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CS FOR HOUSE BILL NO. 12 (FINANCE)

IN THE LEGISLATURE OF THE STATE OF ALASKA 

SEVENTEENTH LEGISLATURE - FIRST SESSION
i

BY THE HOUSE FINANCE COMMITTEE
I

Offered: I
Referred:

Sponsor(s): REPRESENTATIVES MOYER, Brown, Koponen, Ellis !
i

A BILL 

FOR AN ACT ENTITLED

1 "An Act relating to the w ater’s edge method of calculating income taxes for certain

2 corporations, and to the determination of net income subject to state income tax from the

3 operation of a ship or water transportation carrier for a foreign corporation; and

i

4 providing for an effective date."

5 BE IT ENACTED BY THE LEGISLATURE OF THE STATE OF ALASKA:
I
I

6 * Section 1. PURPOSE, (a) By setting aside the exclusion from gross income of the income earned

7 by foreign corporations from vessel operations, it is the purpose of AS 43.20.030(h), added by sec. 3 of

8 this Act, to establish a uniform policy relating to the taxation of water transportation carriers, domestic

9 or foreign, subject to the apportionment of business income under AS 43.20.071.

10 (b) It is the purpose of the addition of AS 43.20.073, added by sec. 4 of this Act, to promote

11 investment and trade opportunities in the state.

12 * Sec. 2. LEGISLATIVE INTENT. The amendments to the Alaska Net Income Tax made by this

13 Act are not intended to reflect a determination or conclusion by the legislature as to the assertion that
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1 the imposition of the worldwide combined reporting method directed for use by certain taxpayers b y

2 AS 43.20 violates the foreign commerce clause of the United States Constitution.

3 * Sec. 3. AS 43.20.030 is amended by adding a new subsecdon to read:

4 (h) For purposes of determining the net income of a foreign corporation from the

5 operation of a ship or water transportation carrier, the provisions of 26 U.S.C. 883(a)(1) do not

6 apply. The taxpayer shall calculate gross income taking into consideration income derived from

7 the operation of a ship or water transportation carrier, and the provisions of AS 43.20.071 apply

8 to the determination of income subject to taxation by the operation of this subsection.

9 * Sec. 4. AS 43.20 is amended by adding a new section to read:

10 Sec. 43.20.073. AFFILIATED GROUPS, (a) A corporation that is a member of an

11 affiliated group shall file a return using the water’s edge combined reporting method. A return

12 under this section must include the following corporations if the corporations are part of a unitary'

13 business with the filing corporation:

14 (1) an affiliated corporation that is eligible to be included in a federal consolidated

15 return under 26 U.S.C. 1501 - 1505 (Internal Revenue Code) if the corporation’s property,

16 payroll, and sales factors in the United States average

17 (A) 20 percent or more; or

18 (B) under 20 percent, if the corporation does not meet the requirements

19 of 26 U.S.C. 861(c);

20 (2) a domestic international sales corporation; in this paragraph, "domestic

21 international sales corporation" has the meaning given in 26 U.S.C. 992(a);

22 (3) a foreign sales corporation; in this paragraph, "foreign sales corporation" has

23 the meaning given to the term "FSC" in 26 U.S.C. 922(a);

24 (4) a corporation, regardless of the place where the corporation was incorporated.

25 if the corporation’s property, payroll, and sales factors in the United States average 20 percent

26 or more;

27 (5) a corporation that is incorporated in or does business in a country' that does

28 not impose an income tax, or that imposes an income tax at a rate lower than 90 percent of the

29 United States income tax rate on the income tax base of the corporation in the United States, if

30 (A) 50 percent or more of the sales, purchases, or payments of income or *

31 expenses, exclusive of payments for intangible property, of the corporation are made
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directly or indirectly to one or more members of a group of corporations filing under the 

water’s edge combined reporting method;

(B) the corporation does not conduct significant economic activity.

(b) When computing taxable income for a corporation under (a) of this section, the 

following amounts shall be excluded:

(1) 80 percent of dividend income received from foreign corporations; j

(2) an amount treated as a dividend under 26 U.S.C. 78; \
(3) 80 percent of the royalties accrued or received from a foreign corporation.

(c) In (b)(1) and (3) of this section, a payment is considered to be received from a ;
1

corporation that is pan of the unitary business if the payment is received j
i

(1) by a member of an affiliated group included in a water’s edge combined :
IJ

report filed under this section; and j
l

(2) from a corporation in which the recipient owns 50 percent or more of the • 

stock of the corporation.

(d) Dividends and royalties taxable to a corporation using the water’s edge combined 

reporting method are in lieu of an expense attribution for income excluded under (b) of this 

section.

(e) The department may require a corporation that files under (a) of this section to file 

a report under AS 43.20.065 - 43.20.071 prepared without regard to this section if the corporation 

or an affiliated corporation

(1) fails to comply with regulations adopted under this chapter, including domestic ■

disclosure spread sheet filing requirements; or ,

(2) does not provide information that is requested by the department that is :
i

necessary for the department to audit the taxpayer’s corporate return in a reasonable period of ' 

time.

(f) This section does not apply to taxpayers subject to AS 43.20.072 engaged in I
i

(1) the production of oil or gas from a lease or property in the state; or

(2) the transportation of oil or gas by regulated pipeline in the state. j

(g) In this section, ;
i

(1) "affiliated corporation" means a member of an affiliated group to which the | 

taxpayer filing a return under (a) of this section belongs;

-3-
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1 (2) "affiliated group" means a group of two or more corporations in which 50

2 percent or more of the voung stock of each member of the group is directly or indirectly owned

3 by one or more corporate or noncorporate common owners, or by one or more of the members

4 of the group;

5 (3) "foreign corporation" means a corporation created or organized outside of the

6 United States, the District of Columbia, the Commonwealth of Puerto Rico, or a p jssession of

7 the United States;

8 (4) "water’s edge combined reporting method" means a reporting method in • . n

9 the only corporations besides the taxpayer that may be included in the return are the corporations

10 listed in (a) of this section.

11 * Sec. 5. This Act applies to tax years beginning after December 31, 1991.

12 * Sec. 6. This Act takes effect immediately under AS 01.10.070(c).
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FISCAL NOTE

Revision Date: March 12. 1991___________
Title: An act relating to the water's
prloe method of taxation___________________

Sponsor: Representative Mover___________

Requestor:___________________________________

STATE OF ALASKA
1991 LEGISLATIVE SESSION

No. 2 
Bill Version:. C S H B  1 2  ( F I X’!

(H) Publish Date: 3/20/9,1.

Department Affected d e p a r t m e n t  of R o y o m’p

BRU: Revenue O p e rations_______________________

Component: Income and Excise Audit_________

C OMPONENT S E R I A L  NO. U - L U
OPERATING FY 92 FY 93 FY 94 FY 95 FY 96 1 FY 97

PERSONAL SERVICES 0.0 0.0 63.3 63.8 63.3 53.3
TRAVEL 0 .0 30.0 34.8 39.3 39.3 29.3
CONTRACTUAL 13.0 15.0 17.0 17.0 17.0 17.0

SUPPLIES 0.0 2.5 2.5 8.0 3.0 3.0
EQUIPMENT

LANDS & STRUCTURES 

GRANTS. CLAIMS 
MISCELLANEOUS

0 .0 0.0 14.5 2.5 0.0 0.0

TOTAL OPERATING 13.0 47.5 : 132.5 1 ’30.6 123.1 1 123.*

CAPITAL 0.0 0.0 0.0 0.0 0.0 0.0

REVENUE

(500.0 - 

1500.0) <_»
J 
—
*

o 
o
 

o 
o
 

o 
o 1 1

.—
. 

o 
o
 

o 
o
 

o 
o
 

.— 
m

Ia
J 
—

O 
O
 

O 
O

o 
o
 

1 (1000 - 

3000)

(1000 - 

3000)

FUNDING: (Thousands of Dollars)

G E N E R A L  FUND 

FEDERAL FUNDS 

OTHER 

TOTAL

13.0

13.0

47.5

47.5

132.6

132.6

130.6

130.6

128.1

128.1

128.1 

123.1 |

POSITIONS:

FULL-TIME

PART-TIME

TEMPORARY

0.0 0.0 1.0 1 .0 1 .0 1.0

Estimate of current year Impact:

ANALYSIS: Attach a separate page for analysis,

ATTA C H E D

/;

Prepared By
Division: Income and Excise Audit Division

Approved by Commissioner: tee E. Fisher

Agency: Department of Revenue

Phone: (907) 465-2300 

a t e : March 12. 1991

Date: ^ " ^ 2 '  <?/
Distribution (by preparer): Legislative Finance, Legislative Sponsor, Requestor, CMB, u
Impacted A g e n c y d e s ) .

Rev 10/90

c 3 M M j r T£ -
Page _ L  of _ L

COPY



c (
Fiscal Note Analysis, CSHB12 

Income and Excise Audit Division 
Prepared bv 3111 Floerchlnger 

March 12, 1991

The proDosed legislation mandates the use of a water's edge method of 

accounting under the Income tax law for non-oil and gas taxpayers. The 

legislation would be effective for tax years beginning In calendar 1992. Returns 

would be due in calendar 1993 and audits would begin In FY94. The data below 

shows the timing for t h e v a r l o u s  cost components required to administer the 
proposed legislation.

Personal Services FY92 FY93 FY9 4  ryoc

1 Revenue A u d itor IV, Anchorage $0.0 $0.0 $63.3 $63.3

Total Personal Services Costs $0.0 $0.0 $63.3 $63.3

T rave 1

Training, 5 ? $10.0 

Management Review, 4 @ $.5 

12 Audits completed @ $1.9 

9 Appeals completed In Anchorage 0 $.5

$0.0

$0.0

$0.0

$0.0

$30.0

$0.0

$0.0

$0.0

$10.0

$2.0

$22.3

$0.0

$10.0 

$2.0 

icc . O
$4.5

Total Travel $0.0 $30.0 $34.8 $39.3

C o n t r a c t u a 1

Printing and A d v e r t i s i n g  Costs 

Telecommunications, C e n trex
$13.0

$0.0
$13.0

$2.0

$13.0

$4.0

$13.0

$4.0

Total Contractual $13.0 $15.0 $17.0 $17.0

Supplies

Office supplies, C o m p u t e r  supplies, 

Audit Manuals and References $0.0 $2.5 $2.5 $8.0

Total Supplies $0.0 $2.5 $2.5 $8.0

Eauipment

2 Wang PC Computers, Cable Hookup 

2 Laptop Computers
$0.0

$0.0
$0.0

$0.0
$7.5

$7.0
$2.5

$0.0

Total Equipment $0.0 $0.0 $14.5 $2.5

TOTAL COSTS 1 1 1 4 $47.5 132.6 $130.6

^ H / r r e e



F I S C A L  N O T E
No. 3; f -«—

STATE OF ALASKA 1 Bill Version: CSHB 1?

1991 LEGISLATIVE SESSION (H) Publish Date: 3/20 3 ;

Revision Date:___ __________________________________ Department Affected: Commerce A Economic r e v .
Title: An Act Relating to the Water's b RU: Banking, Securities <5 Corporations

Edge Method o f  C a lc u la t in g  Income Tax C o m p o n e n t :____________________________________ ___
Sponsor: Rep. Moyer________________________  ____________________________

Requestor: _________________________ ___________  COMPONENT SERIAL NO. [

Expendituresyflevenues: (Thousands of Dollars)

OPERATING FY 92 FY 93 FY 94 FY 95 FY 96 | FY 97 1

PERSONAL SERVICES
%

i 1

TRAVEL 1 i

CONTRACTUAL ! :

SUPPLIES !
EQUIPMENT

•

LAND & STRUCTURES i

GRANTS. CLAIMS L  . !

MISCELLANEOUS
i

TOTAL OPERATING 0 0 0 0 0 o 1

CAPITAL 0 0 0 0 0 0

REVENUE 0 0 0 0 0 0

FUNDING: (Thousands of Dollars)
GENERAL FUND

FEDERAL FUNDS

OTHER

TOTAL 0 0 0 0 0 0

POSITIONS:
FULL-TIME 0 0 0 0 0 0

PART-TIME

TEMPORARY

Estimate of current year impact:_   _

ANALYSIS: (Attach a separate page if necessary.) Thi s bill p r o p o s e s  to amend the method of c o m­
puting corporate Net Income Tax payable to Alaska. D e f i n i t i o n s  for the corporation's 

"affiliated groups" and criteria for determining the U.S. taxable income are given. 

Corporations producing or transporting oil and gas are not subject to the water's edge 

method. The purpose o f JiheJypni > s ^ ^ o r o m o t e  i n v e s t m e n t  and trade opportunities in 
th e-state .------------------------------------- ^ --------------------------------------------------

Prepared By: Willis ^ K i r k p a t r i c k ,  d i r e c t o r _____________  Phone: 465-2521 ______________

Division: Banking, Securities i  C o r p o r a t i o n s ^ / x  / Date:_______ 2/27/91__________________

Approved by Commissioner: Glenn A. Olds

Agency: D e p a rtment of Commerce & Economic D e v e l o p m e n t  Date: J  ^  '

Distribution (by preparer): Legislative Finance, Legislative Sponsor, Requestor, O M B ,  & Impacted Agency(ies).



Alaska State Legislature
H O U S E  O F  R E P R E S E N T A T I V E S

Official Business P.O. Box V 
State Capitol 

Juneau, Alaska 99811
A p r i l  2 3 ,  1 9 9 1

T o : H o u s e  F i n a n c e  C o m m i t t e e

F r o m :  R e p r e s e n t a t i v e  K a y  B r o w
C h a i r ,  S u b c o m m i t t e e  o n j

T h e  S u b c o m m i t t e e  o n  H B 1 2  r e q u e s t e d  t h e  a t t a c h e d  d r a f t  c o m m i t t e e  
s u b s t i t u t e .  N o t e  t h a t  t h e  b i l l  t i t l e  w a s  b r o a d e n e d  i n  o r d e r  t o  
a c c o m m o d a t e  a  c h a n g e  r e l a t i n g  t o  t a x a t i o n  o f  i n t e r n a t i o n a l  c r u i s e  
c o m p a n i e s .  T h e  f o l l o w i n g  i s  a  d i s c u s s i o n  o f  m a j o r  i s s u e s  d i s c u s s e d  b y  
t h e  s u b c o m m i t t e e  a n d  c h a n g e s  m a d e  i n  t h e  p r o p o s e d  c o m m i t t e e  
s u b s t i t u t e .

I .  I m p a c t  o f  H B 1 2  o n  R e v e n u e s

T h e  D e p a r t m e n t  o f  R e v e n u e  i n f o r m e d  t h e  s u b c o m m i t t e e  t h a t  i t  
w o u l d  b e  u n a b l e ,  i n  t h e  t i m e  a l l o w e d ,  t o  p r o v i d e  a n  a n a l y s i s  o f  h o w  
r e v e n u e s  w o u l d  b e  a f f e c t e d  i f  t h e  W a t e r ' s  E d g e  m e t h o d  o f  t a x a t i o n  
w e r e  a p p l i e d  t o  t h e  o i l  a n d  g a s  i n d u s t r y .  D e p a r t m e n t  r e p r e s e n t a t i v e s  
s a i d  s u c h  a n  a n a l y s i s  w o u l d  t a k e  s e v e r a l  m o n t h s .  A s  a  r e s u l t ,  t h e  
s u b c o m m i t t e e  m a d e  n o  c h a n g e s  t o  p r o v i s i o n s  t h a t  w o u l d  a p p l y  t h e  
b i l l  o n l y  t o  n o n - o i l  a n d  g a s  c o r p o r a t i o n s .  T h e  s u b c o m m i t t e e ,  h o w e v e r ,  
r e c o m m e n d s  t h a t  t h e  f u l l  c o m m i t t e e  r e q u e s t  s u c h  a n  a n a l y s i s  f r o m  
t h e  D e p a r t m e n t  o f  R e v e n u e  a n d  t h a t  i t  b e  r e v i e w e d  d u r i n g  t h e  
i n t e r i m .

I I .  L e g a l  I s s u e s

T h e  D e p a r t m e n t  o f  L a w  i n f o r m e d  t h e  c o m m i t t e e  i n  w r i t i n g  t h a t  i t  
c o u l d  f o r e s e e  n o  l e g a l  p r o b l e m s  w i t h  t r e a t i n g  t h e  o i l  a n d  g a s  i n d u s t r y  
d i f f e r e n t l y  t h a n  o t h e r  c o r p o r a t i o n s ,  s o  l o n g  a s  t h e r e  i s  a  l e g i t i m a t e  
p u b l i c  i n t e r e s t  t o  d o  s o .  T h e  D e p a r t m e n t  o f  L a w  m e m o r a n d u m  i s  
a t t a c h e d .  A s  y o u  m a y  r e c a l l ,  t h e r e  w a s  t e s t i m o n y  b e f o r e  t h e  f u l l  
c o m m i t t e e  o n  t h i s  b i l l  r e g a r d i n g  t h e  a f f e c t  o n  A l a s k a  o f  t h e  r e c e n t  
" B a r c l a y s '  d e c i s i o n . "  T h e  C a l i f o r n i a  C o u r t  o f  A p p e a l s  r u l e d  t h a t  t h e  
w o r l d w i d e  m e t h o d  o f  a p p o r t i o n m e n t ,  w h e n  a p p l i e d  t o  f o r e i g n - b a s e d  
u n i t a r y  g r o u p s ,  i s  u n c o n s t i t u t i o n a l .  T h e  D e p a r t m e n t  o f  L a w  s e e s  n o



r e a s o n  f o r  t h e  l e g i s l a t u r e  t o  t r y  a n d  c h a n g e  t h e  l a w  w h i l e  t h e  c a s e  i s  
s t i l l  i n  t h e  c o u r t s .  T h e  s u b c o m m i t t e e  a d d e d  a  s e c t i o n  t o  t h e  b i l l ,  
S e c t i o n  2 ,  t h a t  s t a t e s  t h e  l e g i s l a t u r e ,  b y  p a s s a g e  o f  H B 1 2 ,  i s  m a k i n g  
n o  a d m i s s i o n  r e g a r d i n g  t h e  c o n s t i t u t i o n a l i t y  o f  t h e  w o r l d w i d e  
a p p o r t i o n m e n t  t a x  m e t h o d .

I I I .  C r u i s e  I n d u s t r y

T h e  s u b c o m m i t t e e  d i s c u s s e d  c u r r e n t  c o r p o r a t e  i n c o m e  t a x e s  a n d  h o w  
t h e y  r e l a t e  t o  t h e  c r u i s e  i n d u s t r y .  T h e  D e p a r t m e n t  o f  R e v e n u e ,  i n  
a n s w e r  t o  q u e s t i o n s  f r o m  t h e  s u b c o m m i t t e e ,  r e p o r t e d  t h a t  t h e  
i n t e r n a t i o n a l  c r u i s e  i n d u s t r y  n o w  p a y s  n o  c o r p o r a t e  i n c o m e  t a x .  T h e  
D e p a r t m e n t  o f  L a w  h a s  f o r  t h e  p a s t  1 0  m o n t h s  b e e n  r e v i e w i n g  t h e  
A l a s k a  t a x  c o d e  a n d  i t s  a p p l i c a b i l i t y  t o  c r u i s e  c o m p a n i e s .  T h a t  r e v i e w  
i s  n o t  y e t  c o m p l e t e .  I n t e r n a t i o n a l  c r u i s e  i n d u s t r y  r e p r e s e n t a t i v e s  
a r g u e  t h a t  t h e y  a r e  e x c l u d e d  f r o m  s t a t e  c o r p o r a t e  i n c o m e  t a x  b y  
s e c t i o n  o f  t h e  U S  t a x  c o d e  r e g a r d i n g  e x c l u s i o n s  f r o m  t a x a t i o n  d u e  t o  
t r e a t i e s .  T h e  s u b c o m m i t t e e  r e c o m m e n d s  t h a t  t h e  l e g i s l a t u r e  c l a r i f y  
t h e  s i t u a t i o n  w i t h  a  n e w  S e c t i o n  T h r e e  t o  H B 1 2 .  I t  s t a t e s  t h a t  t h e  t a x  
e x e m p t i o n  g r a n t e d  i n  t h e  U . S .  C o d e  d o e s  n o t  a p p l y  i n  A l a s k a .  T h e  
s u b c o m m i t t e e  a s k e d  t h e  D e p a r t m e n t  o f  R e v e n u e  t o  e s t i m a t e  t a x  
r e v e n u e s  t h a t  w i l l  r e s u l t  f r o m  t h i s  p r o v i s i o n .  T h e  d e p a r t m e n t  w a s  
a l s o  a s k e d  t o  r e p o r t  t o  t h e  l e g i s l a t u r e  o n  h o w  t h e  c r u i s e  i n d u s t r y  i s  
t a x e d  i n  o t h e r  s t a t e s .

I f  y o u  h a v e  a n y  q u e s t i o n s  o r  c o m m e n t s ,  p l e a s e  c o n t a c t  m e .

C C  R e p r e s e n t a t i v e  T o m  M o y e r
C o m m i s s i o n e r  o f  R e v e n u e  L e e  F i s h e r



WORK DRAFT WORK DRAFT WORK DRAFT
7-LS023TG
Chenoweth

4/19/91

C S  F O R  H O U S E  B I L L  N O .  1 2  (  )
I N  T H E  L E G I S L A T U R E  O F  T H E  S T A T E  O F  A L A S K A  

S E V E N T E E N T H  L E G I S L A T U R E  -  F I R S T  S E S S I O N
BY

Offered:
Referred:

Sponsors): REPRESENTATIVES MOYER, Brown, Koponen, EUls

A  B I L L  
F O R  A N  A C T  E N T I T L E D

1  " A n  A c t  r e l a t i n g  t o  i n c o m e  t a x e s  i m p o s e d  o n  c e r t a i n  c o r p o r a t i o n s ;  a n d  p r o v i d i n g  f o r  a n

2 effective date."

3  B E  I T  E N A C T E D  B Y  T H E  L E G I S L A T U R E  O F  T H E  S T A T E  O F  A L A S K A :
4  *  S e c t i o n  1 .  P U R P O S E ,  ( a )  B y  s e t t i n g  a s i d e  t h e  e x c l u s i o n  f r o m  g r o s s  i n c o m e  o f  t h e  i n c o m e  e a r n e d
5  b y  f o r e i g n  c o r p o r a t i o n s  f r o m  v e s s e l  o p e r a t i o n s ,  i t  i s  t h e  p u r p o s e  o f  A S  4 3 . 2 0 . 0 3 0 ( h ) ,  a d d e d  b y  s e c .  3 o f
6  t h i s  A c t ,  t o  e s t a b l i s h  a  u n i f o r m  p o l i c y  r e l a t i n g  t o  t h e  t a x a t i o n  o f  w a t e r  t r a n s p o r t a t i o n  c a r r i e r s ,  d o m e s t i c
7  o r  f o r e i g n ,  s u b j e c t  t o  t h e  a p p o r t i o n m e n t  o f  b u s i n e s s  i n c o m e  u n d e r  A S  4 3 . 2 0 . 0 7 1 .
8  ( b )  I t  i s  t h e  p u r p o s e  o f  t h e  a d d i t i o n  o f  A S  4 3 . 2 0 . 0 7 3 ,  a d d e d  b y  s e c .  4  o f  t h i s  A c t ,  t o  p r o m o t e
9  i n v e s t m e n t  a n d  t r a d e  o p p o r t u n i t i e s  i n  t h e  s t a t e .

1 0  *  S e c .  2 .  L E G I S L A T I V E  I N T E N T .  T h e  a m e n d m e n t s  t o  t h e  A l a s k a  N e t  I n c o m e  T a x  m a d e  b y  t h i s
1 1  A c t  a r e  n o t  i n t e n d e d  t o  r e f l e c t  a  d e t e r m i n a t i o n  o r  c o n c l u s i o n  b y  t h e  l e g i s l a t u r e  a s  t o  t h e  a s s e r t i o n  t h a t
1 2  t h e  i m p o s i t i o n  o f  t h e  w o r l d w i d e  c o m b i n e d  r e p o r t i n g  m e t h o d  d i r e c t e d  f o r  u s e  b y  c e r t a i n  t a x p a y e r s  b y
1 3  A S  4 3 . 2 0  v i o l a t e s  t h e  f o r e i g n  c o m m e r c e  c l a u s e  o f  t h e  U n i t e d  S t a i e s  C o n s t i t u t i o n .
1 4  *  S e c .  3 .  A S  4 3 . 2 0 . 0 3 0  i s  a m e n d e d  b y  a d d i n g  a  n e w  s u b s e c t i o n  t o  r e a d :

-1*
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• I  ( h )  F o r  p u r p o s e s  o f  d e t e r m i n i n g  t h e  n e t  i n c o m e  o f  a  f o r e i g n  c o r p o r a t i o n  f r o m  t h e
2  o p e r a t i o n  o f  a  s h i p  o r  w a t e r  t r a n s p o r t a t i o n  c a r r i e r ,  t h e  p r o v i s i o n s  o f  2 6  U . S . C .  8 8 3 ( a ) ( 1 )  d o  n o t
3  a p p l y .  T h e  t a x p a y e r  s h a l l  c a l c u l a t e  g r o s s  i n c o m e  t a k i n g  i n t o  c o n s i d e r a t i o n  i n c o m e  d e r i v e d  f r o m
4  t h e  o p e r a t i o n  o f  a  s h i p  o r  w a t e r  t r a n s p o r t a t i o n  c a r r i e r ,  a n d  t h e  p r o v i s i o n s  o f  A S  4 3 . 2 0 . 0 7 1  a p p l y
5  t o  t h e  d e t e r m i n a t i o n  o f  i n c o m e  s u b j e c t  t o  t a x a t i o n  b y  t h e  o p e r a t i o n  o f  t h i s  s u b s e c t i o n .
6  *  S e c .  4 .  A S  4 3 . 2 0  i s  a m e n d e d  b y  a d d i n g  a  n e w  s e c t i o n  t o  r e a d :
7  S e c .  4 3 . 2 0 . 0 7 3 .  A F F I L I A T E D  G R O U P S ,  ( a )  A  c o r p o r a t i o n  t h a t  i s  a  m e m b e r  o f  a n
8  a f f i l i a t e d  g r o u p  s h a l l  f i l e  a  r e t u r n  u s i n g  t h e  w a t e r ’ s  e d g e  c o m b i n e d  r e p o r t i n g  m e t h o d .  A  r e t u r n
9  u n d e r  t h i s  s e c t i o n  m u s t  i n c l u d e  t h e  f o l l o w i n g  c o r p o r a t i o n s  i f  t h e  c o r p o r a t i o n s  a r e  p a r t  o f  a  u n i t a r y

1 0  b u s i n e s s  w i t h  t h e  f i l i n g  c o r p o r a t i o n :
1 1  ( 1 )  a n  a f f i l i a t e d  c o r p o r a t i o n  t h a t  i s  e l i g i b l e  t o  b e  i n c l u d e d  i n  a  f e d e r a l  c o n s o l i d a t e d
1 2  r e t u r n  u n d e r  2 6  U . S . C .  1 5 0 1  -  1 5 0 5  ( I n t e r n a l  R e v e n u e  C o d e )  i f  t h e  c o r p o r a t i o n ’ s  p r o p e r t y ,
1 3  p a y r o l l ,  a n d  s a l e s  f a c t o r s  i n  t h e  U n i t e d  S t a t e s  a v e r a g e
1 4  ( A )  2 0  p e r c e n t  o r  m o r e ;  o r
1 5  ( B )  u n d e r  2 0  p e r c e n t ,  i f  t h e  c o r p o r a t i o n  d o e s  n o t  m e e t  t h e  r e q u i r e m e n t s
1 6  o f  2 6  U . S . C .  8 6 1 ( c ) ;
1 7  ( 2 )  a  d o m e s t i c  i n t e r n a t i o n a l  s a l e s  c o r p o r a t i o n ;  i n  t h i s  p a r a g r a p h ,  " d o m e s t i c
1 8  i n t e r n a t i o n a l  s a l e s  c o r p o r a t i o n "  h a s  t h e  m e a n i n g  g i v e n  i n  2 6  U . S . C .  9 9 2 ( a ) ;
1 9  ( 3 )  a  f o r e i g n  s a l e s  c o r p o r a t i o n ;  i n  t h i s  p a r a g r a p h ,  " f o r e i g n  s a l e s  c o r p o r a t i o n "  h a s
2 0  t h e  m e a n i n g  g i v e n  t o  t h e  t e r m  T S C "  i n  2 6  U . S . C .  9 2 2 ( a ) ;
2 1  '  ( 4 )  a  c o r p o r a t i o n ,  r e g a r d l e s s  o f  t h e  p l a c e  w h e r e  t h e  c o r p o r a t i o n  w a s  i n c o r p o r a t e d ,
2 2  i f  t h e  c o r p o r a t i o n ’ s  p r o p e r t y ,  p a y r o l l ,  a n d  s a l e s  f a c t o r s  i n  t h e  U n i t e d  S t a t e s  a v e r a g e  2 0  p e r c e n t
2 3  o r  m o r e ;
2 4  ( 5 )  a  c o r p o r a t i o n  t h a t  i s  i n c o r p o r a t e d  i n  o r  d o e s  b u s i n e s s  i n  a  c o u n t r y  t h a t  d o e s
2 5  n o t  i m p o s e  a n  i n c o m e  t a x ,  o r  t h a t  i m p o s e s  a n  i n c o m e  t a x  a t  a  r a t e  l o w e r  t h a n  9 0  p e r c e n t  o f  t h e
2 6  U n i t e d  S t a t e s  i n c o m e  t a x  l a t e  o n  t h e  i n c o m e  t a x  b a s e  o f  t h e  c o r p o r a t i o n  i n  t h e  U n i t e d  S t a t e s ,  i f
2 7  ( A )  5 0  p e r c e n t  o r  m o r e  o f  t h e  s a l e s ,  p u r c h a s e s ,  o r  p a y m e n t s  o f  i n c o m e  o r
2 8  e x p e n s e s ,  e x c l u s i v e  o f  p a y m e n t s  f o r  i n t a n g i b l e  p r o p e r t y ,  o f  t h e  c o r p o r a t i o n  a r e  m a d e
2 9  d i r e c d y  o r  i n d i r e c t l y  t o  o n e  o r  m o r e  m e m b e r s  o f  a  g r o u p  o f  c o r p o r a t i o n s  f i l i n g  u n d e r  t h e
3 0  w a t e r ’ s  e d g e  c o m b i n e d  r e p o r t i n g  m e t h o d ;
3 1  ( B )  t h e  c o r p o r a t i o n  d o e s  n o t  c o n d u c t  s i g n i f i c a n t  e c o n o m i c  a c t i v i t y .
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1  ( b )  W h e n  c o m p u t i n g  t a x a b l e  i n c o m e  f o r  a  c o r p o r a t i o n  u n d e r  (a) o f  t h i s  s e c t i o n ,  t h e
2  f o l l o w i n g  a m o u n t s  s h a l l  b e  e x c l u d e d :
3  ( 1 )  8 0  p e r c e n t  o f  d i v i d e n d  i n c o m e  r e c e i v e d  f r o m  f o r e i g n  c o r p o r a t i o n s ;
4  ( 2 )  a n  a m o u n t  t r e a t e d  a s  a  d i v i d e n d  u n d e r  2 6  U . S . C .  7 8 ;
5  ( 3 )  8 0  p e r c e n t  o f  t h e  r o y a l t i e s  a c c r u e d  o r  r e c e i v e d  f r o m  a  f o r e i g n  c o r p o r a t i o n .
6  (c) I n  ( b ) ( 1 )  a n d  ( 3 )  o f  t h i s  s e c t i o n ,  a  p a y m e n t  i s  c o n s i d e r e d  t o  b e  r e c e i v e d  f r o m  a
7  c o r p o r a t i o n  t h a t  i s  p a r t  o f  t h e  u n i t a r y  b u s i n e s s  i f  t h e  p a y m e n t  i s  r e c e i v e d
8  ( 1 )  b y  a  m e m b e r  o f  a n  a f f i l i a t e d  g r o u p  i n c l u d e d  i n  a  w a t e r ’ s  e d g e  c o m b i n e d
9  r e p o r t  f i l e d  u n d e r  t h i s  s e c t i o n ;  a n d

1 0  ( 2 )  f r o m  a  c o r p o r a t i o n  i n  w h i c h  t h e  r e c i p i e n t  o w n s  5 0  p e r c e n t  o r  m o r e  o f  t h e
1 1  s t o c k  o f  t h e  c o r p o r a t i o n .
1 2  ( d )  D i v i d e n d s  a n d  r o y a l t i e s  t a x a b l e  t o  a  c o r p o r a t i o n  u s i n g  t h e  w a t e r ’ s  e d g e  c o m b i n e d
1 3  r e p o r t i n g  m e t h o d  a r e  i n  l i e u  o f  a n  e x p e n s e  a t t r i b u t i o n  f o r  i n c o m e  e x c l u d e d  u n d e r  ( b )  o f  t h i s
1 4  s e c t i o n .
1 5  ( e )  T h e  d e p a r t m e n t  m a y  r e q u i r e  a  c o r p o r a t i o n  t h a t  f i l e s  u n d e r  ( a )  o f  t h i s  s e c t i o n  t o  f i l e
1 6  a  r e p o r t  u n d e r  A S  4 3 . 2 0 . 0 6 5  -  4 3 . 2 0 . 0 7 1  p r e p a r e d  w i t h o u t  r e g a r d  t o  t h i s  s e c t i o n  i f  t h e  c o r p o r a t i o n
1 7  o r  a n  a f f i l i a t e d  c o r p o r a t i o n
1 8  ( 1 )  f a i l s  t c  c o m p l y  w i t h  r e g u l a t i o n s  a d o p t e d  u n d e r  t h i s  c h a p t e r ,  i n c l u d i n g  d o m e s t i c
1 9  d i s c l o s u r e  s p r e a d  s h e e t  f i l i n g  r e q u i r e m e n t s ;  o r
2 0  ( 2 )  d o e s  n o t  p r o u d e  i n f o r m a t i o n  t h a t  i s  r e q u e s t e d  b y  t h e  d e p a r t m e n t  t h a t  i s
2 1  n e c e s s a r y  f o r  t h e  d e p a r t m e n t  t o  a u d i t  t h e  t a x p a y e r ’ s  c o r p o r a t e  r e t u r n  i n  a  r e a s o n a b l e  p e r i o d  o f
2 2  t i m e .
2 3  ( f )  T h i s  s e c t i o n  d o e s  n o t  a p p l y  t o  t a x p a y e r s  s u b j e c t  t o  A S  4 3 . 2 0 . 0 7 2  e n g a g e d  i n
2 4  ( 1 )  t h e  p r o d u c t i o n  o f  o i l  o r  g a s  f r o m  a  l e a s e  o r  p r o p e r t y  i n  t h e  s t a t e ;  o r
2 5  ( 2 )  t h e  t r a n s p o r t a t i o n  o f  o i l  o r  g a s  b y  r e g u l a t e d  p i p e l i n e  i n  t h e  s t a t e .
2 6  ( g )  I n  t h i s  s e c t i o n ,
2 7  ( 1 )  " a f f i l i a t e d  c o r p o r a t i o n "  m e a n s  a  m e m b e r  o f  a n  a f f i l i a t e d  g r o u p  t o  w h i c h  t h e
2 8  t a x p a y e r  f i l i n g  a  r e t u r n  u n d e r  ( a )  o f  t h i s  s e c t i o n  b e l o n g s ;
2 9  ( 2 )  " a f f i l i a t e d  g r o u p "  m e a n s  a  g r o u p  o f  t w o  o r  m o r e  c o r p o r a t i o n s  i n  w h i c h  5 0
3 0  p e r c e n t  o r  m o r e  o f  t h e  v o t i n g  s t o c k  o f  e a c h  m e m b e r  o f  t h e  g r o u p  i s  d i r e c t l y  o r  i n d i r e c t l y  o w n e d
3 1  b y  o n e  c . \ *  m o r e  c o r p o r a t e  o r  n o n c o r p o r a t e  c o m m o n  o w n e r s ,  o r  b y  o n e  o r  m o r e  o f  t h e  m e m b e r s
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1 of the group;

2 (3) "foreign corporation" means a corporation created or organized outside of the

3 United States, the District of Columbia, the Commonwealth of Puerto Rico, or a possession of

4 the United States;

5 (4) "water’s edge combined reporting method" means a reporting method in which

6 the only corporations besides the taxpayer that may be included in the return are the corporations

7 listed in (a) o f this section.

8 * Sec. 5. This Act applies to tax years beginning after December 31, 1991.

9 * Sec. 6. This Act takes effect immediately under AS 01.10.070(c).

CSHB 12( ) *4*
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House Bill 12: An Act Relating to the Water’s Edge Method of 
Calculating Income Tax

The Department of Commerce and Economic Development supports passage of 
House Bill 12 and its objective to promote investment and trade opportunities in 
the state. Accomplishment of this goal is dependent on numerous factors. 
These amendments to the current unitary tax are an important step to help 
foster a favorable international business climate for Alaska.
Major resource development projects must compete for international investment 
dollars. Limited access and infrastructure, climate, small work force, distance 
to markets, land status, and regulatory issues are among the numerous factors 
which have bred an extremely cautious attitude towards investment in this 
state. The worldwide unitary taxation method unique to Alaska is perceived by 
foreign and domestic corporations with international holdings as a further 
disincentive to investment in Alaska.
This administration has clearly stated its intent to promote economic 
diversification as a primary objective to compensate for pending revenue 
declines. Amending the unitaiy tax structure to the more common water’s edge 
method will help demonstrate to the international business community th a t the 
Alaskan Legislature is willing to work cooperatively with the administration in 
this effort to reduce disincentives for Alaskan investments.
Passage of this bill may be timely from an international perspective. Major 
mineral development, for example, relies totally on international investors. 
Many mineral rich countries, such as Canada, South Africa, and Australia, are 
just beginning their national debates on aboriginal rights and resource 
regulation. Alaska’s twenty-year struggle with these issues is behind us. The 
ground rules for development have been laid. The additional certainty that 
Alaskan taxes will not be based on worldwide income will be an additional 
incentive for potential investors.
We recognize th a t other states have not been able to precisely measure the 
economic growth tha t resulted from this amendment to tax law. This inherent 
imprecision in economic projections is cited by critics of the bill as a good reason 
to maintain the status quo.
Psychology also plays an important role in business decisions. The Department 
of Revenue’s initial rough estimates indicate a $1-3 million annual revenue loss 
from passage of HB 12. We believe this is a small price to pay for the business 
incentive it provides and anticipate that these losses, which assume no increase 
in economic activity in the state, will be compensated by an expansion in the 
state’s industrial base.

Date:
. Olds, Commissioner

P - J f -  f  /
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I WALTER J. NICKEL, GOVERNOR

D E P A I IT M E N T  O F  R E V E N U E

OFFICE OF THE COMMISSIONER

P.O. BOX S
JUNEAU, ALASKA 99811-0400 
PHONE: (907) 465-2300 
TELEFAX: (907) 465-2389

April 2, 1991

The Honorable M1ke Navarre 
Alaska State Legislature 

P.O. Box V 

Juneau, AK 99811

RE: HB 12 - Water's Edge Tax Legislation

Dear Representative Navarre:

As promised 1n my earlier letter I am forwarding, a copy of Attorney 

Brian Durrell's letter of April 1, 1991 and his proposed comments to the 

House Finance Committee.

Sincerely,

Commi ssloner

L E F :ml 1 

Enclosure

91-52



« Bogle&Gates
lw offices 103 1 Wesi 4ih Avenue, Suite 600 

Anchorage, .AX 99501
Seattle
Bellevue
Portland
Tacoma

BJRIAN W, DURRELL

'• (907) 276-4557 
: T e la  lat’l: 9B-1751 

T e la  USA: 620-42430 
Fax: (907) 276^152

Vancouver, B.C. 
Washington, D.C. 
Yakima

April 1, 1991

VIA FACSIMILE 465-2389

Mr. Lee Fisher 
Commissioner 
Department of Revenue 
P.O. Box S
Juneau, Alaska 99811-0400

Attached is a copy of the memo that you suggested I
prepare. I hope that you find the memo useful and appropriate to 
share with members of the House. I have arranged my schedule so 
that I will be available to testify on HB 12 before the House 
Finance Committee in Juneau this Wednesday. Please advise ms 
whether in your opinion my testimony would be helpful.

As David Harlow may have advised you, we have a few
amendments that we believe should be made to the current version 
of HB 12. I would like an opportunity to discuss these amendments 
with you prior to the hearing. ' If you agree with the amendments, 
you are likely best suited to facilitate their introduction. 
Please advise me if you will have time Wednesday morning to meet 
and discuss these matters.

I look forward to working with you on this matter.

Re: Water's Edge Tax Legislation

Dear Lee:

Very truly yours, 

BOGLE & GATES

Brian W. Durrall

Attachment(s)
cc: David Harlow (w/attch.)
C :\ IW D \ D I7 iU C U L \ L F IS H tn t .  LTA
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TOt 

FROMr

RE: Water’s Edge Tax Legislation

MEMORANDUM

21688/01012

House Finance Committee Members 

Brian W. Durrell^^?

What Is Barclays1? It is a recent California Court of 
Appeals decision holding that, as applied to foreign-based unitary 
groups, the California "worldwide" combined reporting method 
("WWCR") violates the foreign commerce clausa of the U.S. 
Constitution. A unitary group is a .group of corporations with 
common ownership that have attributes of functional integration, 
centralized management and economies of scale. A foreign-based 
unitary group is one in which the parent corporation is based in 
a country other than the U.S. By contrast, a unitary group with 
a parent corporation based in the U.S. is known as a domestic-based 
unitary group. A WWCR method is one which taxes a portion of a 
unitary group's income no matter where it was earned in the world. 
The California Court of Appeals is an intermediate appellate court. 
Its decision was appealed by the California Franchise Tax Board to 
the California Supreme Court which has accepted the appeal. A 
ruling is not expected from the California Supreme Court for at 
least a year, Its decision - no matter what it is - is expeated 
to be appealed to the U.S. Supreme Court.

What effect does Barclays have on Alaska? Barclays will 
have substantial persuasive weight to any Alaska court which may 
be presented with the issue of the constitutionality of Alaska's 
WWCR as applied to foreign-based unitary groups. Only a decision 
of the U.S. supreme Court, however, would be controlling upon an 
Alaska court addressing this issue. Barclays appears to impact 
equally Alaska's income tax imposed both upon foreign-based non-oil 
& gas and foreign-based oil & gas unitary groups. Both are 
currently taxed under WWCR. It is important to note that 
domestic-based unitary groups are unaffected by Barclays. In fact, 
an earlier U.S. Supreme Court case, Container Coro. . held that 
California's WWCR was constitutional as applied to domestic-based 
unitary groups. We have no data as to the number of non-oil & gas 
foreign-based unitary groups doing business in Alaska. Upon 
inquiry, we have learned that perhaps as few as three oil & gas 
foreign-based unitary groups do business in Alaska, with the most 
significant being BP.
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Would Barclays' effect be retroactive? If Alaska's
corporate income tax method is- unconstitutional, any affected
taxpayer could demand a refund 'for any open year. A year is 
generally open if the return was filed within the prior three years 
or the tax was paid within the prior two years. Additionally, any 
year in which an assessment has been made and appealed by the 
taxpayer will generally be open. The taxpayer's right to claim a 
refund for a closed year would turn upon whether the state of 
Alaska could have foreseen, at the time the tax was imposed, the 
unconstitutionality of the worldwide combined reporting method. 
Since the data of the Barclays decision, November 30, 1990, (and 
perhaps even earlier) its likely that the State should have been 
able to foresee the constitutional problem.

How does HB 12 address that effect? HB 12 is a bill that
would change the method of reporting from a WWCR to a "water's
edge" combined method. A water's edge method taxes only income 
earned within the "water's edge" of the U.S. The bill applies 
equally to foreign-based and domestic-based unitary groups. The 
bill does not apply to corporations ongaged in the production or 
transportation of oil & gas. The water's edge method of reporting 
does not affect business activities that are wholly foreign. 
Therefore, the water's edge method of reporting does not violate 
the foreign commerce clause of the U.S. constitution.

What is the difference between worldwide and_water's edge 
combined reporting? Combined reporting must include some method 
of allocating a portion of the unitary group's income to Alaska for 
income tax purposes. The portion is usually determined by 
comparing the amounts of three factors - sales, property and 
payroll - within the State to the amounts found throughout the 
entire world (i.e., worldwide) or within the bounds of the U.S. 
(i.e., water*b edge). Each of the three factors is reduced to a 
fraction, the numerator of which is, for instance, the sales in 
Alaska. Under the worldwide method the denominator would be the 
sales of the unitary group throughout the world. Under the water's 
edge method, the denominator would be just the sales of those 
members of the unitary group which conduct substantial activity 
within the water's edge of the U.S. Under the worldwide method, 
the average of the three factors' fractions would then be 
multiplied by the worldwide income of the unitary group. Under the 
water's edge method, the average of the three factors' fractions 
would then be multiplied by just the income of those members of the 
unitary group which conduct substantial activity within the-water'a 
edge of the U.S. The tax generated from the water's edge method 
is not necessarily less than the tax generated from the worldwide 
method. The tax difference will vary on a case by case basis, but 
in many cases the tax from a water's edge method will be greater 
than the tax from a worldwide method. Which method produces the
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greater amount of tax depends upon whether a unitary group's 
foreign or domestic activities are more profitable.

Must HB 12 address the income tax upon oil and gas 
gomaaniflfl? The differing methods of taxation for oil & gas 
corporations and, under HB 12, for non-oil & gas corporations do 
not appear to create a constitutional problem. In the ARCOJ case, 
the Alaska Supreme Court upheld the use of the separate accounting 
method of reporting for oil & gas corporations despite the claim 
that it violated the equal protection clausa because other 
corporations were taxed under a different and (arguably) more 
favorable method. The different methods of reporting occasioned 
by HB 12 would almost certainly withstand an equal protection 
challenge. The oil & gas industry does not appear to be concerned 
with HB 12. The industry's fear of separata accounting appears to 
have kept it from advocating any change to the method in which the 
State taxes oil & gas corporations. Therefore, HB 12 need not 
address the method of taxation for oil & gas unitary groups. 
However, the likely impact of Barclays upon the current method of 
taxing foreign-based oil & gas unitary groups may mean that the 
issue should be addressed, perhaps through the enactment of some 
form of a "backstop" tax.

cc: David P. Harlow

1. Barclays Bank International Limited v. Franchise Tax Board. 
275 Cap.Kptr. 626 (CalApp 1990)

2. container Corp. v. Franchise Tax Board. 463 U.S. 159, 103 
;l S.Ct.2933, 77 L.Ed.2d 545 (1983)

3. Atlantic Richfield Company v, State of Alaska. 705 P.2d 418 
(Alaska 1985)
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March 27, 1991

Rep. Mike Navarre 
Co-Chairman
House Finance Committee 
P.O. Box V (MS 3100) 
Juneau, Alaska 99811

Dear Representative Navarre:

House Bill No. 12, the so-called "Water's Edge Act", makes the
State of Alaska a far more hospitable place for business and
undoubtedly, will encourage both the expansion of Alaska 
enterprises and the establishment of Alaska offices by businesses 
headquartered elsewhere. Personally, and on behalf of Holland 
America Line, I support the bill.

In reviewing the bill, I did note two potential problems that 
result from other statutes within the Alaska income tax act. 
First, the bill may require that a business that derives income 
excluded under federal tax laws join in the filing of an Alaska 
unitary return. Even though this company would add nothing to the 
unitary taxable income subject to apportionment, other statutes
would require that its property and payroll be included in the
unitary apportionment factors.

To avoid this unanticipated loss of revenue to the state, I propose 
that all foreign corporations which derive income which is entirely 
excluded from federal taxable income, be excluded from the Alaska 
unitary income tax return.

The second change that I propose will codify an existing regulation 
which permits foreign corporations to claim certain deductions to 
derive taxable income. If a foreign corporation does not derive 
income which is "effectively connected with a United States trade 
or business", federal statutes deny the corporation any deductions 
and impose a tax on the company's gross income.

Under existing Alaska statutes and House Bill No. 12, such a 
corporation could, under certain circumstances, be required to join 
in the filing of a unitary income tax return. Since Alaska has 
adopted the Internal Revenue Code for the purpose of determining 
taxable income, this corporation's gross income would, absent other 
authority, be included in the unitary base.

The Department of Revenue currently has a regulation that permits 
a corporation in this situation to claim deductions. However, it 
is my opinion that this regulation is not authorized by existing 
statutes. The amendment I propose closely follows this regulation,

300 Elliott Ave. West 
Seattle, WA 98119 
206-281-3535
T elex: 160564 MALW SEA 
FAX: 206-283-2687 or 206-281-7110
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w i t h  so me  c h a n g e s  to eas e its a d m i n i s t r a t i o n  and t o  m a k e  it w o r k  
m o r e  equitably.

Th e s p e c i f i c  a m e n d m e n t s  to t h e  bill, t o g e t h e r  w i t h  a d e t a i l e d  
t e c h n i c a l  e x p l a n a t i o n  are  attached. If t h e r e  is a n y  a d d i t i o n a l  
i n f o r m a t i o n  t h a t  I can p r o v i d e  or if I can be of a s s i s t a n c e  in any 
way, p l e a s e  do n ot h e s i t a t e  to c o n t a c t  me.

Sincerely,

---------------------------

. Border, Esq.
C o r p o r a t e  D i r e c t o r  - T a x a t i o n



I. INELIGIBLE FOREIGN CORPORATIONS - EXCLUSION FROM UNITARY

RETURN

S u b p a r a g r a p h  (g) of AS 43.20.073, page 3 of t h e  bill, b e g i n n i n g  on 
li ne  21, is a m e n d e d  t o  read:

(3) " f o r e i g n  c or poration" means a c o r p o r a t i o n  c r e a t e d  or
o r g a n i z e d  o u t s i d e  of the U ni t ed  States, the D i s t r i c t  of Columbia, 
t h e  C o m m o n w e a l t h  of P uerto Rico, or a p o s s e s s i o n  of t h e  U n it ed  
S t a t e s , p r o v i d e d  however, a "foreign cor po ra ti o n"  doe s n ot include 
a ny c o r p o r a t i o n  s u b j e c t  to the internal r e v e n u e  laws of t h e  U n i t e d  
S t a t e s  if all of such c o r po ra ti on 's  income is e x c l u d e d  p u r s u a n t  to 
the p r o v i s i o n s  of the Internal R e v e n u e  Code a d o p t e d  as p a r t  of this 
c h a p t e r  in AS 43 .20.021 fa) or excluded p u r s u a n t  to a ny t r e a t y  to 
w h i c h  t h e  U n i t e d  States is a party;

II. ALLOWANCE OF DEDUCTIONS TO FOREIGN CORPORATION REQUIRED TO

JOIN IN A UNITARY RETURN

I
On P a g e  3 of the Bill, Line 27, a new "Section 3" is a d d ed  to read:

*Sec. 3 A S  4 3. 20 .0 36  is a m e n d e d  by r e d e s i g n a t i n g  s u b s e c t i o n  
(j) as subsec ti on  (d) and addi n g a n e w  s u b s e c t i o n  to 
read:

(e) F o r  p u r p o s e s  of ca l cu l a t i n g  the t a x  p a y a b l e  u n d e r  this 
chapter, a f o r e i g n  c o rp o ra ti on  r e q u i r e d  to join in th e f i li ng  of a 
u n i t a r y  r e t u r n  is en ti tl e d to the same d e d u c t i o n s  as a d o m e s t i c  
c or po ration.

(1) A  c or poration p e r m i t t e d  d e d u c t i o n s  u n d e r  this 
p a r a g r a p h  m a y  elect to r ep or t  as its t a x a b l e  income either:

(A) income rep o rt ed  in its f i n a n c i a l  s ta t em e n t s  
p r e p a r e d  in a cc o rd a n c e  with g e n e ra ll y a c c e p t e d  a c c o u n t i n g  
p ri nc ip le s;

(B) earnings and profits as d e t e r m i n e d  u n d e r  tit. 26 
USC; or

(C) t a xa bl e income that w o u l d  h a v e  b e e n  r e p o r t e d  if 
t h e  for ei g n c or po ra ti on  had u s e d  th e s a m e  rules as a 
d o m e s t i c  corpo ra ti on  for the c a l c u l a t i o n  of a l l o w a b l e  
d e d u c t i o n s .
(2) A n  e l e c ti on  under this paragraph:

(A) m u s t  be m a d e  for all m e m b e r s  of the u n i t a r y  
g r o u p  th at  are not r e q u i r e d  to file a f e d er al  i nc om e t a x  
r e t u r n  w h i c h  encompasses all of t h e i r  income, unless 
a p p r o v a l  is obta in e d from t he d e p a r t m e n t  to e x c l u d e  
p a r t i c u l a r  members f r o m  the election; a n d

(B) the election is bin di ng  for all s u b s e q u e n t  years 
u n l e s s  p r i o r  approval is ob ta in ed  fr om  t h e  d e p a r t m e n t  to 
r e s c i n d  the election.

On P a g e  3 of t he Bill, Lines 27 and 28, former S e c t i o n s  3 and 4 are 
r e d e s i g n a t e d  as S e ctions 4 and 5, respectively.

P R O P O S E D  A M E N D M E N T S  T O  H O U S E  B I L L  N O .  1 2
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TO HOUSE BILL NO. 12

I. INELIGIBLE FOREIGN CORPORATIONS - EXCLUSION FROM UNITARY 

RETURN

T h r o u g h  A l a s k a  S t a t u t e s  § 43.20.021(a), t h e  State has a d o p t e d  
s p e c i f i c  s e c t i o n s  of t h e  Internal Reven u e Code (tit. 26, U S C ) . 
I n c l u d e d  in t h e  s e c t i o n s  adopted are several w h i c h  e x c l u d e  c e r t a i n  
c l a ss es  of g r os s i n co me  d e r i v e d  by foreign c o r p o r a t i o n s  fr om  i n co me  
taxation. T h i s  a m e n d m e n t  recogni ze s  that, by a d o p t i n g  th e I n t e r n a l  
R e v e n u e  Co de  by reference, Alaska also ex cl ud es  t h e s e  s p e c i f i c  
items f r o m  g r o s s  in come for Alaska income t a x  purposes.

W i t h o u t  this amendment, certa i n foreign c o r p o r a t i o n  w h i c h  d e r i v e  
income w h i c h  is t e c h n i c a l l y  from U n i t e d  States sources but e x c l u d e d  
p u r s u a n t  to t h e  I n t e r n a l  Revenue Code, w o u l d  ha ve  to join in the  
f il in g of a u n i t a r y  return, adding nothing to the g r ou p' s t a x a b l e  
income s u b j e c t  to apportionment.

Since t h e s e  i ncome e l e m e n t s  are excluded f r o m  gross income t h e y  
w o u l d  n o t  enter into th e c a l c u l a t i o n  of t a x a b l e  income or the sales 
a p p o r t i o n m e n t  factor. However, if included in a u n i t a r y  return, 
the p r o p e r t y  a n d  p a y r o l l  information of t h e s e  e ntities c o u l d  be 
us ed  in the d e t e r m i n a t i o n  of the comb i ne d a p p o r t i o n m e n t  factors. 
If t h e  e n t it ie s c o n d u c t  signif i ca nt  business abroad as r e q u i r e d  by 
t h es e e x c l u s i o n  sections, this w i l l  serve to d i s p r o p o r t i o n a t e l y  
a l l o c a t e  income o u t s i d e  the State. For example, see the  r ul es  
a p p l i c a b l e  to f i n a n c i a l  org an iz at i on s c o n t a i n e d  in 15 A A C  20.610, 
e x c l u d i n g  from t h e  a p p o r t i o n m e n t  factors a ll t a x  e xe mp t  r e c e i p t s  
but i n c l u d i n g  all p r o p e r t y  and payroll.

This a m e n d m e n t  a d d r e s s e s  only t h os e s it ua ti on s  w h e r e  a f o re ig n 
c o r p o r a t i o n  is r e q u i r e d  to file a tax r e t u r n  and t h e  inco me  is 
e x c l u d e d  by s t a t u t e  or treaty. To the e xt en t  t h a t  a f o r e i g n  
c o r p o r a t i o n  is r e q u i r e d  t o  join in the f i li ng  of a u n i t a r y  r e t u r n  
u n d e r  thi s bill, but has n o t  been r e q u i re d to file a fede ra l  income 
tax return, its i ncome is determi n ed  as un de r p r i o r  law and 
regulations, w i t h  t he amendm en ts  offered below.

II. ALLOWANCE OF DEDUCTIONS TO FOREIGN CORPORATION REQUIRED TO 

JOIN IN A UNITARY RETURN

The r e d e s i g n a t i o n  of p a r a g r a p h  (j) is a c l e ri ca l  amendment.

N ew p a r a g r a p h  (e) p e r m i t s  foreign co rp or a t i o n s  w hi ch  are pa r t of a 
u n i t a r y  g ro up  to d e d u c t  expenses which r e l a t e  to the i ncome 
r e q u i r e d  to be reported. Under the Internal R e v en ue  Code, m a n y  of 
these c o r p o r a t i o n s  are not per mi tt ed  any de d uc t i o n s  a nd therefore, 
the A l a s k a  in come t a x  c o ul d operate to t a x  t hese e n t i t ie s on a 
gross income basis.
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For example, a s s u m e  t h a t  the only income c o r p o r a t i o n  d e r i v e s  are 
r o y a l t i e s  f r o m  the use of a p a t e n t  in the U n i t e d  States-. For 
f e d e r a l  i nc om e tax purposes, the c o rp or at io n is s u b j e c t  to a 30% 
t a x  on t h e  g r o s s  inco me  it receives. P u r s u a n t  to 2 6 USC 
882(c)( 1) (A ),  this c o r p o r a t i o n  w o u l d  not be p e r m i t t e d  any 
d e d u c t i o n s  a g a i n s t  th is  income, even t hose d e d u c t i o n s  w h i c h  
d i r e c t l y  r e l a t e  to its production.

If t h e  t a x  du e by this c o r p o r a t i o n  has be en  w i t h h e l d  b y  the payor, 
it is no t r e q u i r e d  to file a U ni te d States income t a x  return. If 
the c o r p o r a t i o n ' s  t a x  l i a b il it y is not sat is f ie d by withholding, it 
m u s t  file an i n c o m e  t a x  r et ur n and remit the t ax due.

If t h i s  c o r p o r a t i o n  is r e q u i r e d  to join in the f i l i n g  of an A la sk a 
u n i t a r y  return, all of its gross income, in cl u di ng  the royalties, 
a re cons i de re d.  However, the i n c o rp or a ti on  of t he I n t e r n a l  R e v e n u e  
C o d e  in AS 43.20.021(a) includes the d is al l o w a n c e  of d ed uc t i o n s  to 
w h i c h  this c o r p o r a t i o n  is en ti tl ed  u nd er  26 U S C  882(c)(1)(A). 
Thus, this c o r p o r a t i o n  w o u l d  be subject to A l a s k a  in come t a x  on its 
g r o s s  i ncome r a t h e r  t h a n  its t a x ab le  income.

T h i s  p r o b l e m  is c u r r e n t l y  ad dr es se d by r e g u l a t i o n  15 A AC 20.300(c) 
w h i c h  states, in r e l e v a n t  part:

T h e  t o t a l  u n i t a r y  income subject t o  a p p o r t i o n m e n t  is the 
b u s i n e s s  income, as d e f in e d in AS 43.19.010 of t h e  u n i ta r y 
business, w h i c h  is the sum of (1) for i n co me  of a u n it ar y 
b u s i n e s s  t h a t  m u s t  be r e p o r t e d  as income u n d e r  th e Internal 
R e v e n u e  Code, the t a x a b l e  income u n d e r  chapt e r 1 of Su bt i tl e 
A  of t h e  I n t e rn al  R e v e n u e  Code of 1954, as a m e n d e d  ...; and 
(2) for i n c o m e  of the u n i t a r y  bus in es s w h i c h  is not r e q u ir ed 
t o  be r e p o r t e d  as i ncome u nder the Internal R e v e n u e  Code, the 
i n come r e p o r t e d  for financial st at e me nt  purposes, pl us  taxes, 
b a s e d  on or m e a s u r e d  by net income that w e r e  deducted, less 
d i v i d e n d s  r e c e i v e d  from that c or po ra t io n i n c l u d e d  in the 
u n i t a r y  business, e x ce pt  that (a) a c o r p o r a t i o n  m a y  elect to 
r e p o r t  t h i s  inco m e as the income is r e p o r t e d  on the 
" I n f o r m a t i o n  R e t u r n  With Resp ec t  to a F o r e i g n  Corporation" 
f i l e d  w i t h  t h e  Int er na l  R e v e nu e Service: (b) if the tax pa ye r 
m a k e s  t h e  e l e c t i o n  u nd er  (a) of this p a r a g r a p h  (i) the 
e l e c t i o n  m u s t  be m a d e  upo n  the filin g of a r e t u r n  u n d e r  AS 
43,20; (ii) the e l e c t i o n  m u s t  be m a d e  for all m e m b e r s  of the 
u n i t a r y  g r o u p  th at  are -'ot r e q ui r ed  to re port incom e u n d e r  the 
I n t e r n a l  R e v e n u e  C o d e  u nless a pproval is o b t a i n e d  from the 
d e p a r t m e n t  to e x c l u d e  p a r t i c u l a r  memb e rs  from the election; 
a nd (iii) t h e  e l e c t i o n  is binding for all s u b s e q u e n t  years 
u n l e s s  p r i o r  a p p r o v a l  is obtained from the d e p a r t m e n t  to 
r e s c i n d  t h e  election; (iv) t he t a x pa ye r m a y  use any m e t h o d  of 
d e p r e c i a t i o n  a l l o w e d  under Sec. 167 of t he Inte rn al  Reve nu e



EXPLANATION OF PROPOSED AMENDMENTS 

TO HOUSE BILL NO. 12 
Page 3

Co de  (26 U.S.C. Sec. 167) as that s e c t i o n  read on June 30, 
1981,- and (v) t he taxpayer m a y  t a k e  the cost d e p l e t i o n  
d e d u c t i o n  a l l o w e d  under Sec. 611 of the Inte rn al  R e ve nu e  C o d e  
(26 U.S.C. Sec. 611).

As drafted, t h i s  r e g u l a t i o n  presents s e v er al  difficulties. F i r s t  
and f o r e m o s t  of t h e s e  is the lack of s t a t u t o r y  a u t h o ri ty  for t h e  
a l t e r n a t i v e  m e t h o d s  of accou nt in g p e r m i t t e d  f o r e ig n corporations. 
The r e g u l a t i o n  a d d r e s s e s  the di ff i c u l t i e s  i n h e r en t w h e n  en ti t i e s  
w h i c h  do n ot file feder al  income tax r e t u r n s  are included in a 
u n i t a r y  return. However, st at utory a u t h o r i t y  for this is required.

T h e  s e c o n d  p r o b l e m  is that the m e t h o d s  of accou nt in g  u n d e r  
s u b p a r a g r a p h  (2) , b o t h  m a n d a t o r y  and elective, are limited to 
en ti ti es  w h i c h  r e c e i v e  income which is n o t  r e q u i r e d  to be r e p o r t e d  
u n d e r  t h e  I n t er na l  R e v e n u e  C o d e . As p o i n t e d  out above, w h e t h e r  or 
not c e r t a i n  ty pe s of income are " r e q ui re d t o  be reported" by a 
f o re ig n c o r p o r a t i o n  d e pe nd s on w h e th er  or n ot a d e qu at e income t ax e s 
w e r e  w it hheld. T h e  a d e q u a c y  of w i t h h o l d i n g  is s olely w i t h i n  t h e  
c o n t ro l of t h e  p a y o r  and can not be c o n t r o l l e d  by the c o r p o r a t i o n  
to be i n c l u d e d  in t h e  u n i ta ry  return.

If s u f f i c i e n t  t a x e s  a r e  w i t hh e ld  to s a t i s f y  a f o r e ig n co r po r a t i o n ' s  
t ax liability, its t a x a b l e  income w o u l d  b e  d e t e r m i n e d  p u r su a nt  to 
s u b p a r a g r a p h  (2) of t h e  regulation. On t h e  ot he r  hand, if t he sa me  
c o r p o r a t i o n ' s  f e d e r a l  income tax  li ab il it y is not sa ti sf i ed  b y  
w i t hh ol di n g,  its i n co me  is "required to be reported" and its 
t a x a b l e  i n c o m e  w o u l d  be determined u nd er  s u b p a r a g r a p h  (1). Thi s  
b e i n g  the case, t h e r e  is no justifiable r e a s o n  for any d i f f e r e n c e  
in the m e t h o d s  of ac co un t i n g  a va ilable to entities w h i c h  are  
s i m i l a r l y  s i t u a t e d  e x c e p t  for t he actions of t h e  w i t h h o l d i n g  agent.

T h e  t h i r d  p r o b l e m  is a byproauct of the a d o p t i o n  of the I n t er na l 
R e v e n u e  C o d e  t h r o u g h  AS 43.20.021(a), the u n it ar y m et ho d  of 
t a x a t i o n  in general, su bp aragraph (1) of this regulation, and t h e  
dual tax s y st em s a p p l i c a b l e  to foreign c o r p o r a t i o n s  under f e d e r a l  
law. If a c o r p o r a t i o n  is required to r e p o r t  income to the I n t er na l 
R e v e n u e  Service, its taxable income for A l a s k a  p u r po s es  is 
d e t e r m i n e d  u n d e r  s u b p a r a g r a p h  1 of the regulation. U nder the facts 
of t h e  a b o v e  example, "taxable income" r e p o r t e d  under chap te r 1 of 
S u b t i t l e  A  of t h e  I n t e r n a l  Reve nu e  Code w i l l  be the company's g ro ss  
income, no d e d u c t i o n s  permitted.

S in ce  the S t a t e  i m p o s e s  a "net income" tax, t h e  deductions w h i c h  
g i v e  rise to i n co me  t o  be included in an A l a s k a  u n i t a r y  income t a x  
r e t u r n  s h o u l d  be permitted. Al aska h a s  no c omparable "gross 
income" t a x  on e a r n i n g s  derived from A l a s k a  s o ur ce s and therefore, 
m o d i f i c a t i o n s  to t h e  federal scheme are r e q u i r e d  to achieve an 
e q u i t a b l e  result.
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T h e  d e p a r t m e n t ' s  r e g u l a t i o n  at t em p t s  to a d d re ss  the p r oblems faced 
by f o r e i g n  c o r p o r a t i o n s  tha t are r e q u i r e d  to join in an A l a s k a  
u n i t a r y  return. T h e  a m e n d m e n t  g e n e r a l l y  f o ll ow s the d e p ar tm en t 's  
e x i s t i n g  r e g u l a t i o n  w i t h  the f o l l o w i n g  c h a n ge s to al le vi at e the 
p r o b l e m s  o u t l i n e d  above.

1. T h e  c o r p o r a t i o n s  to w h i c h  t h e  e l e c t i v e  m e t h o d s  of a c c o u n t i n g  
a re a v a i l a b l e  is e x p a n d e d  to i n cl ud e all f o r ei g n corporations. 
T h i s  w i l l  a void any d i s p a r a t e  t r e a t m e n t  of s i m i l ar ly  situated, 
c o rporations.

2. A  t h i r d  m e t h o d  of a c c o u n t i n g  is m a d e  a v a i la bl e to t he se  
c orporat io ns , t h e  use  of t a x a b l e  i n co me  u n d e r  U nited States 
t a x  p r in c ip le s.  Thi s  c ha ng e is m a d e  to accom m od at e those 
f o r e i g n  c o r p o r a t i o n s  w h i c h  are r e q u i r e d  to repor t income to 
t h e  I n t e r n a l  R e v e n u e  S e r v ic e on the  ba si s  of "taxable i n c o m e " . 
E ss en tially, th is  c o d if ie s  s u b p a r a g r a p h  (1) of the r eg ul a t i o n  
a n d  m a k e s  th is  m e t h o d  of a c c o u n t i n g  av ai la b le  to all 
corpora ti on s.

3. T h e  e l e c t i o n  to use f in an c ia l s t a t e m e n t  income is chan ge d  to 
i n c o r p o r a t e  U n i t e d  States g e n e r a l l y  a c c e p t e d  a cc ou nt i ng  
p r i n c i p l e s  (GAAP) . Due to t he lack of u n i f o r m i t y  in 
a c c o u n t i n g  m e t h o d s  internationally, GAA P is design at ed  as the 
f i n a n c i a l  a c c o u n t i n g  m e t h o d  to be used.

4. T h e  p r e v i o u s l y  e x i s t i n g  e l e c t i o n  to use income re p or t e d  on 
" Fo rm  5471" is c h a ng ed  to "earnings and profits". Earnings  
an d p r o f i t s  d e t e r m i n e d  u n d e r  U n i t e d  States tax laws are 
r e p o r t e d  on th is  form and it appe ar s tha t thi s is the "income" 
to w h i c h  t h e  r e g u l a t i o n  alluded. However, G A A P  income is also 
d i s c l o s e d  on th is  form.

T h e  a m e n d m e n t  c l a r i f i e s  t h e  p r i o r  r e g u l a t i o n  and p rovides that 
e a r n i n g s  and p r o f i t s  can be u s e d  b y  f o r e i g n  co r po rations w h i c h  
a re n o t  c o n t r o l l e d  f o r e i g n  c o r p o r a t i o n s  r e q u i r e d  to file Form  
5471.

5. T h e  a m e n d m e n t  o mits the r e f e r e n c e s  to the Internal R e v e n u e  
Co de  of 1954 s i n c e  26 USC is n o w  k n o w n  as t h e  Internal R e ve nu e  
C o d e  of 1986.

6. T h e  a m e n d m e n t  d e l et es  th e r e s t r i c t i o n  on methods of 
d e p r e c i a t i o n  c o n t a i n e d  in the regulation. T h e  d ep r e c i a t i o n  
m e t n o d s  p e r m i t t e d  fore ig n c o r p o r a t i o n s  a re limited u nder 
c u r r e n t  law. A s s e t s  u s e d  p r e d o m i n a t e l y  o u t s i d e  the U n i t e d  
S tates are not a l l o w e d  e ither the s h o r t e r  lives or accel e ra te d  
m e t h o d s  p e r m i t t e d  assets use d in t h e  U n i t e d  States. This 
b e i n g  t h e  case, t he r e q u i r e m e n t  t h a t  t a x p a y e r s  continue to use 
m e t h o d s  d e t e r m i n e d  un de r 1981 fede ra l tax laws increases the
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c o m p l e x i t y  of t h e  a d m i n i s t r a t i o n  of A l a s k a  law and 
u n n e c e s s a r i l y  b u r d e n  taxpayers.

a



DEPARTMENT OF LAW
OFFICE OF THE A TTORNEY GENERA L

A p r i l  18, 1991

WALTER J. HICKEL, GOVERNOR

REPLY TO:

□  1031 W 4th AVENUE SUITE 200 
ANCHORAGE, ALASKA 99501-1994 
PHONE: (907)276-3550
FAX: (907) 276-3697

□  KEY BANK BUILDING
100 CUSHMAN ST. SUITE 400 
FAIRBANKS, ALASKA 99701-4679 
PHONE: (907)452-1568 
FAX: (907) 456-1317

5T P.O. BOX K -  STATE CAPITOL 
JUNEAU, ALASKA 99811-0300 
PHONE: (907) 465-3600 
FAX: (907) 463-5295

H o n o r a b l e  K a y  B r o w n
C h a i r ,  H o u s e  F i n a n c e  S u b c o m m i t t e e  on H B  12 
A l a s k a  H o u s e  o f  R e p r e s e n t a t i v e s  
P. 0. B o x  V  
J u n e a u ,  A l a s k a  9 9 8 1 1

Re: H B  12 - W a t e r ' s  E d g e
A p p o r t i o n m e n t

D e a r  R e p r e s e n t a t i v e  Br o w n ,

Y o u  h a v e  a s k e d  u s  t o  a d d r e s s  c e r t a i n  q u e s t i o n s  r e g a r d i n g  
H o u s e  B i l l  12, w h i c h  w o u l d  e n a c t  a w a t e r ' s  e d g e  a p p o r t i o n m e n t  
m e t h o d  f o r  c e r t a i n  A l a s k a  c o r p o r a t e  t a x e s .  S p e c i f i c a l l y ,  y o u  h a v e  
a s k e d  a b o u t  t h e  a p p l i c a t i o n  o f  t h e  e q u a l  p r o t e c t i o n  d o c t r i n e  for 
t a x a t i o n  p u r p o s e s ,  a n d  t h e  i m p a c t  of a C a l i f o r n i a  C o u r t  o f  A p p e a l s  
d e c i s i o n ,  B a r c l a y s  B a n x  I n t e r n a t i o n a l  v. F r a n c h i s e  T a x  B o a r d , 275 
C a l . R p t r .  626 (Cal.App. 1990), r e v i e w  g r a n t e d , 2 7 8  C a l . R p t r .  836, 
806 P . 2 d  308 (Cal. 1991), o n  A l a s k a  t a x  m e t h o d s .  O u r  s h o r t  a n s w e r  
is t h a t  w e  d o  n o t  s e e  a s e r i o u s  c o n s t i t u t i o n a l  p r o b l e m  in H B  12/ a 
m o r e  d e t a i l e d  d i s c u s s i o n  f o l l o w s .

In A t l a n t i c  R i c h f i e l d  Co. v. S t a t e , 7 0 5  P . 2 d  418 (Alaska 
1 985), t h e  A l a s k a  S u p r e m e  C o u r t  c o n s i d e r e d  t h e  o i l  c o m p a n i e s '  e q u a l  
p r o t e c t i o n  c h a l l e n g e  t o  t h e  s e p a r a t e  a c c o u n t i n g  m e t h o d  o f  t a x a t i o n .  
T h e  c o u r t  u p h e l d  t h e  t a x a t i o n  m e t h o d  u n d e r  b o t h  F e d e r a l  a n d  s t a t e  
a n a l y s i s .  T h e  c o u r t  f o u n d  t h a t  t h e  i n t e r e s t  i n v o l v e d ,  " f r e e d o m  
f r o m  d i s p a r a t e  t a x a t i o n , " l i e s  at t h e  l o w  e n d  o f  t h e  c o n t i n u u m  of 
i n t e r e s t s  p r o t e c t e d  b y  t h e  e q u a l  p r o t e c t i o n  c l a u s e ,  t h a t  t a x i n g  t h e  
o i l  c o m p a n i e s  d i f f e r e n t l y  f r o m  o t h e r  b u s i n e s s e s  t o  r e c t i f y  a 
p e r c e i v e d  i n e q u i t y  w a s  a v a l i d  s t a t e  p u r p o s e ,  a n d  t h a t  t h e  u s e  of 
s e p a r a t e  a c c o u n t i n g  w a s  s u f f i c i e n t l y  r e l a t e d  t o  t h e  l e g i s l a t i v e  
p u r p o s e .  .Id. at 437. T h i s  w a s  s u f f i c i e n t  t o  u p h o l d  t h e  t a x  u n d e r  
s t a t e  e q u a l  p r o t e c t i o n  a n a l y s i s .  U n d e r  a F e d e r a l  a n a l y s i s ,  
s e p a r a t e  a c c o u n t i n g  w a s  f o u n d  t o  h a v e  a r a t i o n a l  r e l a t i o n s h i p  t o  
t h e  s t a t e ' s  l e g i t i m a t e  i n t e r e s t  o f  c o r r e c t i n g  a p e r c e i v e d  i n e q u i t y .  
Id.
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F r o m  t h e  a b o v e  it c a n  b e  d e d u c e d  t h at, w h i l e  t h e  e q u a l  
p r o t e c t i o n  c l a u s e  of  t h e  F e d e r a l  a n d  s t a t e  c o n s t i t u t i o n s  d o  a p p l y  
t o  t a x a t i o n  m e t h o d s ,  a m e t h o d  w i l l  n o t  b e  f o u n d  u n c o n s t i t u t i o n a l  so 
l o n g  as it is r e a s o n a b l y  r e l a t e d  t o  a n d  f u r t h e r s  a l e g i t i m a t e  s t a t e  
i n t e r e s t .  C l a s s i f i c a t i o n  is n o t  u n c o n s t i t u t i o n a l  if a n y  s t a t e  of 
f a c t s  r e a s o n a b l y  c a n  b e  c o n c e i v e d  t h a t  w o u l d  s u s t a i n  it. A l l i e d  
S t o r e s  o f  Ohio, Inc. v. B o w e r s , 358 U.S. 522, 528 (1959). Thus, 
t h e  d i s p a r a t e  t r e a t m e n t  o f  oil a n d  gas t a x p a y e r s  u n d e r  t h e  b i l l  
l i k e l y  w o u l d  w i t h s t a n d  c h a l l e n g e .

In a d d i t i o n ,  so l o n g  as t h e  w o r l d w i d e  m e t h o d  u s e d  f o r  oil 
a n d  g a s  c o r p o r a t i o n s  is n o t  c l e a r l y  u n c o n s t i t u t i o n a l  u n d e r  c u r r e n t  
c a s e  law, it d o e s  n o t  n e e d  t o  b e  c h a n g e d .  To  t h e  e x t e n t  t h a t  t h e  
B a r c l a y s  c a s e  i n v a l i d a t e s  w o r l d w i d e  a p p o r t i o n m e n t ,  it is n o t  
b i n d i n g  i n  t h i s  s t a t e  u n t i l  it is a f f i r m e d  b y  t h e  U n i t e d  S t a t e s  
S u p r e m e  C o u r t  o r  a d o p t e d  b y  o u r  o w n  s u p r e m e  c o u r t .  O f  c o u r s e ,  w e r e  
t h i s  t o  e v e n t u a l l y  h a p p e n ,  a n y  t a x e s  p a i d  u n d e r  p r o t e s t  (AS 
4 3 . 1 0 . 2 1 0 )  w o u l d  n e e d  t o  b e  r e f u n d e d  t o  t h e  t a x p a y e r  if t h e  
t a x p a y e r  u l t i m a t e l y  p r e v a i l s  i n  h a v i n g  t h e  t a x  d e c l a r e d  
u n c o n s t i t u t i o n a l .  P r i n c i p a l  M u t . L i f e  Ins, v. Div. o f  I n s . , 780 
P . 2 d  1023, 1 0 3 0  ( A l a s k a  1989).

F i n a l l y ,  we a r e  u n a w a r e  o f  a n y  s e t  o f  c i r c u m s t a n c e s  
r e l a t e d  t o  w o r l d w i d e  o r  w a t e r ' s  e d g e  a p p o r t i o n m e n t  t h a t  w o u l d  g i v e  
r i s e  t o  p o t e n t i a l  l i a b i l i t y  t o  M e n t a l  H e a l t h  T r u s t  a d v o c a t e s .

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

S i n c e r e l y ,

C H A R L E S  E. C O L E  
A T T O R N E Y  G E N E R A L
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March 22, 1991

The Honorable Lee Fisher 
Commissioner 
Department of Revenue 
11th Floor 
State Office Bldg.

Dear Commissioner Fisher:

As you are aware HB 12- " An Act relating to the water's edge method of 
calculating income taxes..."- currently resides in the House Finance 
Committee. This is an important piece of legislation; it deserves a very 
careful review.

I have reviewed some of the file materials relating to this measure. 
Frankly, I am more than a bit confused by the documentation that has been 
submitted by your Department on this subject. To help clear up my 
concerns, and before this measure comes before the full committee, I 
would like a written response to the questions listed below:

1. Why has the Department submitted two, and very different, fiscal notes 
to a bill that has undergone very little change since its introduction?
Your original fiscal note, dated 2/7/91, addresses the need for four new 
positions by FY 95. The most recent fiscal note, dated 3/20/91, declares 
a need for only one new position within the same time period. What 
specific legislative amendments have caused you to so drastically modify 
you initial fiscal note?

Cj
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2. Your Deparment's February 6, 1991 POSITION PAPER is very critical of 
this legislation. In fact, it states that "... at present we are skeptical and 
certainly not convinced there is anything to be gained by changing from 
worldwide to the water's edge." In contrast, before the House Labor and 
Commerce Committee you testified in support of HB 12. What has 
transpired to cause the Department to do a complete reversal?

3. In the same PAPER your Department concluded that "... Action on this 
legislation should be deferred until further study is performed to 
determine the validity of the assumption that water's edge will promote 
investment and trade in Alaska...". Is your reversal in position based on 
some recently concluded study on this issue? If so, please forward a copy 
to my office.

4. During your confirmation hearing you referenced Bogle & Gates'
February 20, 1991, memo as a very good analysis of the Water's Edge 
issue. Among its many points, this memo advises the legislature to revise 
the bill to comply with the California Barclays case. In this case the 
California Court of Appeals found that the worldwide unitary method of 
taxation, at least as it applies to multinational corporations with foreign 
parents, unconstitutional. The issue being, states need to move away from 
worldwide if they are to avoid constitutional problems. If this is the 
case, would we not also be required to adopt a similar approach for all 
taxpayers--oil and gas taxpayers included? How could we comply with 
this advice if we restrict water's edge to non-oil and gas taxpayers, while 
requiring all multinational oil and gas taxpayers-including those with 
foreign parents--to file under worldwide apportionment? What are your 
thoughts and position?

Thank you,

Representative Mike Navarre 
MN/rw
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DEPARTM ENT OF REVENUE
OFFICE OF THE COMMISSIONER

M a r c h  26, 1991

The H o n o r a b l e  M 1 k e  N av ar r e  

C o - C h a i r  Ho use  F in a n c e  C o m m i t te e 

A l a s k a  S ta te  L e g i s l a t u r e  

P.O. Box V - 

J u n e a u , A K  99811

RE: HB 12 -  U n i t a r y  tax l e g i s l a t i o n

De a r  R e p r e s e n t a t i v e  Nav arre:

In r e s p o n s e  to y o u r  letter o f  M a r c h  22, 1991, I m u s t  s t a r t  with an 

a p o l o g y  f or  the c o n f u s i o n  y o u  have e x p e r i e n c e d .  S i m pl y  stated, it was 

c a u s e d  by my  i n a b i l i t y  to pay  s u f f i c i e n t  a t t e n t i o n  to this Bill and the 

r e l a t e d  fiscal no t e  w h e n  it o r i g i n a l l y  was b r o u g h t  to m y  a t t e n t i o n  by 

Carl Me ye r s ,  the A c t i n g  D i r e c t o r  o f  I n co me  and Exc is e A u d i t  Division.

A t  tha t tim e Carl b r i e fe d  me in a. c o m p l e t e l y  o n e - s i d e d  p r e s e n t a t i o n  

w h i c h  had its r oo ts in the a t t i tu de  o f  the p r i o r  a d m i n i s t r a t i o n .  I told

h im  tha t I e x p e c t e d  the new  a d m i n i s t r a t i o n  w o u l d  s u p p or t the "wa ter's

e dg e" concep t.

Several e v e n t s  an d items wit h h i g h e r  p r i o r i t y  then t o o k  m y  a t t e n t i o n  

and w h i l e  I do  n o t  f a u l t  Carl f o r  t e s t i f y i n g  as he did, he k n e w  that he 

was t a ki n g  a p o s i t i o n  t ha t was g oi ng  t o  be re ve r s e d . I r e g r et  t hat this

has c a u s e d a p r o b l e m  f o r  you.

The w o r d i n g  in the F eb r u a r y  6, 1991 

Hugh M a l o n e ' s  p o s i t i o n  in pri or years, 

new p o s i t i o n s  wa s c h a l l e n g e d  by me and 

F l o e r c h i n g e r , r e s u l t i n g  in the r e v i s e d  

T h e re  are n o  l e g i s l a t i v e  a m e n d m e n t s  o f  

i m p o r t a n t  e v e n t s  that  have t r an s p i r e d

p o s i ti o n  p ape r is a th :>w-back to 

The fiscal note r e f l e c t i n g  f o u r  

A s s i s t a n t  C o m m i s s i o n e r  

fiscal no te  d at ed M a r c h  20, 1991. 

w hi c h  I a m  aware. The  o n l y  

to ca use  t h i \  reversal are G o v e r n o r

H i c k e l ' s  e l e c t i o n  and m y  a p p o i nt me n t .  We are p r o - d e v e l o p m e n t  and vie w 

the " w a t e r ' s  e d g e "  c o n c e p t  as being in k e e p i n g  w i t h  o ur  p h il o s o ph ie s.

0 4 -0 2 LH



The Honorable Mike Navarre

March 26, 1991

Page 2

;
The issue y o u  r ai s e  in r e g a r d s  t o o i l  and gas c o m p a n i e s  and the 

B a r c l a y  case is b e t t e r  a d d r e s s e d  to an a t t o r n e y  such as the a u t h o r  o f  the 

B o g l e  & G a t es  memo. Y o u r  q u e s t i o n  has c a u s e d  me to c o n t a c t  t h a t f i r m ' s 

m a n a g i n g  p a rt ne r ,  B r i a n  Du rre ll.  He is p r e p a r i n g  a s hor t r es p o n s e  

i n t e n d e d  t o  r em o v e  c o nc e r n s  a b o u t  the oil and gas ind ust ry.  I will 

c o n v e y  it to y o u  i m m e d i a t e l y  upo n r e c e i p t  a t  DOR.

M y  o n l y  n e w  i n f o r m a t i o n  on this issue is a r e c e n t  c o n v e r s a t i o n  w it h 

one o f  my  f o r m e r  p a rt ner s, r e s i d e n t  1n P or tl a n d , O r ego n. He p l a c e d  me in 

t ouch  with m y  c o u n t e r p a r t  in the O r e g o n  a d m i n i s t r a t i o n .  This g e n t l e m a n  

is m a i l i n g  me a c op y o f  the ir s ta tu t e  and a b r i e f  o v e r v i e w  of  the 

s i m p l i f i e d  m e t h o d o l o g y  used by O r e g on .

I am t r o u b l e d  by the f a c t  t ha t  A l a s k a  is the o n l y  r e m a i n i n g  state to 

use the c o n c e p t  o f  w o r l d  wide a c c o u n t i n g .  W h a t  do we  k n o w  that is 

u n k n o w n  to all o t h e r  j u r i s d i c t i o n s ?

Lee E. F i s h e r  

C o m m i s s i o n e r

LEF:mll

9 1- 43

cc: D. M ax  Hodel

C h i e f  o f  S t a f f
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M E M O R A N D U M February 13, 1991

SUBJECT: House Bill 12, relating to the w ater’s edge 
method of calculating taxes

TO: Representative Tom Moyer, Chair 
House Special Committee on International 

Trade and Tourism

FROM: Jack Chenowet 
Legislative Coi

This is by way of response to several comments and questions made during the 
course of M onday’s testimony on House Bill 12.

Representative Robin Taylor and Carl Meyer, speaking for the Departm ent of 
Revenue, raised the possibility that the legislation is unconstitutional. Their 
comments about the constitutional implications of the measure went to whether 
proposed AS 43.20.073(f), exempting from the proposed water’s edge modifications 
the income taxes imposed on oil and gas producers and pipeline transporters, would 
pass muster when examined against the equal protection clauses of the Alaska and 
federal constitutions.

I am satisfied that the Alaska Supreme Court’s decision in Atlantic Richfield 
Company v. S tate. 705 P.2d 418 (Alaska 1985), cited by Susan Burke in her 
testimony, puts their concerns to rest. In that decision, the court upheld the separate 
accounting method of the oil and gas corporation income tax (imposed, until 1982, 
by AS 43.21) against a constitutional challenge on various grounds. The tax, you may 
recall, substituted a different methodology, separate accounting, for the formula 
apportionm ent method then generally in place to ascertain the taxable income of 
production and pipeline transportation companies for the period 1978-1981. Against 
the taxpayers’ assertions to the contrary, the court specifically found that the tax did 
not violate state and federal equal protection.

I



The court’s analysis under state equal protection involved a three-step process:

First, in order to ascertain the appropriate level of review, the nature 
of the constitutional interest affected must be identified. Next, the 
validity of the statutes’ purpose must be analyzed in light of the interest 
impinged. Lastly, the means chosen must be examined, also in light of 
the interest, to insure that they are sufficiently related to the goals of 
the statute.

Atlantic Richfield, at 437 (citations omitted). Examining the constitutional interest 
affected, the court declared that the taxpayers’ asserted right to be free of "disparate 
taxation" was to be found at the low end of the continuum of interests deserving of 
the guarantees of equal protection. As to the Oil and Gas Tax statutes’ purpose, the 
court found evidence that the legislature had passed the measure "to rectify a 
perceived underestimation of oil production and pipeline transportation income that 
occurred with the application of the apportionm ent formula." Id. The differential 
treatm ent of the oil companies, the court said, was an attem pt "to prevent disparate 
treatment," and the court determ ined that the corrective effort embodied in the Oil 
and Gas Tax served a valid purpose. Id. On the final point, the relationship between 
the means chosen and the goals of the legislation, the court found the necessary 
correlation, noting that the choice of a different method of taxation "more fairly 
represented the extent of the business activities of the oil companies in Alaska." Id.

U nder the court’s federal equal protection analysis, it declared that the imposition of 
the tax affected no fundamental interest nor did it contain a suspect classification. 
Absent these factors, federal equal protection analysis requires only that the tax 
distinction shall have been rationally related to a legitimate state interest. The court 
then observed:

The rational basis standard is particularly easy to meet in the area of 
taxation. The United States Supreme Court has stated that "[legisla­
tures have especially broad latitude in creating classifications and 
distinctions in tax statutes." Regan v. Taxation with Representation of 
W ashington. 461 U.S. 540, 547, 103 S.Ct. 1997, 2002, 76 L.Ed.2d 128,
138 (1983). [Alaska’s] Oil T^x clearly bore a rational relationship to 
the state’s goal of correcting a perceived inequity in the tax structure.

Atlantic Richfield, at 437.

Would HB 12, establishing a w ater’s edge method of taxation but incorporating an 
exception or exclusion for oil and gas producers and pipeline transporters, survive 
similar analysis?

Representative Tom Moyer
February 13, 1991
Page 2



It is uncontroverted that Alaska is the only state that continues to levy a worldwide 
combined tax under which all the income of a corporation is combined and taxed, 
regardless of the location of the taxpayer’s affiliates. Perceived inequity in the tax 
structure-in this case, the perception expressed to legislators by foreign companies, 
particularly, to the effect the state’s current worldwide combined tax method 
overreaches and discourages foreign investment in the state-is, like the separate 
accounting initiative of the Oil and Gas Tax of a decade ago, a principal motivating 
factor underlying HB 12.

Under state equal protection analysis of the proposed tax and its exemption or 
exclusion, the court would examine (1) the importance of the right involved, (2) the 
validity of the exemption’s purpose, and (3) the relationship between the means 
chosen and the objectives of the proposed statute.

First, as it did in Atlantic Richfield. I assume that the court would readily find that 
the water’s edge exception or exclusion for certain producers and pipeline transport- 
e rs-th e  inability of these taxpayers to use the w ater’s edge m ethod-w ould fall at the 
low end of the spectrum of interests for which the state’s equal rights clause provides 
protection.

Justification of the validity of the exemption’s purpose is relatively more difficult, 
albeit possible. First, unlike the circumstances underlying the challenge to the Oil 
and Gas Tax discussed in Atlantic Richfield, perceived underestimates of taxpayer 
income do not motivate this proposed tax change. Rather, the committee heard from 
Ms. Burke, Ron Garzini, and Scott Hawkins, among others, about the need to 
diversify the state’s economic and revenue base away from its heavy dependency on 
exploration for and production of crude oil. The witnesses have all suggested that 
the legislature ought to establish a climate more conducive to foreign investment in 
the state’s other resources. As I understand the measure’s purpose, you and your 
committee are seeking to amend state tax policy in an attem pt to find a balance 
between attracting additional foreign investment by eliminating what has been 
identified as a principal obstacle to encouraging foreign corporations to do business 
in the s ta te-the  state’s worldwide combined method of taxation-w ithout risking a 
substantial loss of revenue from the state’s major revenue source, the income tax paid 
by the oil and gas producers, at a time when state finances should be stabilized. 
Moreover, while the water’s edge initiative is an attem pt to remove what you perceive 
as a major barrier to entry of foreign investment into the state particular for, 
especially, the development of renewable resources, there is no evidence to suggest 
to you and the committee that the exploration and production of oil and gas in place 
or its transportation to ports and markets is significantly limited by the state’s 
continued reliance on the worldwide combined method. In short, you and the 
committee are apparently satisfied that current tax policy may be a real barrier to 
entry of new capital and methods that might expand interest in recovery and 
development of many state resources, but the continued levy and collection of the

Representative Tom Moyer
February 13, 1991
Page 3



income tax on oil and gas producers using the worldwide combined tax method has 
not discouraged--does not seem to be a factor to discourage-continued exploration 
and development activity by that industry.

The third po in t-th e  relationship between the choice of method and the objectives of 
the sta tu te-is  eminently defensible: in recent years, the water’s edge approach has 
been the preferred method of tax modification put in place by states to diminish the 
broad administrative reach of the worldwide unitary tax system previously imposed, 
and is more nearly consistent with federal efforts to encourage the states to shift 
toward a separate accounting approach to taxation of international activities.

Clearly, the exemption of the proposed water’s edge levy of the taxable activities of 
certain oil and gas producers and pipeline transporters that would m eet the 
requirements of state equal protection would also m eet the rational basis test of 
federal equal protection analysis set out in Atlantic Richfield.

For these reasons, it is, in my judgment, more likely than not that the measure 
proposed-incorporating as it does an exclusion for oil and gas producers and pipeline 
transporters-w ould be found to m eet the tests of equal protection.

II

The D epartm ent of Revenue’s representative questioned the inclusion of proposed 
AS 43.20.073(b), excluding, for purposes of water’s edge computation, 80 percent of 
the dividend and royalty income received by the taxpayer’s foreign affiliates. In other 
words, 20 percent of the taxpayer’s dividend and royalty income from its foreign 
subsidiaries is taxable. As I understand, the departm ent suggests elimination of the 
provision, thereby making all dividend and royalty income from the taxpayer’s foreign 
operations subject to taxation under water’s edge.

The portion of my D ecem ber analysis discussing proposed AS 43.20.073(b) sets out 
the rationale for inclusion of the provision. Its retention or elimination--and the 
determ ination of the actual amount of the exclusion--is a policy call, but as I 
understand, elimination or substantial reduction of the percentage excluded may raise 
a question as to whether the state has provided even-handed treatm ent as between 
foreign-based and domestic-based multinationals subject to the tax.

Ill

The representative of the Departm ent of Revenue suggested that the bill should give 
attention to any affected provisions of the Multistate Tax Compact, AS 43.19, to 
which the state is a party.

Representative Tom Moyer
February 13, 1991
Page 4



Representative Tom Moyer
February 13, 1991
Page 5

The text of the Multistate Tax Compact is set out in AS 43.19.010. Paragraph 18 of 
articL IV of the compact provides:

If the allocation and apportionm ent provisions of this Article do not 
fairly represent the extent of the taxpayer’s business activity in the 
state, . . .  the tax administrator may require, in respect to all or any 
part of the taxpayer’s business activity, if reasonable:

(a) separate accounting;
(b) the exclusion of any [one] or more of the factors;
(c) the inclusion of one or more additional factors which will 

fairly represent the taxpayer’s business activity in this state; or
(d) the employment of any other method to effectuate an 

equitable allocation and apportionm ent of the taxpayer’s income.

What the "tax administrator" may require, so, too, it seems to me, may the legislature 
by law. Consequently, this paragraph, in my view, provides sufficient authority for the 
state to make any adjustments to its taxation practices consistent with the compact 
without the necessity of cross-referencing the provisions of the compact into the 
substantive change and without the necessity of amending the compact (AS 43.19) to 
incorporate specific exceptions.

IV

Finally, the departm ent’s representative raised a question about the computation and 
application of the three-factor formula set out in proposed AS 43.20.073(a) at p. 1, 
line 13-p. 2, line 1, and at p. 2, line 10. Mr. Meyer was uncertain whether each of 
the three factors-property, payroll, and sales-determ ined under the affiliated 
corporation’s tax return needed to meet the threshold 20 percent or whether the 
threshold would be satisfied by an average of the three factors.

The measure conteiii|j!ates an averaging of the factors. In both instances, at the lines 
cited, the threshold speaks in terms of the "factors. . .  average." I see no uncertainty 
on the point. If the departm ent believes clarification is necessary for proper 
administration of the tax provision, the committee should ask the departm ent to 
prepare and submit suggested language.

*

If the committee considers an amendment or committee substitute, I would ask 
consideration of one additional provision.

As was mentioned in Monday’s hearing, proposed AS 43.20.073(e) establishes a 
"default" or "penalty" imposable against a taxpayer who files a  w ater’s edge return but



who fails to file necessary supporting information. The commissioner may require the 
taxpayer who fails to provide the information to "file a worldwide combined report." 
See page 3, line 4. Nowhere else in AS 43 do the statutes refer to "worldwide 
combined report." For clarity, then, the committee should consider changing the 
r  ference to "a report under AS 43.20.065 - 43.20.072 made without regard to this 
section" or, alternatively, add a definition of "worldwide combined report" to the short 
list of definitions set out in subsection (g).

*

I trust this is responsive on the points requested.

JBC:pl
91-077.plm



Xfrrox Corooralion 
*5341 B. Slreet 
Anchornco. Alaska ?" .>3 
I007)561-8200

February 7,1991

XEROX

Honorable Tom Moyer 
Representative 
Alaska State Legislature 
Juneau, Alaska 99801

Dear Mr. Moyer:

The Xerox Corporation supports increased business investment in the state 
Accordingly, House Bill 12 applied equally to both domestic and foreign 
corporations should make Alaska a more attractive place to invest We 
definitely recommend its passage.

Sincerely,

XEROX CORPORATION

Manager, Xerox Alaska

Larry Imhdf
Manager, Xc t z x  Alaska
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February 20, 1991

The Honorable David Finkelstein 
House of Representatives 
P. 0. Box V 
Juneau, Alaska 99811

Re: Proposed Watsr's Edge Tax Legislation (HB12)

Dear Mr. Finkelstein:

At the request of Mr. David Harlow, General Reporter of
the Commission on Taxation of the International Chamber of
Commerce, we sand to you the attached final policy statement of 
the Commission on Taxation with respect to proposed water's edge 
tax legislation in Alaska.

As you will see from the attached policy statement, the 
International Chamber of Commerce strongly urges the Alaska State 
Legislature to enact legislation changing the State's method of 
corporate income taxation from a "worldwide unitary" method to a 
"water's edge" method of taxatidn. Representative Tom Moyer has 
already introduced a bill to enact the change. The bill, HB12, is 
essentially the same as the Senate Finance Committee substitute 
bill for SB119 from the last legislative session.

Since the close of the last session, an important court
decision was issued by the California Court of Appeal, Barclays 
Bank of California vs. Franchise Tax B o a r d . Court of Appeal, Third 
District (Nov. 30, 1990). In B a r c l a y s , the court found that the 
worldwide unitary method of taxation, at loast insofar as it 
applies to multinational corporations with foreign parents, is 
unconstitutional under the foreign commerce clause of the United 
States Constitution. It is believed that the Barclays opinion, 
because of its reasoning, will have strong influence in any U.S. 
federal or state court that addresses the issue. With minor 
revisions designed primarily toward complying with the holding in 
B a r c l a y s . the International Chamber of Commerce endorses the 
enactment of legislation similar to HB12 in Alaska.



The Honorable David Finkelstein
February 20, 1991
Page 2

Hr. David Harlow, in his capacity as an officer of the 
International Chamber of Commerce, will be making a special trip 
to Juneau from his office in London to deal with this important 
matter. Mr. Harlow will be available during March 11 through 15 
to meet with members of the legislature and the administration to 
discuss the importance of enacting a water's edge method of 
taxation.

Should you have any questions concerning this matter 
prior to Mr. Harlow's visit, feel free to contact the undersigned.

Very truly yours,

BOGLE & GATES

Brian W. Durrell

Enclosure(s) 

cc: David Harlow

C :\B W C \R T Z 5C jCRA L\H ICKEL . LTH

Bogle&Gates
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COMMISSION O N  TA XATION

PROPOSED WATER'S EDGE LEGISLATION IN ALASKA

Statement on Unitary Taxation
1. The International Chamber of Commerce (ICC) ia an International organisation 

representing the business community worldwide. With 7,000 members comprised of 
companies and business associations In more than 100 countries, the ICC works to 
promote the principles of a free market economy, and a fair and open system of 
International trade and investment.

2. The ICC has over many years consistently opposed the use of worldwide unitary method 
of taxation ("worldwide unitary"). Worldwide unitary oonflicts with the established 
principles of taxation as practised federally and Internationally and acts as an * 
impediment to the free flow of International trade and investment. The ICC has long 
advocated Its removal and, in Its place, the secure provision for international business of 
the unconditional right to be taxed by the States in accordance with Internationally 
acoepted principles, as Is the case for federal purposes.

3. The US Treasury Secretary (at the time James A. Baker III) wrote to the Chairman of the 
US Senate Finance Committee (at the time The Honourable Bob Packwood) on 5th 
March 1866 in oonnection with proposed Federal legislation in this area. The body of the 
letter Is attached as an Appendix to this statement. There have been some changes In 
the law and the position of individual States since the letter was written.

The ICC has previously endorsed the strong condemnation of the use of worldwide 
unitary In Part II of the letter.

4. In the view of the ICC, a satisfactory, universal and lasting solution Is only likely to bis 
found through federal legislation. Even so the ICC seeks to encourage States to 
introduce "water's edge legislation" (taxing multinationals only on Income derived from 
the territory of the United States). Such legislation should not reach out beyond the 
United States to tax oompantes, by the use of worldwide unitary, on Income earned 
outside the United States by them or by non-US companies In the same affiliated group.

5. Whilst the fact that California has clearly recognised the strength of the case against
. . - . I t - - .  f c - --------------------- --------------------------------------- ------------- -------
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In particular:

(1) It does not grant an unconditional right to ba taxed on the water** edge bails. 
Instead It makes the right to elect water's edge subject to a number of undertakings and 
condition*.

Most seriously, the water's edge basis is only available to a company which contracts 
with the State for a five year period, on an evergreen basis, to pay an annual fee 
calculated as a percentage of its California payroll, property and sales.

(2) The State retains the power, in a range of circumstances In which normally a 
financial penalty would be the appropriate sanction (and in which indeed the State does 
in addition impose the customary financial penalties), to disregard a company's water’s 
edge election with retroactive effect and to subject It mandatorlly to worldwide unitary.

The protection afforded by the Californian legislation is thus hedged about the conditions 
and uncertainty. The door is krft open to the mandatory relmposltlon of worldwide 
unitary. Further, payment (the annual fee) Is demanded as the price for being taxed on a 
basis consistent with that practised federally and internationally, rather than on a basis 
(worldwide unitary) which has been so widely and powerfully condemned by the federal 
government, by the major trading partners of the US and by international business, both 
US and foreign, for the reasons already mentioned.

The ICC would discourage Alaska from legislating on the Californian model.

6. The ICC urges that the boundary in water's edge legislation be drawn so as to exclude 
foreign corporations whose nexus with the United States is slender, or even non-existent. 
Instead the water's edge boundary should be drawn on a basis compatible with the 
permanent establishment approach, thus clearly oonfming the State's taxing powers to 
income derived from the territory of the United States. This would put the foreign 
investor at the State level on the same basis as that already existing at the Federal level.

7. ICC notes the unanimous decision of the Californian Court of Appeal of November 1990 
holding that California's unitary tax method of worldwide combined reporting as applied 
to forelgrvbaeed unitary groups, is unconstitutional under the foreign commerce clause 
of the united States Constitution and finds It difficult to distinguish the position In Alaska 
from that in California.

8. In conducting, the ICC warmly welcomes the positive initiative which has been taken In 
Alaska by thr introduction of SB119 followed, in substitution, by the Senate Finance 
Committee Su, Bin. It hopes that the Alaskan legislature will be able to resolve the 
worldwide unitary problem for the foreign investor in Alaska during the forthcoming 
session.
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I . D e s c r i p t i o n  o f C u r r e n t S t a t e  C o r p o r o r a t a  I n c o a t  Tax P r a c t i c e

When t  c o r p o r a t i o n  ( o r  r e l a t e d  g r o u p  o f c o r p o r a t i o n s )  
o p e r a t e s  a c r o s s  s t a t e  o r  n a t i o n a l  b o u n d a r i e s , c om p e t in g  t a x  
c l a i a s  o f  t h e  j u r i s d i c t i o n s  i n  w h i c h  th e  c o r p o r a t e  g r o u p  
o p e r a t e s  a r e  r o c o l v o d  by i d e n t i f y i n g  Lhv iu iu m e  * i u  i b u c a b l e  
t o  e a c h j u r i s d i c t i o n .  Two d i f f e r e n t  t a x a t i o n  m e th od s a r e  i n  
use f o r  a s k i n g  t h i s  d e t e r a i n a t i o n :  s e p a r a t e  a c c o u n t i n g  and 
w o r l d w i d e  u n i t a r y  c o a b i n a t i o n .

S e p a r a t e  a c c o u n t i n g  i s  t h e  a e th o d  o f  t a x a t i o n  i n  u se 
g e n e r a l l y  t h r o u g h o u t t h e  w o r l d  and i s  e a p lo y e d  by t h e  f e d e r a l  
g o v e r n m e n t . U nde r s e p a r a t e  a c c o u n t i n g ,  t a x a b l e  in c o a e  i s  
d e t e rm in e d  s e p a r a t e l y  f o r  each i n d i v i d u a l  c o r p o r a t i o n .  A n y 
i w p i o p c r  in c o a e  o r p r o f i t  s h i t t i n g  b e tw e e n r e l a t e d  
c o r p o r a t i o n s  f o r  t a x  a v o id a n c e  p u r p o s e s  i s  c o r r e c t e d  b y 
r e q u i r i n g  " e r a ' s  l e n g t h "  p r i c i n g  i n  r e l a t e d  p a r t y  
t r a n s a c t i o n s .  T h a t i s ,  f l o w s  o f  g o o d s «ud s e r v i c e s  b e tw e e n  
r e l a t e d  o r  comm on ly -ow ned c o r p o r a t i o n s  a re  r e q u i r e d  t o  be 
v a lu e d  a t  p r i c e s  c o r r e s p o n d in g  t o  t h o s e  t h a t  w o u ld  g o v e r n  
t r a n s a c t i o n s  b e tw e e n u n r e l a t e d  e n t i t i e s  o p e r a t i n g  a t e r a ' s  
l e n g t h .  U n d e r th e  s e p a r a t e  a c c o u n t i n g  a e t h o d , d o u b le  
t a x a t i o n  b e tw e e n j u r i s d i c t i o n s  i s  r e l i e v e d  e i t h e r  t h r o u g h  
e x e a p t i o n  f r o a  t a x  b y t h e  r e s id e n c e  j u r i s d i c t i o n  ( u s u a l l y  t h e  
p la c e  o f  i n c o r p o r a t i o n  o r  managemen t c o n t r o l )  o f  in c o a e  
d e r i v e d  i n  tn e  s o u r c e  j u r i s d i c t i o n  ( t h e  p la c e  th e  in c o a e  i s  
e a r n e d ) ,  o r  by th e  r e s i d e n c e  j u r i s d i c t i o n  g r a n t i n g  a c j e d i t  
f o r  t a x e s  p a i d  lu  t h e  s o u r c e  j u r i s d i c t i o n .  The U n i t e d  S t a t e s  
f e d e r a l  t a x  la w  use d t h e  l a t t e r  a p p ro a c h .

The a l t e r n a t i v e  a e t h o d , w o r l d w id e  u n i t a r y  c o a b i n a t i o n ,  i s  
c u r r e n t l y  u se d by s e v e n  s t a t e s  ( A l a s k a ,  C a l i f o r n i a ,  I d a h o , 
M o n ta n a , New H am p s h i r e , N o r t h  D a k o t a , and U ta h ) t o  d e t e r m i n e  
a m u l t i n a t i o n a l  e n t e r p r i s e ' s  s t a t e  c o r p o r a t e  t a x  l i a b i l i t y .  
U n d e r t h i s  a p p ro a c h , t h a  b u s in e s s  in c o a e  o f  a l l  i n d i v i d u a l  
c om p a n ie s i n  th e  c o a a o n l y  c o n t r o l l e d  e n t e r p r i s e  w h ic h  o p e r a t e  
i n  t h e  sa a e g e n e r a l l i n t  o f b u s in e s s  ( t h e  " u n i t a r y  b u s i n e s s " )  
as th e  c o r p o r a t i o n  o r  c o r p o r a t i o n s  s u b j e c t  t o  th e  s t a t e ' s  
t a x i n g  j u r i s d i c t i o n  i s  a g g r e g a t e d , r e g a r d l e s s  o f  ( 1 )  w h e t h e r  
t h e  o t h e r  i n d i v i d u a l  c om p a n ie s a re  f o r e i g n  o r  d o m e s t i c ;
( i i )  w h e t h e r  t h e  o t h e r  i n d i v i d u a l  c om p a n ie s have a t a x  n e x u s 
w i t h  o r  p r e s e n c e  i n  t h e  s t a t e  i n  q u e s t i o n ;  and ( i l l )  w h e t h e r  
t h e  in c o a e  o f  t h e  o t h e r  i n d i v i d u a l  c o a p a n ia s  w o u ld  be t r e a t e d  
a s d e r i v e d  f r o a  f o r e i g n  o r  d o m e s t i c  s o u r c e s  u n d e r f e d e r a l  t a x  
r u l e s  o r  g t n t r i l l y  a c c e p t e d  I n t e r n a t i o n a l  t a x a t i o n  
p r i n c i p l e s .  A s h a re  o f t h e  a g g r e g a t e d  in c o a e  o f  t h e  
v o r l d w l d v  u n i t a r y  g r o u p  i s  t h e n  a s s i g n e d  o r  a p p o r t i o n e d  t o  
t h e  t a x i n g  s t a t e  on t h e  b a s i s  o f  a f o r n u l a  w h i c h  i s  i n t e n d e d  
t o  n a a s u r a  how au ch o f  t h a  a c t i v i t y  o f  th e  u n i t a r y  b u s i n e s s  
( a n d  h e n c e  i t s  i n c o a e )  i s  a t t r i b u t a b l e  t e  t h e  t a x i n g  
j u r i s d i c t i o n .

The a p p o r t i o n e e n t  f o r a u l a  g e n e r a l l y  u s e d i s  b a sed on r e l a t i v e  
am oun ts o f  p a y r o l l ,  p r o p e r t y ,  and s a l t s .  I f ,  f o r  e x a m p le ,
25 p e r c e n t  o f  t h e  p a y r o l l ,  p r o p e r t y ,  and s a l e s  o f  th e  u n i t a r y  
g r o u p  i s  l o c a t e d  i n  t h e  t a x i n g  j u r i s d i c t i o n ,  t h a n  25 p e r c e n t  
o f  th e  g r o u p ' s  a g g r e g a t e  in com e f r o a  t h e  u n i t a r y  b u s in e s s

2/. . .



w o u ld  be a p p o r t i o n e d  t o  t h a t  s t a t e .  B e ca u s e t h e  
a p p o r t i o n a e n t  f o r e u l a  i s  c o n c i d e r e d  t o  a s s i g n  t h e  a p p r o p r i a t e  
a e o u n t o f in c o a e  t o  a p a r t i c u l a r  s t a t e ,  no f u r t h e r  a e a s u r e s  
a r e  t a k e n  t o  r e l i e v e  a n y m u l t i p l e  t a x a t i o n  o f  t h e  sa n e in c o a e  
w h ic h  a a y a r i s e  f r o a  t h e  use o f d i f f e r e n t  in c o a e  s o u r c i n g  
r u l e s  b y o t h e r  t a x i n g  j u r i s d i c t i o n s .

U n d e r t h e  w o r l d w id e  u n i t a r y  a e t h o d , d i v i d e n d s  p a i d  b y  one 
c o r p o r a t i o n  t o  a n o t h e r  w i t h i n  t h e  u n i t a r y  b u s in e s s  g r o u p  a r e  
e l i a i n a t e d  as i n t e r c o r p o r a t e  t r a n s f e r s .  U n d e r s e p a r a t e  
a c c o u n t i n g ,  i n  c o n t r a s t ,  i n t e r c o r p o r a t e  d i v i d e n d s  a r e  
r e c o g n i s e d  e x p l i c i t l y  a s a f l o w  o f  I n c o a e  f r o r  th e  
d i v i d e n d - p a y i n g  c o r p o r a t i o n  t o  t h e  d i v i d e n d - r e c e i v i n g  
c o r p o r a t i o n .  A " w a t e r ' s  e d g e " l i a i t a t i o n  on t h e  u n i t a r y  
a e t h o d , i . e . ,  e x c l u d i n g  f o r e i g n  c o r p o r a t i o n s ,  w o u ld  r e s p e c t  
t h e  s e p a r a t e  e n t i t y  s t a t u s  o f  r e l a t e d  d o a e s t i c  and f o r e i g n  
c o r p o r a t i o n s .  I t  t h e r e f o r e  g i v e s  r i s e  t o  t h e  q u e s t i o n  o f  how 
d i v i d e n d s  r e c e i v e d  b y  a U .S . c o r p o r a t i o n  t h a t  i s  a a e a b e r o f 
a " w a t e r ' s  e d g e " u n i t a r y  g r o u p  f r o a  a f o r e i g n  c o r p o r a t i o n  
t h a t  i s  n o t a a e a b e r o f th e  " w a t e r ' s  e d g e " g r o u p  s h o u l d  be 
t r e a t e d  f o r  s t a t e  t a x  p u r p o s e s . The q u e s t i o n  o f  s t a t e  
t a x a t i o n  o f f o r e i g n - s o u r c e  d i v i d e n d s  i s  t h u s  i n e x t r i c a b l y  
l i n k e d  t o  th e  i s s u e  o f  w o r l d w id e  u n i t a r y  t a x a t i o n  a n d , as 
d e s c r i b e d  b e lo w , i s  t h e r e f o r e  a d d re s s e d  i n  t h e  p r o p o s e d  
l e g i s l a t i o n .

U n d e r p r e s e n t  la w , s t a t e  t a x a t i o n  o f i n t e r c o r p o r a t e  
d i v i d e n d s ,  f o r e i g n  a n d d o a e s t i c ,  e x h i b i t s  a ra n g e  o f  
p r a c t i c e .  Though d i v i d e n d s  f r o a  a d o a e s t i c  c o r p o r a t i o n  
in c o a e  t a x ,  n o s t o f t h e s e  s t a t e s  a l s o  g r a n t  a 
d i v l d e n d s - r e c e i v e d  d e d u c t i o n ,  f r e q u e n t l y  t h e  S5 p e r c e n t  o r  
100 p e r c e n t  d e d u c t i o n  a l l o w e d  u n d e r f e d e r a l  la w . A s a t t h e  
f e d e r a l  l e v e l ,  t h e  e f f e c t  o f  t h i s  t r e a t a e n t  i s  l a r g e l y  t o  
e x e a p t d i v i d e n d s  p a i d  b y a d o a e s t i c  c o r p o r a t i o n  f r o a  s t a t e  
c o r p o r a t e  in c o a e  t a x a t i o n .  D i v i d e n d s  r e c e i v e d  f r o a  a f o r e i g n  
c o r p o r a t i o n  a re  s u b j e c t  t o  v a r y i n g  t r e a t a e n t ,  r a n g i n g  f r o a  
f u l l  a l l o c a t i o n  ( a n d  t h u s  t a x a t i o n )  t o  t h e  r e c i p i e n t ' s  
c o a a e r c l a l  d o n l c i l e ,  t o  a p p o r t i o n a e n t ,  t o  e i t h e r  f u l l  o r  
p a r t i a l  e x e a p t i o n .  U n l i k e  t h e  f e d e r a l  g o v e r n n e a t ,  n o s t a t e  
a l l e v i a t e s  I n t e r n a t i o n a l  d o u b l e  t a x a t i o n  o f  f o r e i g n  d i v i d e n d s  
by a l l o w i n g  a f o r e i g n  t a x  c r e d i t .

I X . R e a s o n s f o r  A d a ! n 1 s t r a t i  on O p p o s i t i o n  t o  w o r l d w i d e  U n i t a r y  
Taxation

X t h a s b e e n  th e  l o n g s t a n d i n g  p o l i c y  o f  t h e  U n i t e d  S t a t e s  t o  
f a v o r  t h e  s e p a r a t e  a c c o u n t i n g  a e t h o d  f o r  a l l o c a t i n g  in c o a e  
anong n a t i o n s  f o r  p u r p o s e s  o f  t a x a t i o n .  T h i s  p o l i c y  i s  
e n b o d le d  i n  th e  I n t e r n a l  R e ve nu e Code and. i s  a c e n t r a l  
f e a t u r e  i n  o u r b i l a t e r a l  t a x  t r e a t i e s .  S e p a r a t e  a c c o u n t i n g  
i s  a l s o  t h e  i n t e r n a t i o n a l  s t a n d a r d .  T h e a o d e l t a x  t r e a t i e s  
p u b l i s h e d  b y th e  O r g a n i s a t i o n  f o r  S c o n o n i c  C o o p e r a t i o n  and 
D e v e lo p a e n t ( "O ECD ") and t h e  U n i t e d  N a t i o n s  ( " U N " )  s p e c i f y  
t h a t  t r a n s n a t i o n a l  in c o a e  i s  t o  be t a x e d  on a s e p a r a t e  
a c c o u n t i n g  b a s i s .  T h u s , c o n t i n u e d  s t a t e  w o r l d w id e  u n i t a r y  
t a x a t i o n  i s  d i r e c t l y  i n  c o n f l i c t  w i t h  f e d e r a l  and 
i n t e r n a t i o n a l l y  a c c e p t e d  p r a c t i c e  and in p e d e s  th e  a b i l i t y  o f 
th e  f e d e r a l  g o v e r n a e n t t o  p u r s u e  t h i s  p o l i c y  i n  i t s  
I n t e r n a t i o n a l  d e a l i n g s .



D u r i n g  t h e  d e b a t e  o v e r w o r l d w i d e  u n i t a r y  t a x a t i o n ,  f o r e i g n  
g o v e r n a e n t s  h a v e r e p e a t e d l y  p e t i t i o n e d  th e  f e d e r a l  g o v e r n m e n t 
t o  a c t  t o  c u r b  s t a t e  u s e  o f  t h e  w o r l d w i d e  u n i t a r y  a e t h o d . 
D i p l o a a t i c  u o t e s  a r t i c u l a t i n g  th e  p ro b le m s  c a u s e d  by s t a t e  
w o r l d w id e  u n i t a r y  t a x a t i o n  have b e e n  r e c e i v e d  f r o a  v i r t u a l l y  
e v e r y  d e v e lo p e d  c o u n t r y  i n  th e  w o r l d ,  i n c l u d i n g  Canada , t h e  
U n i t e d  K in g d o a , G e ra a n y , F r a n c e , B e lg i u m , t h e  N e t h e r l a n d s ,  
I t a l y ,  S w i t z e r l a n d ,  J a p a n , and A u s t r a l i a .  T he ^U n i te d 
K in g d om , i n  J u l y ,  1 9 8 5 , a d o p te d  a n t i - u n i t a r y  r e t a l i a t o r y  
l e g i s l a t i o n  t h a t  w o u ld  p e r m i t  t h e  U .K . g o v e rnm e n t t o  
e f f e c t i v e l y  I n c r e a s e  t h e  U .K . t a x  o n d i v i d e n d  d i s t r i b u t i o n s  
f r o a  U .K . s u b s i d i a r i e s  t o  t h e i r  U .S . p a r e n t c o r p o r a t i o n s  
o p e r a t i n g  i n  w o r l d w id e  u n i t a r y  s t a t e s .  I f  im p le m e n te d , t h i s  
l e g i s l a t i o n  w o u ld  c l e a r l y  v i o l a t e  t h e  U .S . - U . K . b i l a t e r a l  
in com e t a x  t r e a t y .  T h i s  l e g i s l a t i o n ,  b y v i r t u e  o f  a

Kr o v i s i o n  w h ic h  makes p o s s i b l e  t h e  r e t r o a c t i v e  im p o s i t i o n  o f  
e r v y  p e n a l t i e s ,  was h a v i n g  an a d v e r s e  e f f e c t  o n t h e  

w i l l i n g n e s s  o f  U .S . c o m p a n ie s  t o  r e p a t r i a t e  e a r n i n g s  o f  t h e i r  
U .K . s u b s i d i a r i e s  t o  t h e  U n i t e d  S t a t e s .  (T he U .K . has now 
a g re e d  t o  d e f e r  im p l e m e n t a t i o n  o f  t h i s  l e g i s l a t i o n  f o r  t h e  
t i n e  b e i n g . )  The a d o p t i o n  o f  t h i s  l e g i s l a t i o n  b y t h e  U .K . 
i l l u s t r a t e s  t h a t  s t a t e  w o r l d w i d e  u n i t a r y  t a x a t i o n  i s  c l e a r l y  
a d v e r s e l y  a f f e c t i n g  t h e  U n i t e d  S t a t e s '  f o r e i g n  e c o n om ic 
r e l a t i o n s .

F o r e i g n  g o v e r n m e n ts  and b u s in e s s e s  t h a t  a re  s u b j e c t  t o  
w o r l d w id e  u n i t a r y  t a x a t i o n  a rg u e  t h a t  t h i s  m e th o d  o f 
c o m p u t in g  s t a t e  t a x  g i v e s  r i s e  t o  d o u b le  t a x a t i o n  o f  f o r e i g n  
in c o a e . T h e y a l s o  c o n t e n d  t h a t  w o r l d w i d e  u n i t a r y  t a x a t i o n  i s  
a d m i n i s t r a t i v e l y  b u rd e n s om e , p a r t i c u l a r l y  f o r  f o r e i g n  owned 
c om p a n ie s . T h ese r e s u l t s  a r e  i s s v i t a b l e  as l o n g  as a fe w  
s t a t e s  r e l y  on a m e th o d o f  m e a s u r in g  in c o a e  t h a t  i s  d i f f e r e n t  
f r o m  th e  a p p ro a c h  u se d b y t h e  r e s t  o f  t h e  w o r l d .

T h e o r e t i c a l l y ,  i f  a l l  j u r i s d i c t i o n s ,  d o m e s t i c  and f o r e i g n ,  
w e re t o  a d o p t a u n i f o r m  u n i t a r y  a e t h o d  o f  t a x a t i o n ,  and a p p l y  
i t  c o n s i s t e n t l y ,  t h e r e  w o u ld  be n o d o u b le  t a x a t i o n  as th e  
f o rm u l a  w o u ld  n o t a p p o r t i o n  th e  same In c o a e  t o  m o re t h a n  one 
j u r i s d i c t i o n .  The p r o b l e m , h o w e v e r , a r i s e s  f r o a  t h e  f a c t  
t h a .  c om b in e d  r e p o r t i n g  on a w o r l d w i d e  u n i t a r y  b a s i s  i s  a 
d i s t i n c t l y  m i n o r i t y  p r a c t i c e .  I n  an e n v i r o n m e n t i n  w h ic h  
s e p a r a t e  a c c o u n t i n g  i s  t h e  g e n e r a l l y  a c c e p te d  r u l e ,  s t a t e  
t a x a t i o n  on a w o r l d w i d e  u n i t a r y  b a s i s  c r e a t e s  a c l e a r  r i s k  o f 
d o u b le  t a x a t i o n .  B e c a u s e  l a b o r  c o s t s ,  p r o p e r t y  v a l u e s ,  and 
p r o f i t a b i l i t y  c a n  v a r y  g r e a t l y  among c o u n t r i e s ,  an in c o a e  
m ea su rem e n t s y s te m  b a s e d  on f o r m u l a  a p p o r t i o n a e n t  i s  i n  ope n 
c o n f l i c t  w i t h  t h e  i n t e r n a t i o n a l  s t a n d a r d  o f  s e p a r a t e  
a c c o u n t i n g .  T h i s  i s  b e c a u s e  f o r m u l a  a p p o r t i o n m e n t assumes 
a l l  p a r t s  o f  a u n i t a r y  b u s i n e s s  a r e  e q u a l l y  p r o f i t a b l e  
w h e re a s s e p a r a t e  a c c o u n t i n g  a c k n o w le d g e s t h a t  i n d i v i d u a l  
c o r p o r a t i o n s  c a n  e a r n  d i f f e r e n t  r a t e s  o f  r e t u r n .  D o u b le  
t a x a t i o n  w i l l  r e s u l t  i f  t h e  r e l a t i v e  p r o f i t a b i l i t y  o f t h e  
i n v e s tm e n t i n  t h e  u n i t a r y  t a x  s t a t e  i s  l e s s  t h a n  t h a t  o f  t h e  
a f f i l i a t e d  o v e r s e a s  o p e r a t i o n s  t h a t  a r e  ta x e d  a b r o a d  on a 
s e p a r a t e  a c c o u n t i n g  b a s i s .



S t a t e  u t «  o f t h e  w o r ld w id e  u n i t a r y  a e th o d  a l s o  c r a a t o s  
a d a l n i s t r a t i v a  b u rd e n s  f o r  t a x p a y e r s .  T h e r a  a r e  s u b s t a n t i a l  
c o s t s  a s s o c i a t e d  w i t h  c o l l e c t l n f  and c o n v e r t i n g  a c c o u n t i n g  
d a t a  g e n e r a t e d  b y th e  v a r i o u s  f o r e i g n  a f f i l i a t e s  o f th e  
u n i t a r y  g ro u p  t o  a f o r a  c o n s i s t e n t  w i t h  U .S . s t a n d a r d s .
T h e s e b u r d e n s  c a n  be p a r t i c u l a r l y  a c u t e  f o r  f o r c l g n - o v n e d  
c om p a n ie s  w h i c h  a r e  n o t r e q u i r e d  t o  k e e p  d a t a  u n d e r U .S . t a x  
and f i n a n c i a l  a c c o u n t i n g  r u l e s  on t h e i r  n o n -U .S . o p e r a t i o n s  
f o r  a n y o t h e r  p u r p o s e .

The u s e o f t h e  w o r l d w id e  u n i t a r y  a e t h o d  b y soae s t a t e s  nay 
a l s o  i n h i b i t  a nd d i s t o r t  t h e  I n t e r n a t i o n a l  f l o w  o f  l n v e s t a e n t  
c a p i t a l .  I n  t h e  w o rd s o f ono f o r o i g n  g o v o r n a o n t ,  " t h e  
( u n i t a r y  t a x )  a e t h o d  can c h i l l  i n t e r n a t i o n a l  l n v e s t a e n t  and 
d e c r e a s e  e f f i c i e n t  a l l o c a t i o n  o f  r e s o u r c e s  and e a p lo y a e n t 
o p p o r t u n i t i e s .  I n  p a r t i c u l a r ,  t h e  u n i t a r y  a e t h o d  ca n ia p e d e  
f o r e i g n  e n t r y  i n t o  th e  U n i t e d  S t a t e s  a a r k e t . "  C o n s e q u e n t l y , 
a c c o r d i n g  t o  a g r o u p  o f f o r e i g n  g o v e r n a e n t s ,  w o r l d w id e  
u n i t a r y  t a x  c o n s t i t u t e s  " . . .  a s e r i o u s  o b s t a c l e  t o  t h e  
f u r t h e r  d e v e lo p m e n t o f o u r t r a d e  and l n v e s t a e n t  
r e l a t i o n s h i p s . “* (N o te  s ig n e d  by t h e  Am ba s sa d o rs o f f o u r t e e n  
o f  o u r  m a jo r t r a d i n g  p a r t n e r s ) .  T he U n i t e d  S t a t e s  i s  
s t r o n g l y  e o a n i t t e e  t o  e n c o u r a g in g  t h e  f r e e  a o v e a e n t o f 
i n t e r n a t i o n a l  d i r e c t  l n v e s t a e n t  c a p i t a l  a c r o s s  n a t i o n a l  
b o u n d a r i e s .  S t a t e  use o f t h e  w o r l d w id e  u n i t a r y  a e th o d  i s  
u n a c c e p t a b l e  b e c a u s e  i t  ca n a d v e r s e l y  a f f e c t  t n i a  c l e a r l y  
a r t i c u l a t e d  f e d e r x l  p o l i c y .  The U n i t e d  S t a t e s ,  as th e  
c o u n t r y  h o s t i n g  t h t  l a r g e s t  a a o u n t o f  f o r e i g n  d i r e c t  
l n v e s t a e n t ,  h a s g a in e d  e n o rm o u s ly  f r o a  t h e  i n f l o w  o f f o r e i g n  
l n v e s t a e n t .  I f  t h e  use b y noae o f o u r  s t a t e s  o f  th e  
w o r l d w i d e  u n i t a r y  a e th o d  i n h i b i t s  t h e  f l o w  o f  c a p i t a l ,  th e  
e c o n o a i c  w e l l - b e i n g  o f t h t  c o u n t r y  a s a w h o le  w o u ld  s u f f e r .  
Soae s t a t e s  a a y  be i n  s p o s i t i o n  i n  w h i c h  t h e i r  u se o f th e  
u n i t a r y  a e th o d  c a u s e s  f o r e i g n  i n v e s t o r s  t o  t u r n  away f r o a  th e  
U n i t e d  S t a t e s  a l t o g e t h e r  ( r a t h e r  t h a n  s h i f t  i n v e s t a e n t s  t o  
o t h e r  U .S . s t a t e s ) .

I n  S e p t e a b t r  1 9 8 3 , i n  re s p o n s e  t o  c o a p l a i n t s  r a i s e d  b y b o t h  
t h e  U .S . and f o r e i g n  b u s in e s s  c o a a u M t y  and f o r e i g n  
g o v e r n a e n t s  o v e r  t h e  Supreme C o u r f d e c i s i o n  i n  C o n t s i n e r  
C o rp . v . F r a n c h i s e  Tax B o a r d . P r e s i d e n t  Reagan a s k e d th e n  
T r e a s u r y  S e c r e t a r y  D ona ld R egan t b  e s t a b l i s h  and c h a i r  s 
W o r ld w id e  U n i t a r y  T a x a t i o n  W o r k in g  G ro u p . T h i s  g r o u p  was 
c o a p e to d  o f r o p r o s c n t t t i v e s  o f  th e  f e d e r a l  g o v e r n m e n t , s t a t e  
g o v o r n a o n t * ' and t h e  b u s in e s s  r n a a t i n l r y  end was aske d ro  
p r o v i d e  re c om m e n d a t io n s s u i t a b l e  f o r  r t s o l v i n g  t h e  is s u e s  
r a i s e d  b y w o r l d w i d e  u n i t a r y  t a x a t i o n .

A t  i t s  f i n a l  m e e t in g  on May 1 , 1 9 8 4 , t h e  W o r ld w id e  U n i t a r y  
T « T « t1 n n  W o r k in g  f i r a u p  a g re e d  on t h r e e  p r i n e i p l e c  t h a t  c h o u l J  
g u i d e  s t a t e  t a x a t i o n  o f  t h e  In c o a e  o f  m u l t i n a t i o n a l  
c o r p o r a t i o n s :

P r i n c i p l e  1 : " W a t e r ' s  e d g e " u n i t a r y  c o a b i n a t i o n  f o r  b o t h
U .S . -  and f o r e i g n - b a s e d  c o a p s n i e s .

P r i n c i p l e  2 : I n c r e a s e d  f e d e r a l  a d a l n l s t r a t l v e  a s a i s t a n c e  and
c o o p e r a t i o n  w i t h  t h e  s t a t e s  t o  p r o a o t e  f u l l  
t a x p a y e r  d i s c l o s u r e  and a c c o u n t a b i l i t y .
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P r i n c i p l e  3 : C o m p e t i t i v e  b a la n c e  f o r  U .Sc m u l t i n a t i o n a l s ,
f o r e i g n  m u l t i n a t i o n a l s ,  and p u r e l y  d o m e s t i c  
b u s in e s s e s .

W h i l e  th e  f i r s t  and t h i r d  p r i n c i p l e s  w e re t o  be a d o p te d  
v o l u n t a r i l y  on a s t a t e - b y - s t a t e  b a s i s ,  P r i n c i p l e  1, i n  
p a r t i c u l a r ,  r e p r e s e n t e d  a c l e a r  r e c o g n i t i o n  b y th e  W o r k in g  
G roup t h a t  t h e  s e p a r a t e  a c c o u n t i n g  a e th o d  was s u p e r i o r  t o  t h e  
w o r l d w id e  u n i t a r y  a e t h o d  i n  th e  i n t e r n a t i o n a l  e o n t e x t .  The 
A d m i n i s t r a t i o n  was v e r y  h o p e f u l t h a t  t h e  s t a t e  w o u ld  be a b le  
t o  r e s o l v e  t h e  w o r l d w i d e  u n i t a r y  p r o b le m  a lo n g  th e  l i n e s  
a d v o c a te d  b y th e  W o r k in g  G ro up on a v o l u n t a r y  b a s i s  w i t h o u t  
r e s o r t  t o  f e d e r a l  l e g i s l a t i v e  i n t e r v e n t i o n .

S in c e  t h e  a d o p t i o n  o f  t h e  W o r k in g  G roup R e p o r t soae s t a t e s  
ha ve c h a n g e d t h e i r  la w s  t o  c o n fo rm  t o  t h e  W o r k in g  G roup 
p r i n c i p l e s .  F l o r i d a ,  C o l o r a d o , I n d i a n a  and O re g o n  have 
ce a se d t a x i n g  on a w o r l d w i d e  u n i t a r y  b a s i s .  A M a s s a c h u s e t t s  
c o u r t  d e c i s i o n  im po se d l i m i t a t i o n s  on t h a t  s t a t e ' s  u se o f th e  
w o r l d w id e  u n i t a r y  a e t h o d  and th e  s t a t e  l e g i s l a t u r e  ha s t o  
d a t e  r e f r a i n e d  f r o m  t a k i n g  a n y a c t i o n  t h a t  w o u ld  p e rm i t  
a p p l i c a t i o n  o f  t h a t  m e th o d  i n  t h e  f a c e  o f  t h e  j u d i c i a l  
d e c i s i o n .  H ow e v e r , s e v e n  o t h e r  s t a t e s  c o n t i n u e  t o  use t h e  
w o r l d w id e  u n i t a r y  m e th o d . I n  p a r t i c u l a r ,  e f f o r t s  i n  
C a l i f o r n i a  t o  e n a c t l e g i s l a t i o n  l i m i t i n g  w o r l d w i d e  u n i t a r y  
t a x a t i o n  h a v e f o u n d e r e d  i n  t h e  p a s t  tw o l e g i s l a t i v e  s e s s i o n s ,  
m o s t r e c e n t l y  when t h e  C a l i f o r n i a  l e g i s l a t u r e  a d jo u r n e d  f o r  
t h e  y e a r  i n  S e p te m b e r , 1985 w i t h o u t  t a k i n g  a c t i o n  on t h e  
i s s u e .

I n  t r a n s m i t t i n g  th e  r e p o r t  o f  t h e  W o r k in g  G ro u p t o  th e  
P r e s i d e n t ,  S e c r e t a r y  R egan i n d i c a t e d  t h a t  he w o u ld  recommend 
r e s t r i c t i v e  f e d e r a l  l e g i s l a t i o n  i f  s u b s t a n t i a l  v o l u n t a r y  
p r o g r e s s  had n o t b e e n made on th e  w o r l d w id e  u n i t a r y  i s s u e  a t 
t h e  s t a t e  l e v e l  b y J u l y  3 1 , 1 98 5 . T h a t d a t e  h a s lo n g  s i n c e  
p a s s e d . We now b e l i e v e  t h a t  t h e  t i n e  h a s come f o r  C o n g re s s 
t o  a c t t o  f i n a l l y  r e s o l v e  t h i s  s e r i o u s  i n t e r n a t i o n a l  e c o n om ic  
p r o b le m .

I I I .  S t a t e  T a x a t i o n  o f  F o r e i g n - S o u r c e  D i v i d e n ds

The t a x a t i o n - . o f  f o r e i g n - s o u r c e  d i v i d e n d s  i s  d i r e c t l y  r e l a t e d  
t o  t h e  i s s u e  o f w o r l d w i d e  u n i t a r y  t a x a t i o n .  A l i m i t e d  
r e s o l u t i o n  o f  t h e  w o r l d w i d e  u n i t a r y  i s s u e  -  s u c h  as an 
a g r e e n e n t b y s t a t e s  n o t  t o  in p o s e  w o r l d w id e  u n i t a r y  t a x  b u t  
w i t h  no r e s t r i c t i o n  o n t h e  t a x a t i o n  o f  f o r e i g n - s o u r c e  
i n t e r c o r p o r a t e  d i v i d e n d s  - w o u ld  c a u s e  o t h e r  s e r i o u s  
p r o b l e n s .  I n  e f f e c t ,  t h i s  w o u ld  be a " f o r e i g n  o n l y "  
s i t u a t i o n ,  f r e e i n g  f o r e i g n - o w n e d  m u l t i n a t i o n a l s  f r o a  t h e  y o k e 
o f  w o r l d w i d e  u n i t a r y  t a x a t i o n  w h i l e  s u b j e c t i n g  U .S . b a s e d 
a u l t i n a t i o n a l s  t o  f u l l  t a x a t i o n  on t h e i r  f o r e i g n  d i v i d e n d  
in c o a e . S u c h a " f o r e i g n  o n l y "  s o l u t i o n ,  i f  a d o p t e d , w o u ld  
d i s a d v a n t a g e  d o m e s t i c a l l y  c o n t r o l l e d  b u s in e s s e s . The W o r k in g  
G r o u p 's  t h i r d  p r i n c i p l e  r e c o g n i s e s  t h e  need f o r  c o m p e t i t i v e  
b a la n c e  f o r  d o m e s t i c  a u l t i n a t i o n a l s ,  f o r e i g n  n u l t i n a t i o n a l s , 
and p u r e l y  d o a e s t i c  b u s i n e s s e s .  T h a t p r i n c i p l e  r e q u i r e s  t h a t  
l e g i s l a t i o n  r e s t r i c t i n g  s t a t e  u n i t a r y  t a x a t i o n  a l s o  a d d r e s s  
th e  q u e s t i o n  o f  e q u i t a b l e  s t a t e  t a x a t i o n  o f f o r e i g n - s o u r c e  
d i v i d e n d s .  U n r e l i e v e d  s t a t e  t a x a t i o n  o f f o r e i g n  d i v i d e n d s  i s  
n o t c o n s i s t e n t  w i t h  P r i n c i p l e  3. 6/.. .
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U n r e s t r i c t e d  s t a t e  t a x a t i o n  o£ f o r e i g n  d i v i d e n d s  w o u ld  
s u b j e c t  d o a e s t i c  b u s in e s s e s  t o  s e r i o u s  d o u b le  t a x a t i o n  o f 
f o r e i g n  in c o a e . F e d e r a l t a x  p o l i c y  has lo n g  been 
c h a r a c t e r i s e d  by i t s  c o a a i t a e n t  t o  a v o id  i n t e r n a t i o n a l  d o u b le  
t a x a t i o n .  I n d e e d , th e  U n i t e d  S t a t e s  has been a l e a d e r  i n  a 
w o r l d w id e  e f f o r t  t o  e s t a b l i s h  t a x i n g  r u l e s  u n d e r t r e a t i e s  and 
c o n a o n ly  a c c e p te d  p r i n c i p l e s  t h a t  a i n l a l s e  i n t e r n a t i o n a l  
d o u b l e  t a x a t i o n .  I f  a c l e a r  f e d e r a l  p o l i c y  i s  n o t t o  be 
u n d e r c u t b y s t a t e  a c t i o n ,  s t a t e s  a u s t  com p ly w i t h  t h i s  p o l i c y  
o f  e l i m i n a t i n g  d o u b le  t a x a t i o n  and t h e r e f o r e  be U n i t e d  t o  
t a x i n g  soae e q u i t a b l e  p o r t i o n  o f  f o r e i g n  s o u r c e  d i v i d e n d s .

The l e g i s l a t i o n  does n o t n a n d a te  t h a t  any s p e c i f i c  a e th o d  o f  
d i v i d e n d  t a x a t i o n  be - ia p o s e d  on t h e  s t a t e s .  I n  o u r v ie w , 
a r g u a e n t s  o f s t a t e  f i s c a l  s o v e r e i g n t y  s t r o n g l y  i n d i c a t e  t h a t  
s t a t e s  s h o u ld  have le e w a y t o  t a i l o r  t h e i r  own s y s t e a s  o f  
t a x a t i o n  t o  t h e  e x t e n t  t h a t  th e y  do n o t ca u se s e r i o u s  f o r e i g n  
c o a n e r c e  d i f f i c u l t i e s  b y r e s u l t i n g  i n  s y s t e a a t i c  o v e r t a x a t i o n  
and d o u b le  t a x a t i o n  o f U .S . b u s in e s s  i n  c o n t r a v e n t i o n  o f 
e s t a b l i s h e d  f e d e r a l  and i n t e r n a t i o n a l  p o l i c y .  The 
l e g i s l a t i o n  t h e r e f o r e  p r o v i d e s  i n  b ro a d  t e r n s  f o r  t h e  
e q u i t a b l e  t a x a t i o n  o f d i v i d e n d s  and s u g g e s t s  c e r t a i n  
g u i d e l i n e s  t h a t  s t a t e s  c o u l d  f o l l o w  i n  s a t i s f y i n g  t h a t  
s t a n d a r d . As a n i l l u s t r a t i o n  o f t h e  f l e x i b i l i t y  o f t h e  
a p p ro a c h , t h e  l e g i s l a t i o n  w o u ld  a c c e p t as a p p r o p r i a t e  t h e  
t r e a t a e n t  o f d i v i d e n d s  i n  su c h s t a t e s  as C o lo r a d o , O re g o n , 
F l o r i d a  and I l l i n o i s ,  s t a t e s  w h ic h  h a v e been i n t i n a t e l y  
i n v o l v e d  i n  t h e  w o r l d w id e  u n i t a r y  t a x  c o n t r o v e r s y .

I V . I n f o r m a t i o n  R e p o r t i n g  and O th e r F e d e r a l A s s i s t a n c e

S t a t e s  ha v e l e g i t i m a t e l y  c o n te n d e d  i n  th e  W o r k in g  G roup and 
e ls e w h e r e  t h a t  t h e y  l a c k  t h e  r e s o u r c e s  and a b i l i t y  t o  m o n i t o r  

a d e q u a t e l y  t r a n s a c t i o n s  b e tw e e n a e a b e r s  o f a w a t e r ' s  edge 
u n i t a r y  g r o u p  and r e l a t e d  f o r e i g n  c o a p a n ie s  o u t s i d e  t h a t  
g r o u p . The T r e a s u r y  D e p a r tm e n t a g r e e d  w i t h  re c o m m e n d a t io n s  
o f  t h e  w o r k i n g  G roup t o  p r o v i d e  a p p r o p r i a t e  f e d e r a l  
a s s i s t a n c e  t o  t h e  s t a t e s  i n  o r d e r  t o  a s s u r e  p r o p e r  w o r k i n g  o f 
t h e  s e p a r a t e  a c c o u n t i n g  a e t h o d . The W o rk in g  G ro u p s u g g e s te d  
t h a t  an a n n u a l i n f o r m a t i o n  r e t u r n  be f i l e d  w i t h  t h e  I n t e r n a l  
Revenue S e r v i c e  by m u l t i n a t i o n a l  c o a p a n ie s . T h i s  r e t u r n  
w o u ld  i n  t u r n  be s h a re d  w i t h  th e  s t a t e s  and w i t h  n u l t i s t a t e  
a u d i t  a g e n c ia s  and w o u ld  p r o v i d e  s t a t e s  w i t h  s o a e  a s s u r a n c e  
t h a t  c o r p o r a t i o n s  had a l l o c a t e d  and a p p o r t i o n e d  t h e  
a p p r o p r i a t e  s h a r e  o f  t h e  c o r p o r a t i o n ' s  in c o a e  t o  e a c h s t a t e .  
The r e p o r t  w o u ld  a l s o  i d e n t i f y  t h o s e  r e l a t e d  e o a p a n le s  w i t h  
w h i c h  s e r i o u s  in c o a e  s h i f t i n g  w o u ld  be a o s t l i k e l y  t o  a r i s e .  
I n  t h e  s u a a e r o f  1915 , t h e  T r e a s u r y  D e p a r t a e n t p u b l i s h e d  f o r  
c o a a e n t a d r a f t  o f  l e g i i l a t l o n  i a p l e a e n t i n g  t h i s  r e p o r t i n g  
s y s t e n .  S e c t i o n  J o f t h e  b i l l  i s  b a s e d upon t h a t  d r a f t  a f t e r  
t a k i n g  i n t o  a c c o u n t t h e  n a n y c o a a e n t s  r e c e i v e d  f r o a  a f f e c t e d  
b u s in e s s e s  and t h e  v a r i o u s  s t a t e s .  We b e l i e v e  t h a t  th e  
i n f o r a a t i o n  r e p o r t i n g  s y s t t a  p r o v i d e d  f o r  i n  t h e  b i l l  l a  a n 
i n t e g r a l  p a r t  o f  th e  s o l u t i o n  t o  t h e  w o r l d w id e  u n i t a r y  
p r o b l e a .
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A L A S K A  M IN E R S  ASSOCIATION , IN C .
501 W. Northern Lights Blvd., Suite 203, Anchorage, A laska 99503 FAX: (907) 278-7997 Telephone: (907) 275-0347

F e b r u a r y  8, 1 9 9 1

R e p r e s e n t a t i v e  T o m  M o y e r  
P. O.  B o x  V M a i l s t o p  3 1 0 0  

J u n e a u ,  A K  9 9 8 1 1

RE : H B  12 U n i t a r y  T a x

D e a r  R e p r e s e n t a t i v e  M o y e r :

W e  h a v e  r e v i e w e d  HB 12 r e g a r d i n g  U n i t a r y  T a x  a n d  w e  s u p p o r t  
p a s s a g e  of t h i s  b i l l .

T h e  A l a s k a  M i n e r s  A s s o c i a t i o n  h a s  s u p p o r t e d  th e  i n t e n t  of t h i s  
b i l l  in p a s t  y e a r s  i n c l u d i n g  S e n a t e  B i l l  11 9 in t he p r e v i o u s  
l e g i s l a t u r e  w h i c h  p a s s e d  in t h e  S e n a t e  o n  a v o t e  of 14 to 5.

W e  f e e l  t h a t  t h i s  b i l l  w i l l  h e l p  to r e m o v e  s o m e  of the r o a d b l o c k s  
t h a t  d i s c o u r a g e  i n v e s t m e n t  i n  A l a s k a .  T h i s  b i l l  w i l l  p r o v i d e  a n  
e n c o u r a g e m e n t  to b o t h  d o m e s t i c  a n d  f o r e i g n  c o r p o r a t i o n s  to l o c a t e  
in A l a s k a .  T h i s  w i l l  in t u r n  h e l p  to d i v e r s i f y  ou r  e c o n o m i c  
b a s e .

S i n c e r e l y ,

S t e v e n  C. B o r e l l ,  P . E .
E x e c u t i v e  D i r e c t o r



Anclwragc -Stnroftlw North 
C h am b er of C om m erce

January 23, 1990

The Honorable Fran Ulmer House Finance Committee P.O.Box V Juneau, AK. 99811
Reference: House Bill 281
Dear Fran:
We understand that the urUtaiy 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 Tor 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 or 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 and foreign companies be treated equally.
Sincerely,ANCHORAGE CHAMBER OF COMMERCE

Jave Harbour Chairman

437 E Street, Suite 300, Anchorage, Alaska 99501-2365 (907) 272-2401 FAX (907) 272-4117
Founded 1915
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A L A S K A  S T AT E  C H A M B E R  O F  C O M M E R C E  
October 16, 1989 R«gion»l Offieo-

801 8 S tm t , Suit* 405 
A n c h o r i f i , A J i i k i  99301 

(907) 278-2722 
P A X  278-6W 3

Representative Fran Ulmer 
P.O. Box V 

Juneau, AK 99811

Re: Finance Subcommittee on Unitary Tax

Dear Representative Ulmer:

T h e  Alaska State chambsr of Commeroa had hoped to have a 
representative appear personally before your Unitary Tax 
subcommittee at its Monday, October 16 meeting, but that is not 
possible. We do, however, wish to provide these written 
comments for consideration by the subcommittee.

At its meeting in February, 1989, the Board of Direotors of the 
State Cham b er  considered the issues surrounding ths ourrsnt 
proposals to a m s n d Alaska's laws relating to the unitary tax. 
T h e  current proposals (Senate Bill 119 and House Bill 281) would 

permit certain corporations doing business on a worldwide basis 
to file their corporate tax returns using a water's edge method 
of raporting. T he c h a mb e r supports the concept of water's edge 
rather than the existing worldwida combination for multinational 
corporations. However, the Cham b er  is concerned that the 
present bills provide the ability to use the water's edge 
reporting method only to multinational corporations with foreign 

parents, and in turn discriminates unfairly against domestic 
multinational corporations. Accordingly, the Board of Directors 

voted in February, 1989 to support changes in the proposed 
legislation to include multinational corporations with U.S. 
parents.

T h an k  you for the opportunity to provide these comments, 

cordially,

GK/el



a l a s k a M i n e r s  a s s o c i a t i o n ,  i n c .
501 W  N odM o rn L ig M l B lv d ., S u lU  J03 . A n c h o r ,9#, A K  9G503 (9 0 7 ) 2 7 6 -0 3 4 7

October  10,  1989

S t o v e  C o w p e r ,  G o v e r n o r  
S t a t e  of A l a s k a  
P, 0 .  B o x  A
J u n e a u ,  AK 9 9 8 1 1 -0 1 0 1

D e a r  C o v o r n o r  C o w p e r :

Va u n d e r s t a n d  t h a t  t h e  U n i t a r y  T a x  i s s u e  w i l l  be r a i s e d  in t he 
1 9 9 0  aoflsion of t h e  L e g i s l a t u r e ,

L a s t  y e a r  t h e  A l a s k a  M i n e r s  A s s o c i a t i o n  p r e s e n t e d  t e s t i m o n y  on

S e n a t e  B i l l  No, 1 1 9  c o n c e r n i n g  r e p o r t i n g  m e t h o d s  for c o r p o r a t e
i n c o m e  tax, W e  s u p p o r t e d  t h e  b i l l ,  b u t  w i t h  a n  a m e n d m e n t  w h i c h  
p u t a  o u r  d o m e s t i c  m u i t i - n a t i o n a l  c o r p o r a t i o n s  on the s a m e  t a x  

f o o t i n g  as f o r e i g n  c o r p o r a t i o n s ,

C u r r e n t l y  o u c h  o f  the m i n e r a l  d e v e l o p m e n t  in A l a s k a  is by f o r e i g n  

c o r p o r a t i o n s  and we e n c o u r a g e  t h e  c o n t i n u a t i o n  o f  ’■heir i n t e r e s t  

a n d  e x p e r t i s e ,  b u t  n o t  at t h e  e x p e n s e  of o u r  o w n  d o m e s t i c  m i n i n g  

c o m p a n i e s .  W e  n e e d  to e n c o u r a g e  b o t h }  w e  n e e d  to l o o k  at
i n c e n t i v e s  w h i c h  c a n  d i v e r s i f y  M a s k a ' s  e c o n o m i c  b a s e .  We n e e d

t o  t h i n k  l o n g  term, G r a n t e d  t h e r e  s a y  be a s m a l l  i m m e d i a t e  l o s s  

of r e v e n u e  but t h o s e  w h o  t a k e  t h e  h i g h  r i s k s  in d e v e l o p i n g  m i n i n g  
p r o p e r t i e s  m u s t  l o o k  10 to 2 0  y e a r a  a h e a d .  It Is i n c u m b e n t  on

G o v e r n m e n t  to a l s o  l o o k  to the f u t u r e  n o t  J u s t  s a t i s f y  an
I m m e d i a t e  s h o r t f a l l ,

I d o n ' t  k n o w  if t h e r e  h a s  b e e n  a n y  e c o n o m i c  a n a l y s i s  c o n d u c t e d  o n  
t h e  d e c r e a s e  of i n v e s t m e n t s  by U » S . - b a s e d  c o m p a n i e s  b u t  s u g g e s t  
if not, t h i s  m i g h t  be In o r d e r .  It Is i n d e e d  l o g i c a l  to a s s u m e  
U . S . - b a s e d  c o m p a n i e s  w o u l d  p r e f e r  to i n v e s t  i n  t h e  U . S .  w h e r e  
they k n o w  t h e  s y s t e m .  T h i s  s h o u l d  n o t  b e  d i s c o u r a g e d .  D o l l a r s  
r e t a i n e d  In t h e  U. S .  m e a n  j o b # .

S B  119 as p r o p o s e d  in t h e  1 9 8 9  L e g i s l a t u r e  w i l l  f u r t h e r  c o n s t r a i n  

U.S.•'based c o m p a n i e s .  We r e c o m m e n d  t h a t  it be a m e n d e d  a nd 

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

S i n c e r e l y ,

C   . . .
B x e c u t l v e  D i r e c t o r



ASSOCIATED GENERAL CONTRACTORS of ALASKA
FEB 2 8 1990

40C B STREET • ANCHORAGE, ALASKA 993C3 
TO. 6CK 240(09 • ANCHORAGE, ALASKA 9952V0609 
TELEPHONE (907) 361-5054 • FAX (907) 562-6116

February 22, 1990

The Honorable Rick Uehling 
Co-Chairman
Senate Finance Committee 
P.O. Box V 
Juneau, A K  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 is 
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 t a x  but the 
legislation must include U.S. domestic corporations.

Sincerely

ASSOCIATED GENERAL CONTRACTORS 
OF ALASKA

FAIRBANKS 
PA  60*40005 • FAIRBANKS, AK 99706 

(907)452-1109
JUNEAU

124 N. FRANKLIN, SUITE A • JUNEAU, AK 99601 
(907)366-1740

SOLDCTNA 
RO. BOX 250 • SOLDOTNA. AK 99669 

(907)262-2465



Annnrcc nu 

SEN ATOR FRA N K  H. M U RK O W SK I 
TO

TH E LEG ISLA TU RE O F T H E  STA TE OF ALASKA 
—  M arch  26, 1991

NEW  W O RLD  O R D ER

I began today by pointing out three major events addressing us in 1991. The first was the 
war in the Gulf, and the second is the New World Order. President Bush embraced this idea to 
pull allies together during the Persian Gulf crisis. The new world order also entails multilateral 
cooperation on economic issues.

Alaska is positioned perfectly to play a key role in the new economic world order. As 
cooperation and interdependence grow, so will opportunities for Alaskans.

Basic is the need to attract outside capital — that is the only way to guarantee long-term 
economic growth. The legislature should discard Alaska's outdated unitary tax system. By 
attracting capital we will fulfill our potential as a natural jumping-off point for corporations doing 
business in our part of the world.
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March I, 1991

The Hon. Walter Hickel Governor of Alaska 
P.O. Box AJuneau, Alaska 99S11-0101 
U. S. A.

Dear Governor Hickel:
We are very pleased to know that Alaska legislature is now deliberating 

an amendment of the worldwide unitary taxation in Alaska.
We have opposed the worldwide unitary taxation because It hampers 

foreign companies' willingness to make investment. I have attached herewith 
the materials expressing our position including the paper dated September 7, 
1988, which was prepared by Keidanren Investment Mission to your state and 
used fo r the discussion during their stay there.

We are looking forward to the progross of deliberation in Alaska 
legislature toward the abolishment of the worldwide unitary taxation, and 
would appreciate your initiative In encouraging this movement.

Sincerely yours,

Kazuo Nukazawa Managing Director
Attachment
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September 7, 1988

On the Worldwide Unitary Taxation

, Keidanren Investment Misaion

Alaska is tha only remaining state in Che U.S. which still 

maintains the worldwide unitary taxation. Keidanren lnvestaent 

Misaion urges Alaska to abolish its worldwide unitary taxation.

Under.the worldwide unitary taxation, all tht incoae of a 

corporate group Is combined and subject to caseation on the basis of 

the property, payroll and sales of not only the subsidiary 

concerned, but also the subsidiary's parent company and all 

other subsidiaries of Che parent, regardless of their location.
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(2)

Vt oppose tha worldwide u n i t a r y  taxation for the following 

reasons.

1) It results in taxing the foreign-source income of foreign 

entices beyond the jurisdiction of the individual state, causing 

what amounts to double taxation and giving rise to arbitrary 

application of the tax.

2) It deviates from International customs and practices on 

taxation baaed on separate accounting.

3) It requires an inordinate amount of time and cost to 

translate documents, convert figures, and revise their financial 

statements to meet complicated requirements for disclosure of 

information.
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(3)

We consider that these factors hamper foreign companies' 

willingness to invest in the state that applies the worldwide 

unitary method of taxation.

Thus, the existence of the worldwide unitary taxation in 

the State of Alaska provides the negative image to the general 

Investment climate.

Keidanren Investment Mission is not supposed to be involved in 

direct business talks, but to report on the state's overall investment 

climate to its members, consisting of 915 major corporations and 120 

leading associations 1n Japan. The worldwide unitary taxation issue 

will be an essential part of the mission's report.
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IB h S I K e iz a i K o h o  C e n t e r
Jspin In itllut* fo r Social and Economic AHalnNO . 17 March 1984 KKC

How U.S. States Can Lose 
Business Investment

Keidanren Statement on Worldwide Unitary Taxation

In February 1984 Keidanren (Japan Federation o f 
Economic Organizations} sent a delegation to the 
United States to urge abolition o f the worldwide 
unitary method o f taxing corporate income that has 
been adopted by more than JO states. Under worldwide unitary taxation, all the Income o f a cor­porate group is combined and subject to taxation in a 
state. Stated more specifically, taxation o f the in­
come o f a subsidiary located in a particular state In 
the United States Is calculated on the basis o f the property, payroll, and sales o f not only the sub­
sidiary concerned but also the subsidiary’s parent 
company and ail other subsidiaries o f the parent, re­
gardless o f their location. This constitutes the extra­
territorial application o f law by the focal state, and 
it also results in double taxation. Furthermore, com­
panies are forced to spend an inordinate amount o f 
time and money to translate documents, convert 
currency figures, and revise their financial statements to meet compUceted requirements fo r dlxlosure o f 
information.

Below is a summary o f the position paper 
distributed in the United States by the Keidanren delegation. Unless states eliminate worldwide unitary 
taxation, it warns, Japanese companies will channel 
their investments elsewhere. And i f  this lax method 
spreads to other parts o f the globe, It will be the United States and Us multinational corporations that 
will be hurt the most.

We regret that more than 10 states in the. United 
Slates have adopted the unitary method of taxation 
to tax the worldwide income o f multinational enter­
prises, because this impedes Japanese investment in 
the United States just at the time that positive svtps • 
by the Japanese business community have been in­
creasing. Worldwide unitary taxation results in 
ing the foreign-source income o f foreign entities 
beyond the jurisdiction o f the individual state, caus^ 
ing what amounts to  double taxation and giving rise 
to arbitrary application of the tax. It also deviates 
from international agreements on taxation based on 
separate accounting.

These factors hamper foreign companies’ will­

ingness to Invest in those states that apply the 
worldwide unitary method o f taxation. We are con­
cerned that some o f our member companies are 
reconsidering their investments or refraining from In­
vesting in states with unitaiy taxation.

We would like to reiterate President Reagan's 
statement on international investment, which we 
fully support: “ Both home and host country econ­
omies benefit from an open international investment 
system. . . . The United States welcomes foreign in­
vestment and accords foreign investor the same 
fair, equitable and nondisaim inilory treatment it 
believes all governments should accord foreign in­
vestment."

Keidanren has surveyed its member companies on 
their experience with the worldwide unitary tax now 
being implemented in more than 10 U.S. states and 
nas examined the issue in the light o f  the views stated 
above. We have concluded that we oppose the 
worldwide unitary tax for the following reasons.

Worldwide unitary laxatloa oversteps tbs lax Juris­
diction o f the state a id  resold la double taxation
Beyond to : jurisdiction

In practice, the worldwide unitary tax method im­
poses tax on the foreign-eource income of entities 
residing outside the state and even outside the United 
States by combining the income of all corporations in 
the group to which the resident corporation belongs 
and apportioning it to each geographical area. This 
constitutes the extraterritorial application of law by 
the local state, and does not reflect the actual state of 
transactions. For example, the U.S. subsidiary of a 
Japanese company usually has nothing to do with the 
income that the parent company earns from transac­
tions with its subsidiaries located in Southeast Asia 
or Europe. But under the worldwide unitary taxation 
system, part o f the income earned from such transac­
tions will be apportioned to the state in which the 
U.S. subsidiary has its domicile, even though the 
U.S. subsidiary was not involved in earning this in­
come.

We have difficulty understanding why a state has 
the authority to tax income tot illy unrelated to  that
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state, especially when the state in turn provides none 
of the benefits normally furnished to a taxpaying en­
tity, such as infrastructure and workers’ education 
and training programs. The rower to Impose taxes 
derives from the general benefits and protection that 
a government provides to taxpayers and their prop­
erty. Where no such benefits exist, the power to tax 
is not clear. Therefore, a  tax authority is empowered 
to tax only within its proper jurisdiction or territo­
rial boundaries. Tax jurisdictions must be respected, 
for a government's taxing o f income beyond Its ju ­
risdiction contradicts international practices and 
allows unreasonable taxation.

Iruvtiabk doubk taxation
Under the system of separate accounting, cor­

porate group members not doing business in the 
United States are taxed on the income they cam out­
side the United Stares by the local authorities where 
they are domiciled or doing business. Double taxa­
tion is inevitable when the profits of foreign cor­
porations are included in the income earned in a 
unitary state. Furthermore, bilateral tax treaties can­
not relieve such corporations from double taxation, 
because the federal government has no authority over 
local taxer

Corporation A reports, “Even though our U.S. 
subsidiary operated at a  deficit in 1976 and 1977, it 
was still taxed under the worldwide unitary method. 
After turning a  profit i s  1978, its Income under the 
worldwide unitary method was animated to  be 1.4 
times higher the* he hsoooe under the system o f 
separate accounting, and a  tax totaling 93 times the 
amount under the separate accounting lyetem wee 
imposed." .

Corporation B states, "Even though we recorded a 
loss hr the 1960 fiscal year, we were assessed tax total­
ing 294 times the minimum amount.”

The sum of the tax burden o f Corporation C from 
1979 through 1962 by the worldwide unitary method 
gives the corporation an effective tax rate o f 1014k, 
which means that all its profits have been siphoned 
off by the state.

Corporation D reports, “We were charged penal­
ties amounting to 14 times our tax according to the 
separate accounting system in fiscal 1981, 42 times 
in fiscal 1982, and 21 times in fiscal 1983,”

Corporation E says, “After several yean of piling 
taxes according to the system o f separate accounting, 
we were suddenly told that our taxes had to be 
calculated by the worldwide unitary method. Now we 
must pay additional taxes and interest ranging from 4 
to 33 times the tax we paid In previous years.”

Corporation F reports, “ In 1981 we received notice 
that we were being assessed for additional taxes as far 
back as 1969. The interest was so high that we ended 
up haying to  pay four to  five limes the tax amount we

had previously paid under the separate accounting 
system.”

The taxable income that serves as the bare for 
palentMing the additional tax has already been taxed 
in Japan, where the parent company is domiciled. 
For e  state to  tax the same income again Is a dear 
case o f double taxation.

Particularly during the Initial period of an invest­
ment, the unitary tax method tends to result In 
double taxation, especially when the local operation 
Is in the red. Corporation Q therefore makes b a pol­
icy to  estimate a higher tax rate than normal when it 
su n s  up new projects in states where worldwide 
unitary taxation has been adopted.

In the ease o f the Caterpillar Tractor Company, 
worldwide combined reporting reduced Its sute tax­
able income. Such undertaxation, however, does not 
justify the overtaxation o f others. Two wrongs do 
not make a  right.

Worldwide unitary taxation ia Impractical

Vaguo concept
Fair and Just taxation is the fundamental principle 

o f modem taxation and is indispensable In obtaining 
the confidence of taxpayers in the tax system. In this 
regard, ft Is Important that the procedures for cal­
culating taxable Income be set forth clearly. The 
procedures should also induce in both taxpayers and 
the authorities *  wflHngnesi to  abidt by tha system. A 
tax system that docs not have deer procedures end 
riika on the arbitrary judgment o f tax authorities is 
deflcknt and Inappropriate.

Under the unitary tax method, arbitrary treatment 
by tax authorilSet h  inevitable because th en  is no 
clear definition of a “unitary business.” Some states 
apply e “three unities" test, in which they assess the 
unities o f ownership, use, and operation. Ownership 
aside, the definitions o f “use” and “operation” are 
very vague.

For instance, Corporation H  was judged to  be pert 
o f a unitary busiest* by mere reason of fts holding 
more than 501k o f ths stock of a U.S. subsidiary, 
even though the unities o f use and operation wan 
absent. There was no exchange of raw materials or 
goods between the Japanese parent and the U.S. sub­
sidiary, no centralisation o f managerial and super­
visory functions on the part o f the parent, and no 
financing or loan guarantees provided to the sub- 
skUt-Y by tii, patent.

In unitary taxation, the total income of a corporate 
group is gerr^H v Histrihuted among the group’s 
member companies giving equal weight to the three 
factors o f property, payroll, and sales. No recogni­
tion Is given to  the fact that these three factors do not 
carry equal weight in the incomes of many multina­
tional enterprises.
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Also, when income Is apportioned by these three 
factors, the higher the level o f these factor* are, the 
more income is apportioned to that company. Such 
levels are higher in the United States than in the 
developing countries, so s t u n  with a worldwide 
unitary tax are apportioned more income than are the 
developing countries. But the economic and political 
risks are much higher in the developing countries 
than in the United States. Investment will not be 
made where the risks are great unless the anticipated 
return is higher than that o f an investment in the 
United States. Apportioning income by the three- 
factor formula gives no consideration to this fact.

Bank I reports, “Our California subsidiary em- 
ploys 4,000 people and is contributing to the eco­
nomic welfare o f that state. However, its payroll 
factor is more than twice as large, and in some yean 
even four times as large, as its sales and property fac­
tors. Because o f this, its income apportionment Is ab­
normally high.”

The more broadly the unitary tax it applied in the 
economically diverse areas o f the worid, especially 
with regard to the value o f property, payroll, and 
sales, the greuer will be the negative impact o f  this ir­
rational and ambiguous method o f taxation.

We must also point out th u  the broader the ap­
plication of the unitary tax method, the g reuer the 
potential for instability o f su te  revenues due to  am­
biguity. Although the worldwide unitary tax method 
may enable su tes to  collect income t u  from corpora­
tions domiciled in the state th u  have earned no in­
come In a  particular jew , if  the combined income of 
a unitary business shows a loss, it will result in e tax 
reduction o r refund even if the corporation domiciled 
In the state turned a profit. This instability o f revenue 
will be greatly compounded as the unitary concept 
spreads to  vastly diverse areas o f the worid. Our 
members report that because o f this unpredictability, 
tax authorities tend to  Implement unitary taxation in 
an arbitrary manner.

Corporations J and K report that worldwide uni­
tary taxation Is applied In some years but not in 
others. A nd many other Keidanren member corpora­
tions say th u  they were being taxed only on the com­
bined Incomes o f  the U.S. subsidiary and Japanese 
parent, bu t suddenly and without any notification as 
to which companies were to  be considered pan of 
their unitary business, the state tax authorities in­
formed them th u  they would have to combine the in­
comes o f  all afTtliued companies.

Intokrabk paperwork and com
It is desirable that tax payment procedure* be 

made as simple as possible. Tax methods that require 
an inordinate amount o f expense and effort in rela­
tion to the amount o f  tax to be paid or that are likely 
to lead to frequent disputes should not be adopted.

The worldwide unitary method of taxation is both 
troublesome end costly because o f  its complicated 
concept o f taxation and computation o f taxable in­
come. State tax authorities and companies alike have 
difficulty cakuluing tax amounts by the correct pro­
cedures. As a result, arbitrary judgments by the tax 
authorities prevail, and taxpayers u e  forced to  carry 
out costly, time-consuming procedures in order to 
comply.

“We have to revise financial su iunents th u  were 
prepared in Japan to comply with the U.S. standuds 
o f accounting and tax code," complains Corporation 
J . “ In addition, we also hive to explain in detail in 
English the difference* between the Japanese and 
U.S. accounting methods. This Is an enormous 
task.” Corporation A adds, “Individual adjustments 
in the values o f  property and sales also create a lot o f 
w ork."

Corporation L says, “ It takes time to collect infor­
mation from foreign subsidiaries outside the United 
States in order to comply with the worldwide unitary 
method o f taxation. Adjusting special allowances 
and depreciation allowances so th u  they comply with 
U.S. accounting standards Is extremely time-con­
suming."

Bank 1 reports, “th e  California s u e  tax author­
ities told us that we had to calculate the amounts 
In the bad-debt reserves o f  the parent bank and af­
filiated banks by the California method. The paper­
work, which involved going beck a  number o f years 
end computing these amounts, was tremendous.” 

W hen su te  tax authorities unilaterally decide th u  
foreign-source income should be included in taxable 
income, H is the companies th u  are responsible for 
providing any evidence to  the contrary. However, it 
is impossible for companies to .provide such evidence 
because o f all the effort and money that must be put 
into deciding which companiea are part o f the unitary 
business, computing taxable income, and apportion­
ing worldwide income. This is especially true for such 
multinationals as trading companies, which have 
numerous subsidiaries all over the world.

Corporations E and L report, “Even though we 
object to  unitary taxation, arguing with the tax 
authorities would only cost us more. Instead, we get 
our tax reduced by negotiating with them .” A 
number of companies also report th u  when the ru e  
o f  penalty was raised, they paid the additional tax 
assessed, but registered a  protest so that they will be 
able to  claim a refund if their claim is upheld.

'  Worldwide taxation is dstrimental to the soood 
devetopaaat of capital exchange

Negative impact on Inmtmtnt 
It is desirable th u  'rxaiion have as neutral an ef­

fect as possible on corporate decisions where the
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wotidwide unitary tax is being enforced. However, 
rhe managemenu of corporation! domiciled in uni- 
tary stares are caught in a dilemma of being unable 
to estimate their taxea or formulate a  business strat­
egy because the connection between their business 
performance and the amount of tax they must pay 
has been severed. Moreover, if the tax authorities 
arbitrarily change the tax calculation method, the 
willingness o f corporations to invest will be severely 
hampered. Japanese companies are in fact becom­
ing reluctant to Invest in states that have adopted 
the worldwide unitary tax method.

According to Corporation C, “No state is 'safe' to 
invest in, because the worldwide unitary tax can be 
adopted so readily.H

Corporation F reports, “We decided not to invest 
in California because it has a worldwide unitary tax, 
and set up operations in Alabama instead.” 

Corporation M says, “We had been considering in­
vesting in Oregon, but dropped It In favor o f North 
Carolina.”

Corporation N is considering pulling out o f Cali­
fornia.

Corporations F and J report, "W e would Uke to 
expand our facilities In California, where we already 
have a factory, but we probably will not."

Corporation A says, “We place top priority on In­
vesting in those states that do not apply the world­
wide unitary method of taxation.”

Corporation D says, “ In the future we will have 
to rethink our investment strategy because more 
than ten state* have been applying the worldwide 
unitary tax.”

Corporation O lay*. “We have been audited in the 
past, but we -gere never notified that we would be 
taxed on a worldwide unitary base. However, we are 
concerned about the possibility o f being taxed un­
reasonably by the worldwide unit try  method, so 
from now on we will consider new investments only 
in nonunitary states.”

Corporation P asserts, “We are not making new 
Investments in states that have been applying the 
unitary method of taxation.”

Many Keidanren member companies regard the 
worldwide unitary method of taxation as a negative 
factor in deciding where to make their future in­
vestments.

Confusion in tht inttmatlonal tax sysrtm 
Because nations have grown more economically 

interdependent and international transactions have

rapidly increased, it is necessary that efforts be made 
to harmonize nations' tax methods. The United 
States and other OECD member countries have 
worked hard toward this goal, the result being the 
establishment o f an internationally accepted system. 
Tax treaties bated on this system have been con­
cluded among OECD nations to avoid taxing the 
same income twice in the recognition that double 
taxation has the effect o f distorting the flow of 
goods, services, and in vest menu. Such efforu have 
contributed greatly to  the expansion and develop­
ment o f the world economy.

Under these circumstances, It is most regrettable 
that a concept of taxation that differs so greatly from 
internationally accepted principles and discourages 
the further expansion of trade and investment is be­
ing applied in the United States, a  nation that should 
be the main pillar of the free economic system. 
Worldwide unitary taxation not only brings to 
naught the efforts that nations have persistently 
devoted to  the Important Issue o f eliminating double 
taxation- If developing nations follow suit in im­
plementing worldwide unitary taxation, the frame­
work of International taxation that has been built 
up so far will cottapsa, and the development of in­
ternational trade and investment will come to a 
complete hah with the ensuing scramble to collect as 
much tax as possible. If this should happen, the 
United Stares, which has more multinationals than 
any other country, would suffer the most damage.

KEIDANREN (Jspen Federation et gconorrio Organisations) is * 
prhete nonprofit economic organostion rapr— nting it) branches 
of eoonecnle setfvity in Japan. White main tab *  ig do** comics 
with economic sectors at home end Mooed. Kafdenrvn endeeiori 
nos only to find practical aotution* to economic problem* but 
U«o to contribute « the oound development of itto economies of 
Jipsn end other countries eround the world. As of Jenuery as, 
IMS, Kridsnran's nin fe si efMp numbered 117 sraociedone sod 0 2  
corporsdons. The association members Indude trade sssodetione 
and regions! economic orgsnimJons. The oorporete members era 
leading Jepeneee enterprises end foreign companies operating in 
Japan.

Address: 9-4 OtemecM 1-chome, Chlyodeku. Tokyo 100, 
Japan 
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Teles: 222-311* KDRTOK J
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TO: ALL HOUSE FINANCE COMMITTEE MEMBERS

FROM: REPRESENTATIVE NAVA

RE: HB 12- AN ACT RELATING TO THE WATER'S EDGE METHOD OF 
CALCULATING INCOME TAXES... ( UNITARY TAX BILL)

Attached is an article from the April 15, 1991 issue of NEWSWEEK 
Magazine. This article, The Corporate Shell Game, details the approach 
that many foreign corporations are utilizing in their global efforts to 
avoid and/or evade taxes. The approach is termed "transfer pricing". Put 
simply, subsidiaries - with internal transactions - use "transfer pricing" 
to shift their profits to low tax jurisdictions. This is graphically 
demonstrated by the article's inset: Who's Got the Profits?

Not only is the Federal tax structure subject to major revenue leakage, the 
article further points out its added administrative difficulties and costs.

These are many of the same problems presented by HB 12, and they must 
be addressed by the Committee before we pass the measure out.

0
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How multinational firms use ‘transfer pricing’ 
to evade at least $20 billion in U.S. taxes

|or taxpayers battling their 1040 
forms ana .’•'gislators peering into 

I the black hole ‘'the federal budget 
deficit, there’s goi^ news: the Inter­
nal Revenue Servn.o. armed with 

fresh troops and new legal tools, is setting 
out to mine a mother lode of S25 billion in 
unpaid taxes. But there’s also a catch: no­
body expects much more than a trickle of 
new re venue to come from it.

The mother lode is unpaid business taxes, 
largely from foreign corporations doing 
business in the United States. In effect, like 
street-corner artists hiding peas under wal­
nut shells, such companies play games with 
their profits. By manipulating the prices 
charged among their own subsidiaries, the 
multinationals can concentrate profits in 
countries with low corporate rates and thus 
getaway withasmallertotaltaxbite(chart). 
Thebottom line is that most foreign corpora­
tions operating in the United States pay 
little or no tax to Washington.

Tax loss: All told, the Treasury’s loss is 
enormous. At hearings last summer before 
the House Oversight Subcommittee, chair­
man J. J. Pickle of Texas said he had heard 
estimates ranging up to 530 billion. IRS 
Commissioner FredT.GoldbergJr.saidthat 
was"onthehighside,’’butconcededthatthe 
agencyshouldbedoingbetter.Michigantax 
experts James Wheeler and Richard Weber 
calculate thatforeign-based multinationals 
dodge 520 billion in U.S. taxes every year. 
And that's not considering U.S.-based com­
panies, many of which also find ways to tuck 
away profits in tax havens. They usually do 
it on a smaller scale, since it’s harder for 
them tododge the IRS.

The corporate shell game has been going 
on for at least 30 years, ever since multina­
tional operations became a significant fac­
tor in the corporate world, and there have 
been periodic attempts to crack down. The 
latest was prompted last summer, when the 
IRS published a tableshowing that foreign- 
based companies sold S543 billion worth of 
goods and services in the Uniteu States in 
19S6, but claimed to have net losses of S1.5 
billion on that trade. That year wnsan aber- 
ration;beforeandsince,overseascompanies

in the United States have actually reported 
net profits, albeit tiny ones. But the 1986 
"loss” was riveting. "That tore it,” says Ron­
ald Pearlman, former chief of staff of the 
congressional Joint Tax Committee, now 
practicinglaw at Covington & Burling. Con­
gress voted a stiff new 20 percent fine and 
gave the IRS broader power to subpoena 
records from parent companies overseas. 
The tax agency also got to expand its over­
worked international staff and dangle a 
small salary premium to recruit talent.

Abusesin pricing across borders—"trans­
fer pricing,” in corporate jargon—are ille­
gal, if they can be proved. Corporations deal­
ing with their own subsidiaries are required 
to set prices at "arm’s length,” just as they 
would for unrelated customers. And there’s 
no question that abuses can be enormous. In 
its biggest known victory, the IRS made its 
casethat Japan’sToyotahadbeensystemat- 
ically overcharging its U.S. subsidiary for 
years on most of the cars, trucks and parts 
sold in the United States. What would have 
been profits from the United States had 
wafted back to Japan. Toyota denied impro­
prieties but agreed to a reported 51 billion 
settlement, paid in part with tax rebates 
from the government of Japan.

But such triumphs are rare, and the hur­
dles are mountainous. For one thing, small 
armies of accountants are needed to sift 
through corporate records in several coun­
tries, even if access is granted—by no means 
a sure thing.- In one case, an agent who

Who’s Got 
the Profits?
3W y using tax havens and "trick” 
i l l  pricing, u corporation could slash 
its U.S. tax bill by transferring 
profits to low-tax countries. This 
typical transaction follows one trail.

requested a specific document was sent 40 
boxes of papers, without an index. Trained 
economists must rule in each case whether 
costs were realistically allocated. And since 
real-world cases are usually far more subtle 
than simple illustrative anecdotes, there is 
room for years of legal maneuvering over 
disputed facts, accounting practices and 
businessjudgments.

\

Germany
An item is 
manufactured at 
a cost o f S80. It 
is then sold to an 
Irish subsidiary 
fo r  S80.

: Tax Rate: 48% Tax Paid: SO:
I a ri v ir n* wf ■>rT'rmcrra*-v;
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Dodge hall: Toyota workers 
(above), Westinghouse researcher 
Cleft), Goldberg

Some abuses are blatant. One foreign 
manufacturer, for instance, sold TV sets to 
its U.S. subsidiary for $250 each, but 
charged an unrelated company just $150. 
Most cases are nowhere near as clear. What 
if the set sold outside has a slight change in 
the casing? Which subsidiary gets charged 
for shipping and insurance? In one current 
case, the IRS says Japan’s Yamaha forced

YamahaMotor Corp., U.S.A., to 
overstock motorcycles and all- 
terrain vehicles i n the early '80s, 

1 and then made the subsidiary 
pay for discounts and promo­
tions to unload the excess inven- 

I tory. The result, says the tax 
agency, wasthatYamahaMotor 
U.S.A. paidonly$5,272incorpo- 

!' ratetaxtoWashingtonoverfour 
years. Proper accounting would 
have shown a profit of S500 mil­
lion and taxes of $127 million, 
the agency says. But Yamaha 
argues that the IRS case ignores 

I the colossal reality of the 1982 
recession, which caught the 
company just as unprepared as 

| its U.S. competitors. The U.S. 
Tax Court is mulling the case.

American-based multina­
tionals have also been accused of 
squirreling profits away. Tax 
agents find it easier to monitor 
their books, since they’re all in 
this country and follow SEC 
standards: as Wheeler explains 
it, "It’s the difference between 
examining the head and several 
arms of an octopus, rather than 
just one tentacle.” Even so, he 
thinks the U.S. multinationals 
could easily account for an addi­
tional S5 billion in lost taxes on 
profits dubiously allocated to 
tax havens. Wheeler and Rich­
ard Webersay they’ve foundone 
case that is suggestive:Wes- 
tinghouse Electric managed to 
book 27 percent of its 1986 do­
mestic profit in Puerto Rico,

 ; where its final sales are tiny. To
spur the Puerto Rican economy, 

Washington has set the corporate-tax rate 
there at zero. (Westinghouse says the ac­
counting is proper, since its “highest-profit 
products are made in Puerto Rico.’’)

The IRS professes to be delighted with its 
.new powers and loaded fo« bear. "We’ve 
been outmanned and outgunned in the 
past,” says Steven Lainoff, chief IRS lawyer 
for international enforcement. "Now we’ve

Ire la n d

The subsidiary 
turns around and 
rese lls the item at 
S150 to a U.S. 
subsidiary, earning 
a 570 profit.

Tax Rate: 4% Tax Paid: $2.80

U n ite d  S ta te s

The U.S. subsidiary sells 
the item at cost, fo r  $150. 
No p ro fit is earned. The 
Irish subsidiary then lends 
money to the U.S. company 
fo r  fu tu re expansion.

Tax Rate: 34% Tax Paid: SO

got the tools and people to really attack this 
problem.” But that is at least questionaole. 
The new fine, for instance, stipulates a 20 
percent penalty for any company whose 
transfer pricing results in underpayment of 
$10 million or more in taxes. Experts call 
that a crude weapon that may well fail to 
stand up in court; even the IRS initially 
objected to it. And in testing their new suo- 
poena powers in foreign countries. IRS 
agents will be under the scrutiny of tax 
people there, who stand to lose any taxes 
that Uncle Sam succeeds in claiming. The 
prospects for litigation are wearying.

When it comes to litigation, the IRS may 
also find little comfort in its expanded inter­
national staff(to 700 from 550) or its big-city 
salary premiums of 8 percent over govern­
ment standards. The agency is now eight 
years behind in merely auditing multina­
tionals; corporate officials who make a deci­
sion may well be dead or transferred when 
the tax people finally show up to question it. 
And in competing for legal and accounting 
te lent, the IRS is still severely outmatched. 
Senior partners in private tax practice rou­
tinely get $500,000 to $1 million a year. 
Goldberg recalls ruefully that when he took 
office as IRS commissioner in 1969, his new 
salary of $80,000 was just what his former 
firm was paying newly Hedged lawyers fresh 
out of school.

Bad record : All told, it’s not surprising that 
when the IRS does bringa case, it frequently 
loses. Thomas Field of Tax Analysts says the 
agency typically settles for just 10 cents on 
the dollar of its initial claims against for­
eigners, and the IRS doesn’t dispute that. At 
one major multinational firm, the head of 
taxes says he tries to do the right t hing.11 Sur 
there’snoway thelRS is goingiorind chinks 
inourarmor,”hesays."We’rejusttoosmart 
and way too well prepared.”

If the new reforms don’t bear fruit, Pickle 
and Senate Finance Committee chairman 
Lloyd Bentsen say they are ready to proper e 
something else. Ideally, that might be a 
whole new approach to international taxes, 
one that ignores the details of transact ions 
and focuses on allocating shares of the total 
profit. Most U.S. states have similar laws, 
essentially basing corporate taxes on what 
....,... percentage of a company’s em­

ployees, sales and assets are ;o- 
cated in the state. In the long 
run, reforming international 
taxes along those lines may be 
inevitable. Bu- any such at­
tempt would be formidably com­
plicated: few major foreign 
countries .vould welcome an 
nverhauloftheentirestructure. 
which in elfect wouid require 
unanimous consent. For the 
foreseeable future, the corpo- 
rateshellgamegoeson.
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Will it attract foreign investment?

Changes in Alaska's "unitary" tax: Pro and con
Legislation changing Alaska’s “unitary” corporate income tax to allow domestic and foreign corporations to 

use “water’s edge” accounting for state income taxes is now in House Labor and Commerce, having passed 
earlier from its initial committee, House International Trade and Tourism. HB-12, sponsored by Rep. Tom 
Moyer of Fairbanks, is being pushed mainly to enhance foreign investment in Alaska by removing what many 
sec is a disincentive in the state corporate income tax, although the tax advantages incurred would be shared 
with domestic U.S. as well as foreign corporation. The bill passed the Senate last year, but failed in the House. 
Essentially, the bill permits multinational U.S. corporations or foreign-owned U.S. subsidiaries, except oil and 
gas producers, to pay their Alaska income tax based on a pool of income earned in the U.S. (with tax jurisdiction 
stopping at ‘water’s edge.’) Undercurrent Alaska law, domestic and foreign-owned corporations must use their 
world-wide income as a base for income taxes. Many states once had state income tax laws similar to Alaska’s, 
but have repealed them at the urging of foreign companies looking to invest in the U.S. Alaska is the last state 
requiring income tax to be based on worldwide income.

Unitary tax was a big problem in states like California
This was a much more serious problem in states like California,_where hundreds of foreign firms have 

domestic operations. In Alaska, for foreign companies doing business in the state, the issue seems to involve 
both principle and practicality. As for principle, foreign corporations just don’t like theprospect of state auditors 
poking through their worldwide books. For practicality, the sheer cost of compliance —  translating Japanese 
into U.S. accounting standards, for example— often exceeds the amount of income tax due the State of Alaska, 
some Japanese firms have complained. As it was originally introduced last year, the bill to allow use of ‘water’s 
edge’ accounting would have applied only to foreign-owned companies. Domestic corporations would have 
still been required to use world-wide income. That was changed in Senate Finance Committee last year, so that 
both U.S. and foreign corporations can base their Alaska tax on U.S. income. HB-12, as it was introduced this 
year, is similar to the bill that passed the Senate last year.

While it is being sold as a bill that will encourage foreign investment in Alaska (by removing the disincentive 
of requiring world-wide income reporting) the bill will reduce state corporate income taxes by an estimated $1 
to $3 million, the Department of Revenue estimates. Proponents o f HB-12 in its expandedform argue the small 
revenue loss will be more than offset by new foreign investment, jobs and taxes paid to the state treasury. But 
some critics doubt that: Alaska is in a different league, they say, than states like California, Oregon or 
Washington, who compete with each other for foreign investment, mainly in manufacturing. Foreign firms 
com/e to Alaska mainly for natural resources, the presence of which weigh more heavily in the investment 
decision than the unitary tax.

Is discriminatory effect a constiutional issue?
Another potential problem is a constitutional one. Oil companies art not being allowed to use ‘water’s edge’ 

accounting, under the bill. Alaska’s supreme court, in the ARCO “separate accounting”decision, approved use 
of a different formula (separate accounting vs. the traditional ‘appotionment’ method) for a different class of 
taxpayers, like oil producers, under special circumstances. But discriminating among taxpayers required to use 
the same formula (oil and non-oil companies now use apportionment) could run afoul of the constitution, some 
people argue. One feature that troubles Dept, o f Revenue, which in the end will support the bill, is the exclusion 
o f SO percent o f dividends earned by a foreign subsidiary o f the U.S. company, or o f 80 percent o f any royalty 
earned by an overseas franchisee. That leaves 20 percent o f dividends and royalties to be included in U.S. 
taxable income. Revenue feels there’s no basis for the 80-20 split, and that the share of foreign dividends or 
royalties including in the U.S. pool of income could be larger than 20 percent.
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