliers.

It takes easily a few years before you can have real profit
on which you may pay income tax. Until you make profit, you
have nothing to pay tax out of. Tne notorious worldwide
unitary tax demands state tax payment out of global income
from other countries, through what they call worldwide
combination of income. Income made in other countries is

of course taxed in each country. Why such income should be
subjected to another tax. We oppose such double taxation.
After invited to invest and to contribute to the economic
activities and to the economic base, why one should be
penalized by such double taxation.

Further, the worldwide unitary tax system requires combining

of properties, sales and payroll of the whole world, in order

to find out what percentage of the global income should be
attributed to a certain state. Prices of one acre in the U.S.
and Japan are very different, particularly when the one acre

in Japan was bought three hundred years ago while the one in

tne U.S. was bought 1989. Those original book values of the
each acre, make no basis for apportioning global income. It
creates nothing but distortion. Sales in large and traditionally
established market and in unstable and risky market would of
course have different profit margin, therefore, such providing
no rational basis to allocate global income. Wage levels are
clearly known to be different country to country, once again,
providing no reasonable basis for allocating global income.

In Japan, no-lay off means very much beyond some wage differences
and it can have important value. Country to country, fringe
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benefits are different, that include housing in some countries
where it could mean 'very much in value. Therefore, contribution
to income creation cannot be direct translation of wages or
salaries. There are in some cases, very important elements
that enables contribution by employees to the corporate income,
outside wages and salaries.

| am sure that state tax authorities are responsbile to tax
corporations without allowing them to hide income and evade
due taxes. The Federal Government is very much responsible for
making sure that they tax right and not allow international
corporations to evade taxes. Their responsibilities may be
even far greater, the stake being much larger compared to state
level. The Federal tax authorities use "arm's length™ method
to test any suspicious transactions. IRS Code 482 gives the
Secretary of Treasury such an authority to carry out their
responsibility to tax. Why cannot a state use the same test,
rather than rely upon the impossible worldwide unitary tax

system.

Exchange rates among nations that have been changing so much
not only over years but even within a year of twelve months.
What exchange rate to use? What justification is there for
choosing any exchange rate? What could have been the exchange
rate of the Japanese currency of three hundred years ago to
the U.S. dollar? Should we combine the result, whatever it
may be, with the value of any U.S. property bought this year?

Japan has made about $50 billion direct investment in the
United States so far. As we make trade surplus with the U.S.
we must get the money back to U.S. Unless wo do so, the
shortage of money in U.S. will drive the interest rate higher
and economic activities lower. Japan should invest such U.S.
money in manufacturing industries, rather than national bonds,

considering jductive and job-creating impact. Greater
manuf nas tremendous ripple effects in economic
activii'

| am sure all the people in the world find Alaska beautiful
and exciting with her natural beauty. She is rich in resources
and attractive for recreational sports of different kinds.

The KEIDANREN mission came and found this state very attractive
but when we learned that unfortunately this state still keeps
what we thought was something of the past, we were surprised
and disappointed, because the worldwide unitary tax means

a red flag for investment.

SB-119 eliminates the worldwide unitary tax from Alaska and
removes fear of unfare double taxation from investing in
Alaska. it ends the most cumbersome and onorous tax system.
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Once the notorious worldwide unitary tax is removed from
Alaska and the internationally accepted system is applied to
investors from U.K., Holland, Germany or any other country
certainly including Japan, | am sure Alaska is really ready
for any international investments. KEIDANREN will remove the
red flag from Alaska on the investment map.

| would like to express here my sincere appreciation for the
opportunity to communicate our opposition against the worldwide
unitary tax and our support to the Senate Bill SB-119.

1 would also like to express here my appreciation for the
January 25, 1989 opportunity to testify via telephone in
support of the same SB-119 before the Senates's Committee
on International Trade and Tourism under the chairmanship

of Senator Szymanski.

*kkkk* x Kk k k%
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ATTACHMENT-A
Draft List of Possible Options

1. Separate accounting for all corporate taxpayers. This
is nominally what the Japanese are asking for, and would remove
the psychological barrier said to deter foreign investment. It
could lose us up to $2 million annually (depending on how
implemented) in non-petroleum corporate tax revenue, but’ at
current oil prices would increase petroleum tax revenue by at
least $150 million. Under separate accounting, production and
pipeline profits earned in Alaska would be taxed at the full 9.4
percent nominal rate. See the table below for the effective
rates under current law.

Net Income, Tax Paid, and Average Effective Rates
Petroleum.Corporate Income Tax

------------------- millions--------mmmme-
Alaska Net Income Tax Paid Tax Rate
1983 $5,771 $236 4.1%
1984 $6,639 $265 4.0%
1985 $5,083 $169 3.3%
1986 $3,452 $134 3.9%
Net income calculated from data in Sohio annual reports and Fl

filings.

2. Water's edge for all corporate taxpayers.Would also
remove the psychological barrier said to deter foreign
investment. Likely to have little impact on current non-
petroleum corporate tax revenue (i.e. = <$1 million annually).
The effect on petroleum revenue could be much larger, though
difficult to predict. EXXON and Standard would probably pay more
tax, and that ARCO would pay less, resulting in a net increase
of $10-40 million in annual corporate petroleum income tax
revenue.

*

3. Status quo for oil companies, separate accounting for
everyone else.

4. Status quo for oil companies, water's edge for
everyone else.

5. Status quo for oil companies, separate accounting or
water's edge for everyone else, with a compensating rate
change to make result "revenue neutral.” But has anyone
figured out what we mean by "revenue neutral?"”

6. Separate accounting or water's edge for everyone, with
a compensating rate change to make result ™"revenue
neutral.” Theoretically, this could get the state the same



amount of money as it is currently getting, while cutting the
nominal tax rate roughly in half. The oil companies would pay a
tiny bit more than at present. Everyone else (at least everyone
currently paying 9.4 percent) would have their corporate tax
reduced by half. This would unequivocally have a positive
economic diversification effect, a statement that can't be made
about any of the options describe above. The problem, of course,
iIs that the rate adjustment required for revenue neutrality this
year (assuming we could figure that out in advance) would almost
certainly not be revenue neutral in the following year.

7. Abolish the non-petroleum tax, go to separate
accounting for oil companies and adjust the rate to
achieve "revenue neutrality.” We could Drobably reduce our

nominal 9.4 percent rate (now paid only bE”oil companies) to 5.5
percent and expect the result to approximate the revenue from
our current corporate tax structure. Like option 6, this would
produce an unequivocal economic diversification impact.

8. Abolish the non-petroleum tax, go to separate
accounting for oil companies. Like option 1, above, this
would raise oil company taxes and state revenue. Unlike option
1, this would be certain to have a positive impact on economic
diversification.

9. Give corporations an option, a la California. Any time
we give the oil companies (or any other profit maximizers) an
option, they will use it to lower their costs. Where the amounts
at stake are large, as they are with in the case of Alaska oil,
there is the risk of losing big bucks.

10. Give non-petroleum corporations an option, a la

California, but retain (and require) worldwide wunitary
for oil companies. But some authorities have suggested that
once you establish an option, it must be made available to all.

11. Do nothing. "Sorry, governor. It seemed like a good idea at
the time, but further study suggests that it doesn'tmake sense.
The reason it doesn't make sense is...."

12. Study the question until it goes away. A variation on
the "do nothing"™ option, above. An easy option to justify
because no matter how much analysis we devote to anyproposed
change, we will still face considerable uncertainty on the
revenue effects of the change. And while it may not always be
true, it can always be asserted that additional analysis will
reduce the residual uncertainty.
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ATTACHMENT D

CORPORATE TAX AND TOTAL UNRESTRICTED REVENUE, FY 1959-
($ Millions)

UNRESTRICTED

" GENERAL CORPORATE INCOME
FUND TAX REVENUE

FY REVENUE Petroleum Non-petroleum
59 25.4 1.4
60 48.0 1.7
61 40.5 1.4
62 68.9 1.8
63 71.6 2.2
64 67 .0 1.8
65 83.0 1.9
66 86.5 4.1
67 86.6 3.5
68 112.7 0.1 3.8
69 112 4 0.1 4.2
70 1067.3 0.4 4.9
71 220.4 0.9 5.2
72 219.2 1.2 5.3
73 208.2 0.9 5.9
74 254 .9 1.2 7.0
75 333.4 2.5 14 .8
76 709.8 4.9 26.2
77 874.3 5.0 30.8
78 764 .9 8.4 25.1
79 1133.0 232.6 24 .8
80 2501.2 547.5 17.9
81 3718.2 860.1 34 .8
82 4108.4 668.9 34.8
83 3631.0 236.0 30.1
84 3390.1 265.1 39.5
85 3260.0 118.6 36.0
86 2679.4 133.0 15.0
87 1741.3 95.0 14 .0
88* 1716.1 110 15

*Forecast.
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