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International Trade & Tourism, Chair • Slate Affairs. Vice Chair • Resources. Member

MEMORANDUM

To: Senator Drue Pearce May 15, 1991
Chair, Senate Labor and Commerce

From: Representative TomMoyei>j'tyi/y
Re: HB12, An Act relating to the water's edge method of calculating income

taxes tor certain corporations; and providing for an effective date.

Pending referral by the Senate president, I would like to reqû fhe Senate 
Labor and Commerce Committee to hear HB 12 as soon as possible because 
of the short time remaining in the legislative session. The House voted 34-5 to 
approve the bill last night and it is vitally important for at least one Alaska 
economic development project that it be passed this session.

As you know, the bill is designed to attract foreign investment to Alaska by 
replacing Alaska's unitary tax, widely considered a barrier to foreign investment, 
with a so-called "water's edge" tax system. Under the bill, the domestic activities 
of a foreign or international corporation would bo subject to Alaska taxes and oil 
and gas companies would be exempt.

The bill has received broad support from across Alaska and within the 
legislature. It is backed by a number of Alaska business groups including the 
State Chamber of Commerce, Alaska Miners’ Association, Anchorage 
Economic Development Corp., a host of private companies doing business in 
the state as well as the Hickel administration. As you'll recall, a similar version 
of this bill passed the state Senate last year.

Attached are materials about the bill and I am happy to provide additional 
information or testify about the legislation at your convenience.
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Questions About House Bill 12. relating to the water’s edao tax

• What is the purpose of HB12?

The bill would change Alaska's corporate income tax system to encourage 
additional investment to Alaska and increase the state's share of the 
international marketplace.

• How does HB12 work?

The bill would replace Alaska's corporate unitary tax with a so-called "water's 
edge" tax system for both foreign and domestic owned companies. Under a 
unitary system, all the activities of a corporation worldwide are subject to 
taxation in Alaska. Under this water's edge proposal, the domestic activities 
would be subject to Alaska taxes as well as 20 percent of the dividends and 
royalties from foreign income.

• Why make the change?

Alaska remains the only state with a unitary system on the books. Since 1984,
11 states have altered their worldwide unitary tax system, including such 
leaders in international trade as California, Florida and Oregon. International 
corporations dislike the unitary tax because they consider it double taxation and 
are reluctant to invest in states which have unitary tax systems. Alaska in April 
earned a "D" from the Corporation for Enterprise Development, a private 
research group, for economic performance, in part for lack of diversity.

• What's the cost of changing from unitary to water's edge?

The Alaska Department of Revenue estimates an initial annual revenue loss of 
between $500,000 and $3 million. In addition, the Department estimates it 
would need an additional auditor. However, bill supporters believe the new 
investment the change would attract to Alaska would offset any revenue loss. As 
economist Gregg Erickson told the House Finance Subcommittee: "There is a 
correlation between corporate income taxes and business location decisions, 
and perceptions by businesses about a jurisdiction's taxing attitude also affect 
those decisions."

-MORE-
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H B 1 2  Q u e s t i o n s P a g e  2

• Who supports the bill?

The bill is supported by many businesses and business groups including the 
Anchorage, International and Alaska State Chambers of Commerce, Alaska 
Miners Association, Associated General Contractors of Alaska, IMB, Xerox and 
Keidanren, the Japan Federation of Economic Organizations.

U.S. Sen. Frank Murkowski told a joint session of the Alaska Legislature in 
March: "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."

• What is Barclays and what's the connection to HB12?

Barclays refers to a 1990 California Court of Appeals decision holding that, as 
applied to foreign-based unitary groups, the California worldwide combined 
reporting method of corporate income taxes violates the foreign commerce 
clause of the U.S. Constitution. The case should have no direct bearing on 
Alaska until it reaches the U.S. Supreme Court. But if Barclays is upheld by 
federal courts, Alaska's current unitary tax could be found unconstitutional. 
That's why Section 2 of the bill was added in House Finance and appears in the 
Rules CS.

• Does the bill result in a tax on the cruise ship industry?

No. The Finance CS did propose to remove a federal tax exemption for the 
cruise ship industry. However, the Rules CS dropped v.his provision because its 
applicability may have been broader than initially inter,ded and the fiscal impact 
was impossible to calculate in a relatively short pedob. Additionally, the 
administration is addressing the issue in a more comprehensive form.

•Why doesn't HB12 apply to oil and gas companies?

This is an economic development incentive bill. The sponsors feel that oil and 
gas companies operating in Alaska pay adequate taxes and especially after the 
1989 Economic Limit Factor change, feel a change in the tax structure for those 
companies is not necessary at this time. Several court cases including the 1985 
separate accounting case in Arco v. Alaska upheld the right of Alaska to impose 
different tax methods to different industries in th state. Alaska applied a 
standard apportionment formula before 1977 <■ a modified formula after 1981. 
The oil and gas industry has not asked to be i?.̂  jded or excludod from HB12.

-By Representative Tom Moyer 
May 14, 1991



F I S C A L  N O T E

Revision Date: March 12. 1991_________
T i t l e :  An ac t  r e l a t i n g  to  the w a te r ' s

edge method of  t a x a t i o n_______________
Sponsor: Representa t ive Mover_________
Requestor:______________________________

STATE  O F  A L A S K A
1991 L E G IS L A T IV E  S E S S IO N

BILL N O .  CSHB12

Department Affected depar tm en t  of  Revenue
BRU: Revenue Operations___________________
Component: Income and Excise Audit_______

COMPONENT SERIAL NO. J L U
o f  Dollars)

OPERATING FY 92 FY 93 FY 94 FY 95 FY 96 Fv 97
PERSONAL SERVICES 0 . 0 0 . 0 63.8 63.8 63.8 63.8
TRAVEL 0 . 0 30.0 34.8 39.3 39.3 39.3
CONTRACTUAL 13.0 15.0 17.0 17.0 17.0 17.0
SUPPLIES 0 . 0 2.5 2.5 8 . 0 8 . 0 8 . 0

EQUIPMENT 0 . 0 0 . 0 14.5 2.5 0 . 0 0 . 0

LANDS & STRUCTURES
GRANTS, CLAIMS
MISCELLANEOUS -
TOTAL OPERATING _ l l . o 47.5 132.6 130.6 1281 128.1

1 ..CAPITAL.. 0 . 0 0 . 0 1___  0-0 0 . 0 0 . 0 0 . 0

( 5 0 0 .0  - (1 0 0 0  - <1000 - (1 0 0 0  - (1 0 0 0  - <1000 -
REVENUE I I M ) 3 0 0 0 ) 3 0 0 0 ) .,3.0.00) . . 3 0 0 0 ) 3.Q.Q.Q.) ..

.:UNDING: (Thousands of Dollars)
GENERAL FUND 13.0 47.5 132.6 130.6 128.1 128.1
FEDERAL FUNDS
OTHER
TOTAL 13.0 47.5 132.6 130.6 128.1 128.1

POSITIONS.:
FULL-TIME 0 . 0 0 . 0 1 . 0 1 . 0 1 . 0 1.0

PART-TIME
TEMPORARY

Estimate o f  cu r ren t  year Impact:

ANALYSIS: Attach a separate  page fo r  a n a ly s i s .

ATTACHED

  <±.

Prepared Bv^CgTT'f^PA&^fchln 
Division:  Income and Excise Audit Division

Phone: (907) 465-2320 
a te :  March 12. 199.1

Approved by Commissioner: 
Agency: Department of  Revenue

D i s t r i b u t i o n  (b y  p r e p a r e r )
Im pac ted  A g e n c y d e s ) .

Rev 10/90

L e g i s l a t i v e  F i n a n c e ,  L e g i s l a t i v e  S p o n s o r ,  R e q u e s t o r ,  0MB, &

Page _ L  o f



Fiscal Note Analys is ,  CSHB12 
Income and Excise Audit Division 
Prepared by B111 Floerchlnger  
March 12, 1991

The proposed l e g i s l a t i o n  mandates the use of  a w a te r 's  edge method of 
accounting under the Income tax law for  non-oil  and gas taxpayers .  The 
l e g i s l a t i o n  would be e f f e c t iv e  for  tax years  beginning In calendar  1992. Returns 
would be due 1n ca lendar  1993 and audi ts  would begin 1n FY94. The data below 
shows the timing fo r  the var ious cost  components required to  administer  the 
proposed l e g i s l a t i o n .

Personal Services  FY92 FY93 FY94 FY95
1 Revenue Auditor IV, Anchorage $0.0 $0.0 $63.8 $63.8

Totai Personal Services Costs $0.0 $0.0 $63.8 $63.8

Travel . .
Training,  5 0 $10.0 
management Review, 4 0 $.5 
12 Audits completed 0 $1.9 
9 Appeals completed 1n Anchorage 0 $.5

$0.0 
• $0.0 

$0.0 
$0.0

$30.0
$0.0
$0.0
$0.0

$10.0
$2.0

$22.8
$0.0

$10.0
$2.0

$22.8
$4.5

Total Travel $0.0 $30.0 $34.8 $39.3

Contractual
P r in t ing  and Advert is ing Costs 
Telecommunications, Centrex

$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 s u p p l ie s ,  Computer supplies ,  
Audit Manuals and References $0.0 $2.5 $2.5 $8.0

Total Supplies $0.0 $2.5 $2.5 $8.0

.Equipment
2 Hang 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 $13.0 $47.5 132.6 m o
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ANCHORAGEE C O N O M I C  
D E V E I O PM ENT 
C O R P O R A T IO N

Proposal to Reform Alaska’s Worldwide 
Unitary Method of Taxation

E x e c u t i v e  S u m m a r y

G O A L : T o  re fo rm  A la s k a 's  w o r ld w id e  u n ita ry  m e th o d  o f  ta x a t io n  b y  a d o p t in g  
a  "w a te r ’s  e d g e "  c om b in e d  m e th o d  th a t a p p lie s  e q u a l ly  to  d o m e s t ic  a^ d  
fo re ig n  m u lt in a t io n a l c o rp o ra t io n s .

P R O B L E M : A la s k a  is th e  o n ly  s ta te  th a t re q u ire s  w o r ld w id e  u n ita ry  ta x a t io n . 
In a d d it io n , n o  c o u n try  in th e  w o r ld  u s e s  th is m e th o d  o f  ta x a t io n . W h y ?  
W o r ld w id e  u n ita ry  ta x a t io n  c a n  d is to r t  a  c o m p a n y ’s  ta x a t io n  re la t io n s h ip  to  
s ta t e s  a n d  c a u s e  d o u b le  ta x a t io n  o f  in c om e  e a rn e d  in a n o th e r  g o v e rn m e n ta l 
ju r is d ic t io n .

B E N E F IT S :  A re fo rm  o f  th e  w o r ld w id e  u n ita ry  s y s te m  s h o u ld  m a k e  A la s k a  a  
m o re  a t t ra c t iv e  p la c e  to  in v e s t if it is a p p lie d  e q u a l ly  to  d om e s t ic  U .S . a n d  
fo re ig n  c o rp o ra t io n s .

A C T IO N S : T h e  A E L ’C  w ill s u p p o r t  a n d  re c o m m e n d s  y o u r  s u p p o r t  o f  th e  
c om m it te e  su b s t itu te  fo r  S e n a te  B ill 1 1 9  (F in a n c e ) w h ich  w a s  a p p ro v e d  1 4  to 
5  b y  th e  S e n a t e  in th e  1 9 9 0  s e s s io n .  T h e  b ill, to  b e  re in t ro d u c e d , p ro v id e s  fo r  
a  "w a te r ’s  e d g e "  c om b in e d  re p o rt in g  m e th o d  o f  ta x a t io n  fo r  b o th  d o m e s t ic  a n d  
fo re ig n  m u lt in a t io n a l c o rp o ra t io n s .

550  W est 7th A ven u e  • Suite 1130 • A n ch o rag e , A K  99501 • Telephone (907) 258-3700 • FA X  (907) 258-6646



UNITARY TAX 
The following are examples of 
unitary & illustrate the typical 
distortion produced by unitary

U n ita ry  P r in c ip le

Seperate Acctg. 
(arm’s length)

Domestic 
(water's edge)

High Low

Worldwide

SALES In-state 
Everywhe re

100 =.10 
1000

100  = .05 
2 00 0

Property In-state
Everywhere

200  =.05 
4000

2 0 0  = .03 
6 66 7

Payroll In-state 
Everywhere

120 =.06 
2000

120_= .04
3C00

Average Factor .07 .07 .04

Income 40 40  + 30 100

Appor+'-’ied Income 2 .80 4 .90 4 .0 0

D is .^ .i ion 7 5 % 4 3 %



S e n a t e  B i l l  119, as o r i g i n a l l y  i n t r o d u c e d ,  p r o v i d e d  f o r  

w a t e r ' s  e d g e  r e p o r t i n g  f o r  o n l y  f o r  c o r p o r a t i o n s  h a v i n g  f o r e i g n  

p a r e n t s .  T h a t  b i l l  c o n t a i n e d  n o _ d e f i n i t i o n  o f  a w a t e r ' s  e d g e  

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

o f  t h e  D e p a r t m e n t  o f  R e v e n u e  t o  p r e s c r i b e  t h e  m e t h o d  t h a t  

t a x p a y e r s  w o u l d  b e  r e q u i r e d  t o  u s e .  T h e  p r o p o s e d  C S  d o e s  t w o  

t h i n g s .  F i r s t ,  it e x p a n d s  t h e  c o v e r a g e  o f  t h e  b i l l  t o  i n c l u d e  

d o m e s t i c  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 ;  s e c o n d ,  i t  s e t s  o u t  i n  s o m e  

d e t a i l  t h e  p r o v i s i o n s  t h a t  w i l l  g o v e r n  t a x  r e t u r n s  u n d e r  a 

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 .

T h e  p r o p o s e d  CS c o n t a i n s  o n l y  o n e  s u b s t a n t i v e  p r o v i s i o n ,  

c o n t a i n e d  i n  sec. 2 o f  t h e  b i l l .  */ S e c t i o n  2 a d d s  a n e w  

s e c t i o n  t o  A S  4 3 . 2 0  —  A S  4 3 . 2 0 . 0 7 3 .  T h a t  p r o v i s i o n  is d i v i d e d  

i n t o  s e v e n  s u b s e c t i o n s .  S u b s e c t i o n  (a) s e t s  o u t  t h e  k i n d s  o f  

a f f i l i a t e d  c o r p o r a t i o n s  t h a t  a r e  t o  b e  i n c l u d e d  i n  t h e  t a x p a y e r ’s 

w a t e r ' s  e d g e  c o m b i n e d  t a x  r e t u r n .  T h e s e  c o n s i s t  o n l y  o f  (1) 

c o r p o r a t i o n s  t h a t  d o  s u b s t a n t i a l  b u s i n e s s  w i t h i n  t h e  U n i t e d  

S t a t e s  ( r e g a r d l e s s  o f  w h e t h e r

S Y N O P S I S  OF CS S3  119 (Finance)

S e c t i o n  1 o f  t h e  p r o p o s e d  C S  s e t s  o u t  t h e  p u r p o s e  o f  t h e  
t o  p r o m o t e  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  in t h e  

s t a t e .  S e c t i o n s  3 a n d  4 a r e  e f f e c t i v e  d a t e  s e c t i o n s ,  p r o v i d i n g  
t h a t  t h e  w a t e r ' s  e d g e  m e t h o d  w i l l  a p p l y  to t a x  y e a r s  b e g i n n i n g  
a f t e r  D e c e m b e r  31, 1 9 8 9 .



(2) d o m e s t i c  a n d  f o r e i g n  s a l e s  c o r p o r a t i o n s  ( w h i c h  a r e  

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

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

R e v e n u e  C o d e ) ,  a n d  (3) s o - c a l l e d  " t a x  h a v e n "  c o r p o r a t i o n s  ( w h i c h  

h a v e  b e e n  f o r m e d  f o r  t h e  p u r p o s e  o f  a v o i d i n g  t a x e s  in t h e  U n i t e d  

S t a t e s ) .

S u b s e c t i o n  (b) p r o v i d e s  t h a t  c e r t a i n  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  w i l l  b e  e x c l u d e d  f r o m  t h e  t a x p a y e r ' s  t o t a l  

t a x a b l e  i n c o m e  -- s p e c i f i c a l l y ,  S O  p e r c e n t  o f  d i v i d e n d s  a n d  

r o y a l t i e s  a s  w e l l  a s  a l l  a m o u n t s  t h a t  a r e  t r e a t e d  as d i v i d e n d s  

u n d e r  S e c .  73 o f  t h e  I n t e r n a l  R e v e n u e  C o d e .  * * * /  F o r e i g n  

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

e a r n e d  o u t s i d e  t h e  U n i t e d  S t a t e s  t h a t  h a p p e n s  t o  b e  r e t u r n e d  t o

t h e ,r are i n c o r p o r a t e d  in the U n i t e d  S t at e s or e l s e w h e r e ) , **/

i £ /  S p e c i f i c a l l y ,  a c o r p o r a t i o n  is c o n s i d e r e d  t o  b e  p a r t  o f  
t h e  t a x p a y e r ' s  w a t e r ' s  e d g e  " f a m i l y "  ( a n d  i t s  i n c o m e  t a x a b l e  in  
A l a s k a )  i f  2 0  p e r c e n t  o r  m o r e  o f  i t s  a v e r a g e  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  a r e  w i t h i n  t h e  U n i t e d  S t a t e s .  A n  a f f i l i a t e d  
c o r p o r a t i o n  w i t h  l e s s  t h a n  20 p e r c e n t  o f  i t 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  w i t h i n  t h e  U n i t e d  S t a t e s  w i l l  a l s o  be* 
c o n s i d e r e d  p a r t  o f  t h e  w a t e r ' s  e d g e  g r o u p  i f  t h a t  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  o f  s e c .  8 6 1 ( c )  o f  t h e  i n t e r n a l  
R e v e n u e  C o d e ;  t h a t  is, if 20 p e r c e n t  o r  m o r e  of t h e  c o r p o r a t i o n ' s  
g r o s s  r e c e i p t s  a r e  f r o m  s o u r c e s  w i t h i n  t h e  U n i t e d  S t a t e s .

* * * /  U n d e r  t h e  I n t e r n a l  R e v e n u e  C o d e ,  a c o r p o r a t i o n  is 
p e r m i t t e d  t o  t a k e  a t a x  c r e d i t  f o r  i n c o m e  t a x e s  p a i d  b y  c e r t a i n  
a f f i l i a t e d  f o r e i g n  c o r p o r a t i o n s .  S e c t i o n  78 p r o v i d e s  t h a t  if a 
c o r p o r a t i o n  d o e s  t a k e  a f o r e i g n  t a x  c r e d i t ,  a n  a m o u n t  e q u a l  t o  
t h e  t a x  c r e d i t  w i l l  b e  " d e e m e d "  t o  h a v e  b e e n  r e c e i v e d  a s  t a x a b l e  
i n c o m e  b y  t h e  t a x p a y e r  c o r p o r a t i o n  a s  a d i v i d e n d  f r o m  t h e  f o r e i g n  
c o r p o r a t i o n .  A l a s k a  d o e s  n o t  a l l o w  c o r p o r a t i o n s  t o  t a k e  a 
f o r e i g n  t a x  c r e d i t .  T h u s  i n  A l a s k a  t h e r e  is n o  j u s t i f i c a t i o n  f o r  
i n c l u d i n g  a n y  a m o u n t  o f  t h e s e  " d e e m e d "  d i v i d e n d s  in t h e  
c o r p o r a t i o n ' s  t a x a b l e  i n c o m e .



t h e  d o m e s t i c  carer." i n  t h e  f o r m  o f  d i v i d e n d s  o r  r o y a l t i e s .  S i n c e  

t h e  p u r p o s e  o f  a w a t e r ' s  e d g e  m e t h o d  is t o  t a x  a c o r p o r a t i o n  

b a s e d  o n l y  o n  i n c o m e  d e r i v e d  f r o m  i t s  U n i t e d  S t a t e s  o p e r a t i o n s ,  

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

e x c l u d e d .  A t  t h e  s a m e  t i m e ,  a c e r t a i n  a m o u n t  o f  t h e  t o t a l  

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

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

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

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

U n i t e d  S t a t e s .  F o r  t h a t  r e a s o n ,  t h e  p r o p o s e d  C S  p r o v i d e s  t h a t  20 

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

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

o r  l e s s  t h a n  2 0  p e r c e n t  o f  i t s  f o r e i g n  d i v i d e n d  a n d  r o y a l t y  

i n c o m e .  H o w e v e r ,  it w o u l d  b e  e x t r e m e l y  d i f f i c u l t  f o r  t h e  

D e p a r t m e n t  o f  R e v e n u e  t o  d e t e r m i n e  p r e c i s e l y  w h i c h  e x p e n s e s  o f  a 

c o r p o r a t i o n  a r e  a c t u a l l y  a t t r i b u t a b l e  t o  f o r e i g n  o p e r a t i o n s .  T h e  

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

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

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

p e r c e n t a g e  o f  t h e i r  f o r e i g n  d i v i d e n d s  a n d  r o y a l t i e s  as t a x a b l e  

i n c o m e .

S u b s e c t i o n  (c) is b o r r o w e d  f r o m  M i n n e s o t a ' s  w a t e r ' s  e d g e  

s t a t u t e s ,  a n d  a d d r e s s e s  a c o n c e r n  t h a t  t h e  M i n n e s o t a  t a x  

a d m i n i s t r a t o r s  h a d  t h a t  a t a x p a y e r  m i g h t  a t t e m p t  t o  c l a i m  t h e  80 

p e r c e n t  e x c l u s i o n  f o r  d i v i d e n d s  o r  r o y a l t i e s  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  t h a t  is n o t  p a r t  o f  t h e  t a x p a y e r ' s  u n i t a r y  

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

T h i s  p r o v i s i o n  e n s u r e s  t h a t  c o r p o r a t i o n s  w i l l  n o t  b e  a b l e  t o  

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

S u b s e c t i o n  (d) s i m p l y  r e c o g n i z e s  t h a t  t h e  20 p e r c e n t  o f  

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

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

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

S u b s e c t i o n  (e) p r o v i d e s  t h a t  i f  t a x p a y e r s  d o  n o t  p r o v i d e  t h e  

D e p a r t m e n t  o f  R e v e n u e  w i t h  t h e  i n f o r m a t i o n  i t  n e e d s  t o  p r o p e r l y  

a u d i t  a w a t e r ' s  e d g e  r e t u r n ,  t h e n  t h e  d e p a r t m e n t  m a y  r e q u i r e  t h e  

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

S u b s e c t i o n  (f) m a k e s  it c l e a r  t h a t  t h e  w a t e r ' s  e d g e  

r e p o r t i n g  m e t h o d  is n o t  a p p l i c a b l e  t o  t a x p a y e r s  s u b j e c t  t o  AS  

4 3 . 2 0 . 0 7 2 ,  w h o  a r e  e n g a g e d  in t h e  p r o d u c t i o n  o r  t r a n s p o r t a t i o n  o f  

o i l  o r  g a s .

S u b s e c t i o n  (g) c o n t a i n s  d e f i n i t i o n s  o f  t h e  t e r m s  " a f f i l i a t e d  

c o r p o r a t i o n , "  " a f f i l i a t e d  g r o u p , "  " f o r e i g n  c o r p o r a t i o n , "  a n d  

" 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 . "



O ffe r e d ;  3 /2 6 /9 0  go0179sE
R e f e r r e d :  R u l e s

y r i g i n a l  s p c n s o r (a ) i R u lea /G ove rno r

1 IN  THE SENATE SY THE FINANCE COMMITTEE

2 CS FOR SENATE B IL L  NO. 119 ( F in a n c e )

3 IN  THE LEG ISLATU R E OF THE STATE OF ALASKA

4 S IXTEEN TH  LEG ISLATU R E -  SECOND SESSIO N

5 A  B I L L

6 F o r  an  A c t  e n t i t l e d :  "A n  A c t  r e l a t i n g  t o  t h e  w a t e r ’ s e d g e  m e th o d  a i  c a l -

7 c u la c in g  in c o m e  t a x e s  f o r  c e r t a i n  c o r p o r a t i o n s  o t h e r

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

9 g a s  f r o m  a  le 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  i n  t h e

10 t r a n s p o r t a t i o n  o f  o i l  o r  Bas b y  r e g u la t e d  p i p e l i n e  i n

11 t h e  3 t a t e ;  a n d  p r o v i d i n g  f o r  a n  e f f e c t i v e  d a t e . "

12 BE I T  ENACTED BY THE LEG ISLATU R E OF THE STATE OR A LA S K A :

13 *  S e c t io n  1 . I t  i s  t h e  p u r p o s e  o f  t h i s  A c t  t o  p ro m o c e  in v e s t m e n t  a n d

14 t r a d e  o p p o r t u n i t i e s  i n  t h e  r e n t e .

15 *  S e c .  2 .  AS 4 3 .2 0  i s  am ended  b y  a d d in g  a  new  s e c t i o n  to  r e a d ;

lb  S e c .  4 3 . 2 0 . 0 7 3 .  A F F IL IA T E D  GROUPS. ( a )  A c o r p o r a t i o n  t h a t  i 3  a

1 /  m em ber o f  a n  a f f i l i a t e d  g ro u p  s h a l l  f i l e  a r e t u r n  u s in g  t h e  w a t e r ' s

18 e d g e  c o m b in e d  r e p o r t i n g  m e th o d .  A  r e t u r n  u n d e r  t h i s  s e c t i o n  m u s t

19 i n c lu 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  n

20 u n i t a r y  b u s in e s s  w i t h  t h o  f i l i n g  c o r p o r a t i o n :

21  ( 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 -

22 e lu d e d  i n  a  f e d e r a l  c o n s o l id a t e d  r e t u r n  u n d e r  2 6  U .S .C .  1 5 0 1  - 1 5 0 5

23 ( 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 ,  p a y r o l l ,  a n d

24  s a le s  f a c t o r s  i n  th e  U n i t e d  S t a t e s  a v e ra g e

25 (A )  20 p e r c e n t  o r  m o re ;  o r

26 (B )  u n d e r  20 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

27 t h e  r e q u i r e m e n t s  o f  26 U .S .C .  8 6 1 ( c ) ;

23  ( 2 )  a d o m e s t ic  i n t e r n a t i o n a l  s a le s  c o r p o r a t i o n ;  i n  t h i s

29 p a r a g r a p h ,  " d o m e s t ic  i n t e r n a t i o n a l  s a le s  c o r p o r a t i o n "  h a s  t h e  m e a n in g
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1 g i v e n  i n  26  U .S .C .  9 9 2 ( a ) ;

2  ( 3 )  a f o r e i g n  s a le 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 ,

3 " f o r e i g n  s a le s  c o r p o r a t i o n "  h a s  t h e  m e a n in g  g iv e n  i n  26 U .S .C .  9 2 2 ( a ) ;

4  ( 4 )  a c o r p o r a t i o n ,  r e g a r d le s s  o f  t h e  p la c e  w h e re  t h e  c o r p o -

5 r a t i o n  w a s  i n c o r p o r a t e d ,  i f  t h e  c o r p o r a t i o n '  3 p r o p e r t y ,  p a y r o l l ,  a n d

6 s a le 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  o r  m o re ;

7 ( 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 in e s s

0 i n  a c o u n t r y  t h a t  d o e s  n o t  im p o s e  a n  in c o m e  t a x ,  o r  t h a t  im p o s e s  a n

9 in c o m e  t a x  a t  a r a t e  lo w e r  t h a n  90 p e r c e n t  o f  t h e  U n i t e d  S t a t e s  in c o m e

10 t a x  r a r e  o n  t h e  in 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

11  S t a t u s ,  i f

12 (A )  50 p e r c e n t  o r  m o re  o f  t h e  s a l e s ,  p u r c h a s e s ,  o r

13 p a y m e n ts  o f  in c o m e  o r  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 ts  f o r  i n t a n -

14 g i b l e  p r o p e r t y ,  o £  t h e  c o r p o r a t i o n  a r e  made d i r e c t l y  o r  i n d i r e e t -

15 l y  t o  o ne  o r  m o re  m e m b ers  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

16 t h e  w a t e r ' s  e d g e  c o m b in e d  r e p o r t i n g  m e th o d ;

17 ( 3 )  th 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

18 e c o n o m ic  a c t i v i t y .

19 ( b )  W hen c o m p u t in g  t a x a b le  in c o m e  f o r  a  c o r p o r a t i o n  u n d e r  ( 3 ) o f

20 t h i s  s e c t i o n ,  t h e  f o l l o w i n g  a m o u n ts  s h a l l  b e  e x c lu d e d :

2 1  ( L )  80  p e r c e n t  o f  d i v i d e n d  in c o m e  r e c e iv e d  f r o m  f o r e i g n

22  c o r p o r a t i o n s ;

23 ( 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 .5 . C .  7 8 ;

24 ( 3 )  80  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 iv e d  f r o m  a

25 f o r e i g n  c o r p o r a t i o n .

26 ( c )  I n  ( b ) ( 1 )  a nd  ( 3 )  o f  t h i s  s o c t i o n ,  a p a y m e n t i s  c o n s id e r e d

27 t o  b e  r e c e iv e d  f r o m  a 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 in e s s

28 i f  t h e  p a y m e n t i s  r e c e iv e d

7.9 ( 1 )  b y  a m em ber o f  i n  a f f i l i a t e d  g ro u p  in c lu d e d  i n  a
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1 w a t e r ' s  e d g e  c o m b i n e d  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

2 ( 2 )  f r o m  a  c o r p o r a t i o n  i n  w h ic h  t h e  r e c i p i e n t  ow ns 5 0

3 p e r c e n t  o r  m o re  o f  t h e  s t o c k  o f  t h e  c o r p o r a t i o n .

4  ( d )  D iv id 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 in g  t h e

5 w a t e r ' s  e dg e  c o m b in e d  r e p o r t i n g  m e th o d  a r e  i n  l i e u  o f  a n  e x p e n s e

6 a t t r i b u t i o n  f o r  in c o m e  e x c lu d e d  u n d e r  ( b )  o f  t h i s  s e c t i o n .

7 ( 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

8 ( a )  o f  t h i s  s e c t i o n  t o  f i l e  a  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 s t e a d ,  i f

9 t h e  c o r p o r a t i o n  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

10 ( 1 )  f a i l s  t o  c o m p ly  w i t h  r e g u l a t i o n s  a d o p te d  u n d e r  t h i s

11 c h a p t e r ,  i n c l u d i n g  d o m e s t ic  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 -

12 m a n t a ;  o r

13 ( 2 )  d o e s  n o t  p r o v id e  i n f o r m a t i o n  t h a t  i 3  r e q u e s t e d  b y  t h e

14 d e p a r tm e n t  t h a t  I s  n e c e s s a r y  f o r  t h e  d e p a r tm e n t  t o  a u d i t  t h e  t a x -

15 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 le  p e r i o d  o f  t i m e .

16 ( f )  T h i3  s e c t i o n  d o e s  n o t  a p p ly  t o  t a x p a y e r s  s u b j e c t  t o  AS 4 3 . -

1 /  2 0 .0 7 2  e n g a g e d  i n  t h o  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  le a s e  o r  p r o p e r -

18 t y  i n  t h e  s t a t e  o r  e n g a g e d  i n  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

19 r e g u la t e d  p i p e l i n e  i n  t h e  s t a t e .

20  ( s )  I n  t h i s  S e c t io n ,

2 1  ( 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  an a f f i l l -

2 2  a t e d  g r o u p  t o  w h i c h  t h e  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

2 3  s e c t i o n  b e l o n g s ;

2 4  ( 2 )  " a f f i l i a t e d  g r o u p ”  m u an s  a g ro u p  o f  tw o  o r  m o re  c o r p o -

25 r a t i o n s ,  i n  w h ic h  50  p e r c e n t  o r  m o re  o f  th e  v o t i n g  s t o c k  o f  e a c h

26 m em ber 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  ow ned  b y  on«  o r  m o re

2 7  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

2 S  m e m b e r s  o f  t h e  g r o u p ;

2 9  ( 3 )  " f o r e i g n  c o r p o r a t i o n "  m e a n s  a  c o r p o r a t i o n  c r e a t e d  o r
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o r g a n i z e d  o u t s id e  o f  t h e  U n i t e d  S t a t e s ,  t h e  D i s t r i c t  o x  C o lu m b ia ,  t h e  

C o m m o n w e a lth  o f  P u e r to  R_Lco, o r  a p o s s e s s io n  o f  t h e  U n i t e d  S t a t e s ;

( 4 )  " w a t e r ' s  e d g e  c o m b in e d  r e p o r t i n g  m e th o d "  m e an s  a r e ­

p o r t i n g  m e th o d  i n  w h ic h  t h e  o n l y  c o r p o r a t i o n s  b e s id e s  t h e  t a x p a y e r  

t h a t  m ay b e  in c lu d e d  i n  t h e  r e t u r n  a r c  t h e  c o r p o r a t i o n s  l i s t e d  i n  ( a )  

o f  t h i s  s e c t i o n .

*  S e c .  3 .  T h is  A c t  a p p l i e s  t o  t a x  y e a r s  b e g in n in g  a f t e r  D e c e m b e r 3 1 ,  

1 9 H 9 .

*  S e c .  4 .  T h is  A c t  t a k e s  e f f e c t  im m e d ia t e ly  u n d e r  AS 0 1 . 1 0 . 0 7 0 ( c ) .

3
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I N T R O D U C T I O N

S t a t e s  h a v e  t h e  p o w e r  t o  l e v y  t a x e s  i n  a c c o r d a n c e  w i t h  t h e i r  o w n  

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

P r o c e s s  C l a u s e  o f  t h e  1 4 t h  A m e n d m e n t  a n d  t h e  C o m m e r c e  C l a u s e  of 

t h e  U . S .  C o n s t i t u t i o n .  U n d e r  t h e  D u e  P r o c e s s  C l a u s e ,  a  m i n i m a l  

c o n n e c t i o n  m u s t  e x i s t  b e t w e e n  a c o r p o r a t i o n ' s  a c t i v i t y  a n d  t h e  

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

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

w i t h i n  t h e  t a x i n g  s t a t e .  U n d e r  t h e  C o m m e r c e  C l a u s e ,  a  s t a t e  is 

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

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

I n  c o m p l y i n g  w i t h  t h e s e  r e s t r i c t i o n s ,  s t a t e s  i m p o s e  a p p o r t i o n m e n t  

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

w i t h i n  t h e i r  b o r d e r s .

W H A T  I S  U N I T A R Y  T A X A T I O N

A l l  s t a t e s  i m p o s i n g  a n  i n c o m e  t a x  o n  t h e  m u l t i - s t a t e  b u s i n e s s  

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

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

s a l e s , p r o p e r t y  a n d  p a y r o l l  i n  t h e  s t a t e  d i v i d e d  b y  t h e  a v e r a g e  

o f  t o  s a l e s ,  p r o p e r t y  a n d  p a y r o l l  e v e r y w h e r e .  M o s t  s t a t e s  a p p l y  

t h i s  f o r m u l a  o n l y  t o  t h e  t o t a l  U. S. i n c o m e  f r o m  b u s i n e s s  

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

s t a t e .  T h i s  is g e n e r a l l y  r e f e r r e d  t o  a s  t h e  " s e p a r a t e  

a c c o u n t i n g "  o r  " a r m ' s  l e n g t h "  m e t h o d .  T h e  " a r m ' s  l e n g t h "  m e t h o d  

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

s t a n d a r d .  S o m e  s t a t e s  h a v e  a d o p t e d  t h e  " u n i t a r y  p r i n c i p l e " ,  

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

t h e i r  s t a t e ,  w i t h  t h e  i n c o m e  o f  a l l  r e l a t e d  c o m p a n i e s  ( p a r e n t ,  

s u b s i d i a r i e s ,  a n d  b r o t h e r - s i s t e r  c o r p o r a t i o n s ) .  T h e  c o m b i n e d  

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

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

c o m p a n i e s .

2



T h e r e  i s  l i t t l e  c o n s i s t e n c y  b e t w e e n  t h e  s t a t e s  i n  h o w  t h e  u n i t a r y  

p r i n c i p l e  i s  a p p l i e d .  S o m e  s t a t e s ,  s u c h  a s  N e w  Y o r k ,  u s e  t h e  

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

c o m p a n i e s  w h i c h  h a v e  " n e x u s "  ( a r e  d o i n g  b u s i n e s s )  i n  t h e  s t a t e .  

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

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

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

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

c o r p o r a t i o n s ,  o r ,  i n  t h e  c a s e  o f  A l a s k a ,  e x t e n d s  t h e  u n i t a r y  

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

W o r l d w i d e  u n i t a r y  r e q u i r e s  a c o r p o r a t i o n  t o  r e p o r t  i t s  t o t a l  

w o r l d w i d e  i n c o m e .  T h e  w o r l d w i d e  i n c o m e  i s  a p p o r t i o n e d  t o  t h e  

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

s a l e s ,  a n d  p a y r o l l  i n  t h e  s t a t e  t o  p r o p e r t y ,  s a l e s ,  a n d  p a y r o l l  

w o r l d w i d e .

T h e  c o u n t  o f  s t a t e s  t h a t  h a v e  h i s t o r i c a l l y  r e q u i r e d  w o r l d w i d e  

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

s t a t e s  o n  t h e  l i s t . ^ 1 * S i n c e  t h e  U . S .  S u p r e m e  C o u r t ' s  d e c i s i o n

i n  C o n t a i n e r  C o r p .  o f  A m e r i c a  vs. F r a n c h i s e  T a x/  7
B o a r d ,  “ a l l  o f  t h e s e  s t a t e s  e x c e p t  A l a s k a ,  C a l i f o r n i a ,  I d a h o  

M o n t a n a  a n d  N o r t h  D a k o t a  h a v e  t o t a l l y  r e p e a l e d  w o r l d w i d e  u n i t a r y .  

C a l i f o r n i a ,  I d a h o ,  M o n t a n a  a n d  N o r t h  D a k o t a  h a v e  e n a c t e d  

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

t a x p a y e r s  t o  e l e c t  " w a t e r ' s  e d g e "  ( l i m i t a t i o n  o f  t h e  u n i t a r y  

c o m b i n a t i o n  t o  d o m e s t i c  c o r p o r a t i o n s ) . T h e  o n l y  s t a t e  w h i c h  

c o n t i n u e s  t o  r e q u i r e  w o r l d w i d e  u n i t a r y  i s  A l a s k a .

1. B u r e a u  o f  N a t i o n a l  A f f a i r s  D a i l y  T a x  R e p o r t ,  S e p t e m b e r  19,
1 9 8 3 ,  p. G - 7  l i s t e d  12 s t a t e s  t h e n  u s i n g  w o r l d w i d e  u n i t a r y ,  
a c c o r d i n g  t o  t h e  M u l t i - s t a t e  Taj-: C o m m i s s i o n :  A l a s k a ,  
C a l i f o r n i a ,  C o l o r a d o ,  F l o r i d a ,  I d a h o ,  I n d i a n a ,  M a s s a c h u s e t t s ,  
M o n t a n a ,  N e w  H a m p s h i r e ,  N o r t h  D a k o t a ,  O r e g o n  a n d  U t a h .

2. C o n t a i n e r  C o r p .  o f  A m e r i c a  v. F r a n c h i s e  T a x  B o a r d ,  1 0 3  S. Ct.

2 9 3 3  ( 1 9 8 3 ) .  Ir. t h i s  d e c i s i o n ,  t h e  U . S .  S u p r e m e  C o u r t  
u p h e l d  C a l i f o r n i a ' s  r i g h t  t o  i m p o s e  w o r l d w i d e  u n i t a r y  o n  

U . S .  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  a s  d i s c u s s e d  l a t e r  i n  t h i s  
p a p e r ;  h o w e v e r ,  t h e  c o n t i n u e d  v a l i d i t y  o f  t h i s  d e c i s i o n  is 

o p e n  t o  s e m e  s e r i o u s  s p e c u l a t i o n .
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W H Y  D I D  S T A T E S  U S E  W O R L D W I D E  U N I T A R Y ?

O n  a n  e m o t i o n a l  l e v e l ,  b u s i n e s s  f e l t  t h a t  s t a t e s  u s e d  u n i t a r y  
s i m p l y  t o  i n c r e a s e  t a x  r e v e n u e s ;  s t a t e s ,  b y  c o n t r a s t ,  s a w  
w o r l d w i d e  u n i t a r y  a s  a  w e a p o n  a g a i n s t  w h a t  t h e y  p e r c e i v e d  as  

w i d e - s p r e a d  c h e a t i n g  b y  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  s h i f t i n g  of 

i n c o m e  f r o m  t h e  U n i t e d  S t a t e s  t o  t a x  h a v e n s .  F o r t u n a t e l y ,  t h e s e  
p u r e l y  e m o t i o n a l  r e s p o n s e s  o n  b o t h  s i d e s  h a v e  b e e n  a m e l i o r a t e d  

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

h a v e  b e c o m e  a m e n a b l e  t o  a  m o r e  o b j e c t i v e  a n a l y s i s .

F o r  i n s t a n c e ,  i n  t h e  C o n t a i n e r  c a s e ,  t h e  U. S. S u p r e m e  C o u r t  h a d  

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

" O n e  w a y  o f  d e r i v i n g  l o c a l l y  t a x a b l e  i n c o m e  i s  o n  t h e  b a s i s  

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

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

a b l e  t r a n s f e r s  o f  v a l u e  t h a t  t a k e  p l a c e  a m o n g  t h e  c o m p o n e n t s  

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

O B J E C T I O N S  T O  W O R L D W I D E  U N I T A R Y

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

t e s t s ,  m o s t  i n t e g r a t e d  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  w o u l d  c o n c e d e  

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

t h o s e  e n g a g e d  s u b s t a n t i a l l y  i n  t h e  s a m e  l i n e  o f  b u s i n e s s .  T h e  

r e a l  q u e s t i o n  is t h e  n e c e s s i t y  a n d  d e s i r a b i l i t y  o f  e x t e n d i n g  t h e  

u n i t a r y  p r i n c i p l e  t o  f o r e i g n  o p e r a t i o n s .

. I t  i s  t h e  v e r y  n a t u r e  o f  t h e  t h r e e  f a c t o r  a p p o r t i o n m e n t  
/ 3

f o r m u l a '  t h a t  i n c o m e  a u t o m a t i c a l l y  m i g r a t e s  t o  h i g h  p r i c e / h i g h  

w a g e  j u r i s d i c t i o n s .  W h e n  t h e  f o r m u l a  i s  a p p l i e d  t o  U. S .  

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

d i s t o r t i o n s  b e t w e e n  s t a t e s  is i n s i g n i f i c a n t .  H o w e v e r ,  a s  a

3. M o s t  s t a t e s  u s e  a n  i n c o m e  a p p o r t i o n m e n t  m e t h o d  b y  m e a n s  o f  a
t h r e e  f a c t o r  f o r m u l a  t h e y  a s s u m e  t h a t  t h e i r  s t a t e ' s  p r o p e r

s h a r e  o f  a m u l t i - s t a t e  i n c o m e  i s  t h e i r  s t a t e ' s  p e r c e n t a g e  of 
i n - s t a t e  p r o p e r t y ,  p a y r o l l ,  a n d  s a l e s  c o m p a r e d  t o  t h e  
c o r p o r a t i o n ' s  t o t a l  d o m e s t i c  ( U . S . )  p r o p e r t y ,  p a y r o l l ,  a n d  s a l e s .
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g e n e r a l  r u l e ,  w a g e s  a n d  p r i c e s  a r e  s u b s t a n t i a l l y  l o w e r  i n  f o r e i g n  

c o u n t r i e s .  D u e  t o  t h e s e  l o w e r  c o s t s ,  f o r e i g n  o p e r a t i o n s  m a y  a l s o  

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

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

d i s t o r t i o n .  T h i s  d i s t o r t i o n  i s  c o m p o u n d e d  b y  e x c h a n g e  r a t e  

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

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

u n i t a r y :

T A B L E  1.

A P P O R T I O N E D

S A L E S  P R O P E R T Y  P A Y R O L L  I N C O M E  I N C O M E

D O M E S T I C :

I n - S t a t e  1 0 0  2 0 0  1 2 0
E v e r y w h e r e  1 , 0 0 0  4 , 0 0 0  2 , 0 0 0

F a c t o r  .10 .05 .06

I n c o m e  40
A v e r a g e  F a c t o r  .07

( e q u a l s  .07 t i m e s  i n c o m e  o f  1 1 0 )  2 . 8 0

W O R L D W I D E :

I n - S t a t e  1 0 0  2 0 0  1 2 0
E v e r y w h e r e  2 , 0 0 0  6 , 6 6 7  3 , 0 0 0

F a c t o r  .05 .03 .04

I n c o m e  1 0 0
A v e r a g e  F a c t o r  .04

( e q u a l s  .04 t i m e s  i n c o m e  o f  1 0 0 )  4 . 0 0

D I S T O R T I O N  4 3 % ^ 4

4. T h e  d i s t o r t i o n  p e r c e n t a g e  (43%) i s  c a l c u l a t e d  b y  c o m p a r i n g  

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



I n  t h i s  e x a m p l e ,  6 0 %  o f  t o t a l  i n c o m e  w a s  e a r n e d  o u t s i d e  o f  t h e  

U . S . ,  but. f o r e i g n  o p e r a t i o n s  e m p l o y e d  o n l y  4 0 %  o f  t h e  i n c o m e -  

p r o d u c i n g  f a c t o r s  J ' *’ T h i s  d i s p a r i t y  p r o d u c e s  a  d i s t o r t i o n  

o f  4 3 % .

T h e  q u e s t i o n  i n e v i t a b l y  a r i s e s ,  i f  t h e  u n i t a r y  g r o u p  i s  l i m i t e d  

t o  " w a t e r ' s  e d g e " ,  h o w  s h o u l d  f o r e i g n  i n c o m e  r e p a t r i a t e d  i n  t h e  

f o r m  o f  d i v i d e n d s  b e  t r e a t e d ?  I n  t h e  a b o v e  e x a m p 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  r e p a t r i a t e d ,  f o r  i n s t a n c e ,  a t  a  5 0 %  r a t e  w o u l d  

r e s u l t  i n :

T A B L E  2.

D o m e s t i c  U n i t a r y  I n c o m e  40
F o r e i g n  D i v i d e n d s  ( 5 0 %  o f  60) 30

T o t a l  70

D o m e s t i c  F a c t o r  X  .07

A p p o r t i o n e d  I n c o m e  4 . 9 0

O b v i o u s l y ,  i n c l u d i n g  a s  m u c h  a s  50 p e r c e n t  o f  f o r e i g n  d i v i d e n d s  
i n  a " w a t e r ' s  e d g e "  m e t h o d  i n  a c o r p o r a t i o n ' s  t o t a l  U . S .  t a x a b l e  
i n c o m e  p r o d u c e s  e v e n  g r e a t e r  d i s t o r t i o n s  t h a n  t h o s e  p r o d u c e d  b y  

t h e  " p u r e "  w o r l d w i d e  u n i t a r y  m e t h o d .

I n  t e s t i m o n y  o n  u n i t a r y  t a x a t i o n ,  ̂ ' R o b e r t  N. M a t t s o n  I B M  

A s s i s t a n t  T r e a s u r e r ,  h a s  e m p h a s i z e d  t h i s  p o i n t :

" L E T  N O  O N E  M I S U N D E R S T A N D  T H I S  P O I N T :  I N C L U S I O N  O F  F O R E I G N  
D I V I D E N D S  I N  T H E  S T A T E ' S  T A X  B A S E  I S  C L E A R L Y  A N  E X P A N S I O N  
O F  T H E  W O R L D W I D E  U N I T A R Y  T A X  A N D  N O T  A N  A D O P T I O N  O F  A  

W A T E R ' S - E D G E  A P P R O A C H .

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

w o r l d w i d e  u n i t a r y  m e t h o d .  J u s t  r e c e n t l y ,  w e  h a v e  r a n k e d  
o u r  i n v e s t m e n t s  b y  s t a t e s  a n d  h a v e  f o u n d ,  f o r  e x a m p l e ,  t h a t  
i t  c o s t  u s  a b o u t  f i v e  m i l l i o n  d o l l a r s  a y e a r  m o r e  i n  i n c o m e  
t a x e s  t o  l o c a t e  a n e w  p l a n t  i n  C a l i f o r n i a  i n s t e a d  o f  i n  
T e x a s ,  I n d i a n a ,  N e w  Y o r k ,  O h i o ,  A l a b a m a  o r  11 o t h e r  s t a t e s .  
I n  a d d i t i o n  b u s i n e s s  p a y s  o n l y  a b o u t  20 p e r c e n t  o f  t h e i r  
s t a t e  t a x e s  i n  C o r p o r a t e  i n c o m e  t a x e s .  T a x e s  o t h e r  t h a n

5. I r o n i c a l l y ,  as f o r e i g n  p r o d u c t i v i t y  i n c r e a s e s ,  o r  d o m e s t i c  
p r o d u c t i v i t y  d e c r e a s e s ,  t a x  i n  u n i t a r y  s t a t e s  i n c r e a s e s  1

6. R o b e r t  N. M a t t s o n  S t a t e m e n t ,  1 9 8 4  C o n g r e s s i o n a l  C o n f e r e n c e  

o n  U n i t a r y  T a x a t i o n ,  S e p t e m b e r  1 4 ,  198 4 .

6



j - n
Fairbanks Daily News-Miner, Fai

’W a t e r ’ s  e d g e ’ t a x  
s t a n d s  t o  b e n e f i t  

s t a t e  c o f f e r s
State Rep. Tom Moyer, D 

Fairbanks, is moving quickly 
this legislative session to re 
write state corporate income 
tax laws in ways he believes will 
attract more foreign companies 
to invest here.

Moyer introduced HB 12. with 
R ep . N ii lo  K op on en . D- 
Fairbanks. and two others as co­
sponsors. to change the corpo­
rate income tax reporting for­
mula from the "wor'dwide com­
bined" method used here for 
almost two decades to a "wa­
ter s cage" formula.

You don t have to be a tax 
attorney to appreciate the dif­
ference. although it would help. 
The whole issue revolves around

how a political jurisdiction like 
the State of Alaska should deter­
mine how much of a multination­
al corporation's income comes 
from operations in just our state.

T he w orldw ide com bined  
m e th o d  o f f e r s  a s im p le  
approach. It totals all of a cor­
porations income, then calcu­
lates a share for Alaska by tak­
ing into account the corpora­
tion 's property, payroll and 
sales in Alaska.

Prudhoe Bay oil companies 
like this because their payroll 
and sales in Alaska are very 
small, relative, to other areas, so 
their corporate income tax pay­
ments here were quite low in 
comparison to the huge profits 
they made from oil produced 
here. This led the Legislature in 
1977 to adopt a “ sep arate  
accounting" formula just for oil 
companies, aimed at taxing a 
more accurately calculated estl 
mate of their real Alauka in 
come.

This wasn't popular among 
the oil companies and they chal­
lenged the constitutionality of 
separate accounting. In 1981. 
while the challenge was still in 
court, a group of Anchorage Re­
publicans took over the lead­
ership of the State House and re­
pealed the separate accounting 
law.

The U.S. Supreme Court even­
tually ruled separate account­
ing wi*s constitutional, but by 
then Alaska had already gone 
back to worldwide combined, at 
the cost of many millions of dol­
lars a year.

But during this sam e time 
most other states were following 
Alaska's lead of 1977 and chang­
ing all corporate income tax to 
"water's edge," which is basi­
cally an easier form of separate 
accounting. It's more compli­
cated than worldwide combined 
bee&use it has to calculate a ■ 
m ultinational corporation's I 
earnings just from Alaska, stop­
ping at our "water's ed g e .' but 
it's more fair and it keeps Alas­
kan revenue agents out of a fore­
ign corporation's other books.

By the late 1980s Alaska was 
the last state to still use worl­
dwide combined corporate in­
come tax reporting. A change 
we pioneered is used by every­
one but. us.

In 1988 a bunch of Republicans in the Alaska Legisalture hired 
Arthur B. Laffer, the economist 
whose teachings guided Ronald 
Reagan in developing "Reaga­
nomics.’' to tell us bow we could 
change our tax codes to help 
business. Laffer's champions in 
Juneau were rather shocked 
when he told them one of the best 
and fastest changes they should 
make was to scrap worldwide 
combined accounting.

“ The worldwide combined 
m ethod d iscourages invest­
ments in Alaska by foreign cor 
porations," Laffer flatly stated. 
“ For exam ple, the Idemitsu 
Company has postponed de­
velopment of the Wishbcne Hill 
coal deposit because it believes 
the cost of the porject will be too 
high if their taxes are computed 
using worldwide combination. 
Foreign corporations are reluc­
tant to have their books on op­
erations outside the United 
States exam iend by auditors 
from Alaska."

Laffer noted that in Fiscal 
Year 1977 non-oil corporate in­
come taxes in Alaska totaled 
only $20.5 million, or t.l percent 

| of the state's total general fund 
revenues. " . . .  the way many

(See PRATT. Page B-6)

PRATT: Changing
(Continued from P ag e  B-l)

businesses are avoiding Alaska’s  
relatively high unitary tax is by not 
locating in Alaska." Laffer said, 

i "The only businesses locating in 
I Alaska will be those that cannot do 
I business elsewhere.
I "Aside from natural resource 
I processing firms, the state’s  con- 
I t in u e d  u s e  o f a w o r ld w id e-  
j combined unitary tax will discour- 
: age non-resource processing multi- 
’, national corporations from locat- 

ing in Alaska." Laffer predicted.
The problem with fixing this is 

: that too many people like to play 
with the solution. Former Gov.

] Steve Cowper tried to push a “wa- 
J ter's edge" bill through last year 
I that would have only applied to 
' foreign corporations, leaving U.S.
I multinational corporations under 
I the higher tax formula.

-I  HB 12 still has some problems.
I One has to consider the fairness to 

sm all A laska corporations who 
won't get some tax breaks allowed 
large outside com petitors, ard 
there may be some problem with 
excluding the oil companies from 
the deal.

But when Moyer brought HB 12 
out for its first hearing last week, it

formula
drew support from the Anchorage 
Chamber of Commerce, the Alaska 
State Chamber of Commerce, the 
Alaska Miners Association, and the 
Anchorage Economic Develop­
ment Corp.

The Department of Revenue re­
ported that the change would cost 
at most $3 million a year in lost re­
venue and require luring four new 
auditors, certainly a cheap price to 
pay for z even a hint of foreign in 
'ercst in Alaska.■ 1'ree-lance |oumalitt Kred Praltkai if en covering Alaska fiuMnr m a ad patiUci '•ir the tta»t Ik vrarv



A nn R F Q s ; n i?
S E N A T O R  F R A N K  H. M U R K O W S K I  

T O
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  
—  March 26, 1991

N E W  W O R L D  O R D E R
I began today by pointing out three m ajor events addressing us in 1991. The first was the - war in the G u lf, and the second is the New W orld  O rder. President Bush embraced this idea to pu ll allies together during the Persian G u lf crisis. The new world order also entails multilateral cooperation on economic issues.
A laska is positioned perfecdy to p lay a key ro le  in the new economic w orld  order. As cooperation and interdependence grow, so w ill opportunities for Alaskans.Basic is the need to attract outside capital — that is the on ly way to guarantee long-term econom ic growth. The legislature should discard A laska's outdated unitary tax system. By attracting capital we w ill fu lf i l l our potential as a natural jum ping-off point fo r corporations doing business in ou r pan o f  the world.



ALASKA MINERS ASSOCIATION, INC.
501 W. Northern Lights Blvd.. Suite 203. Anchorage. Alaska 99503 FAX: (907) 278-7997 Telephone: (907) 278-0347

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  H B  12 r e g a r d i n g  U n i t a r y  T a x  and  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  i n  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 h e  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 he  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 t he  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  in 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 ,

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

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



Xerox Corporation 
4341 B. Street 
Anchorage, Alaska 99503 
(907)561-8200

February 7 ,1991

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 dom estic  and fore ign  
corporations should  m ake Alaska a more attractive place to  invest. W e  
definitely recommend its passage.

Sincerely,

XEROX CORPORATION

Ann Laurence 
M anager, Xerox Alaska

Larry Imhdf
Manager, Xerox Alaska



« Algtos Peg t e a  Secret ♦

GREATER PALMER 
CHAMBER OF COMMERCE

M a r c h  14, 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 0 B o x  V 
J u n e a u ,  A K  9 9 8 1 1

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

O u r  B o a r d  of D i r e c t o r s  h a s  r e v i e w e d  H o u s e  B i l l  No. 12 p e r  y o u r  
r e q u e s t  to S a r a  H o r n e r ,  i m m e d i a t e  p a s t  p r e s i d e n t .

T h e  d e c i s i o n  w a s  m a d e  to s u p p o r t  t h e  A l a s k a  S t a t e  C h a m b e r  of 

C o m m e r c e  p o s i t i o n  o n  t h i s  l e g i s l a t i o n .  T h e y  f e e l  t h e  l e g i s l a t i o n  
w i l l  be g o o d  f o r  A l a s k a .

W e  a p p r e c i a t e  y o u r  r e q u e s t i n g  o u r  i n put.  

S i n c e r e l y

$

D e l o r e s  P r i c k e t t  
E x e c u t i v e  D i r e c t o r

cc: Rep. L a r s o n  & C a r n e y
Sen. K e r t t u l a  & M e n a r d

■ 4*
'NS*

°3 A  I 3 0 3 y

P.O. B o x  4 5  • Palmer, Alaska 9 9 6 4 5 - 0 0 4 5  • (907) 745-2880



Bogle & Gates memorandum

A p r i l  1, 1 9 9 1  2 1 6 8 8 / 0 1 0 1 2

TO: H o u s e  F i n a n c e  C o m m i t t e e  M e m b e r s

F R O M :  B r i a n  w. D u r r e l

RE: W a t e r ' s  E d g e  T a x  L e g i s l a t i o n

W h a t  is B a r c l a y s 1? I t  is a r e c e n t  C a l i f o r n i a  C o u r t  of 

A p p e a l s  d e c i s i o n  h o l d i n g  t h a t ,  a s  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 ,  t h e  C a l i f o r n i a  " 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  
( " W W C R " )  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.S. 

C o n s t i t u t i o n - .  A  u n i t a r y  g r o u p  is a g r o u p  o f  c o r p o r a t i o n s  w i t h  
c o m m o n  o w n e r s h i p  t h a t  h a v e  a t t r i b u t e s  o f  f u n c t i o n a l  i n t e g r a t i o n ,  
c e n t r a l i z e d  m a n a g e m e n t  a n d  e c o n o m i e s  o f  s c a l e .  A  f o r e i g n - b a s e d  
u n i t a r y  g r o u p  i s  o n e  in w h i c h  t h e  p a r e n t  c o r p o r a t i o n  is b a s e d  i n  
a c o u n t r y  o t h e r  t h a n  t h e  U . S .  B y  c o n t r a s t ,  a u n i t a r y  g r o u p  w i t h  

a p a r e n t  c o r p o r a t i o n  b a s e d  i n  t h e  U.S. i s  k n o w n  a s  a d o m e s t i c - b a s e d  
u n i t a r y  g r o u p .  A  W W C R  m e t h o d  is o n e  w h i c h  t a x e s  a p o r t i o n  o f  a
u n i t a r y  g r o u p ' s  i n c o m e  n o  m a t t e r  w h e r e  i t  w a s  e a r n e d  i n  t h e  w o r l d .
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  is an i n t e r m e d i a t e  a p p e l l a t e  c o u r t .  

I t s  d e c i s i o n  w a s  a p p e a l e d  b y  t h e  C a l i f o r n i a  F r a n c h i s e  T a x  B o a r d  t o  
t h e  C a l i f o r n i a  S u p r e m e  C o u r t  w h i c h  h a s  a c c e p t e d  t h e  a p p e a l .  A  
r u l i n g  is n o t  e x p e c t e d  f r o m  t h e  C a l i f o r n i a  S u p r e m e  C o u r t  f o r  a t  
l e a s t  a y e a r .  I t s  d e c i s i o n  - n o  m a t t e r  w h a t  it is - is e x p e c t e d  
t o  b e  a p p e a l e d  t o  t h e  U . S .  S u p r e m e  C o u r t .

W h a t  e f f e c t  d o e s  B a r c l a y s  h a v e  o n  A l a s k a ? B a r c l a y s  w i l l

h a v e  s u b s t a n t i a l  p e r s u a s i v e  w e i g h t  t o  a n y  A l a s k a  c o u r t  w h i c h  m a y  

b e  p r e s e n t e d  w i t h  t h e  i s s u e  o f  t h e  c o n s t i t u t i o n a l i t y  o f  A l a s k a ' s  

W W C R  a s  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 .  O n l y  a d e c i s i o n  

o f  t h e  U . S .  S u p r e m e  C o u r t ,  h o w e v e r ,  w o u l d  b e  c o n t r o l l i n g  u p o n  a n  

A l a s k a  c o u r t  a d d r e s s i n g  t h i s  i s s u e .  B a r c l a y s  a p p e a r s  t o  i m p a c t  

e q u a l l y  A l a s k a ' s  i n c o m e  t a x  i m p o s e d  b o t h  u p o n  f o r e i g n - b a s e d  n o n - o i l  
& g a s  a n d  f o r e i g n - b a s e d  o i l  & g a s  u n i t a r y  g r o u p s .  B o t h  a r e  

c u r r e n t l y  t a x e d  u n d e r  W W C R .  It is i m p o r t a n t  t o  n o t e  t h a t  
d o m e s t i c - b a s e d  u n i t a r y  g r o u p s  a r e  u n a f f e c t e d  b y  B a r c l a y s . In fact, 
a n  e a r l i e r  U.S. S u p r e m e  C o u r t  case, C o n t a i n e r  C o r p .  . h e l d  t h a t  

C a l i f o r n i a ' s  W W C R  w a s  c o n s t i t u t i o n a l  a s  a p p l i e d  t o  d o m e s t i c - b a s e d  
u n i t a r y  g r o u p s .  W e  h a v e  n o  d a t a  as t o  t h e  n u m b e r  o f  n o n - o i l  & g a s  
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  d o i n g  b u s i n e s s  i n  A l a s k a .  U p o n  
i n q u i r y ,  w e  h a v e  l e a r n e d  t h a t  p e r h a p s  a s  f e w  as t h r e e  o i l  & g a s  

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  d o  b u s i n e s s  i n  A l a s k a ,  w i t h  t h e  m o s t  
s i g n i f i c a n t  b e i n g  BP.

C : \ O O C S \ r i S H C 8 . w x



Memorandum to  House F inance Committee Members
A p r i l  1, 1991
Page 2

W o u l d  B a r c l a y s 1 e f f e c t  b e  r e t r o a c t i v e ? I f  A l a s k a ' s  

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

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

t a x  w a s  p a i d  u n d e r  p r o t e s t .  A  y e a r  i s  g e n e r a l l y  o p e n  i f  t h e  r e t u r n  
w a s  f i l e d  w i t h i n  t h e  p r i o r  t h r e e  y e a r s  o r  t h e  t a x  w a s  p a i d  w i t h i n  

t h e  p r i o r  t w o  y e a r s .

H o w  d o e s  H B  12 a d d r e s s  t h a t  e f f e c t ? H B  12 is a b i l l  t h a t  

w o u l d  c h a n g e  t h e  m e t h o d  o f  r e p o r t i n g  f r o m  a W W C R  t o  a " w a t e r ' s  
e d g e "  c o m b i n e d  m e t h o d .  A  w a t e r ' s  e d g e  m e t h o d  t a x e s  o n l y  i n c o m e  

e a r n e d  w i t h i n  t h e  " w a t e r ' s  e d g e "  o f  t h e  U . S .  T h e  b i l l  a p p l i e s  
e q u a l l y  t o  f o r e i g n - b a s e d  a n d  d o m e s t i c - b a s e d  u n i t a r y  g r o u p s .  T h e  

b i l l  d o e s  n o t  a p p l y  t o  c o r p o r a t i o n s  e n g a g e d  i n  t h e  p r o d u c t i o n  o r  
t r a n s p o r t a t i o n  o f  o i l  & g a s .  T h e  w a t e r ' s  e d g e  m e t h o d  o f  r e p o r t i n g  
d o e s  n o t  a f f e c t  b u s i n e s s  a c t i v i t i e s  t h a t  a r e  w h o l l y  f o r e i g n .  
T h e r e f o r e ,  t h e  w a t e r ' s  e d g e  m e t h o d  o f  r e p o r t i n g  d o e s  n o t  v i o l a t e  
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 . S .  C o n s t i t u t i o n .

W h a t  is t h e  d i f f e r e n c e  b e t w e e n  w o r l d w i d e  a n d  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 ? C o m b i n e d  r e p o r t i n g  m u s t  i n c l u d e  s o m e  m e t h o d  
o f  a l l o c a t i n g  a p o r t i o n  o f  t h e  u n i t a r y  g r o u p ' s  i n c o m e  t o  A l a s k a  f o r  

i n c o m e  t a x  p u r p o s e s .  T h e  p o r t i o n  is u s u a l l y  d e t e r m i n e d  b y  
c o m p a r i n g  t h e  a m o u n t s  o f  t h r e e  f a c t o r s  - s a l e s ,  p r o p e r t y  a n d  

p a y r o l l  - w i t h i n  t h e  S t a t e  t o  t h e  a m o u n t s  f o u n d  t h r o u g h o u t  t h e  
e n t i r e  w o r l d  (i.e., w o r l d w i d e )  o r  w i t h i n  t h e  b o u n d s  o f  t h e  U. S .  
( i . e . ,  w a t e r ' s  e d g e ) .  E a c h  o f  t h e  t h r e e  f a c t o r s  is r e d u c e d  t o  a 
f r a c t i o n ,  t h e  n u m e r a t o r  o f  w h i c h  is, f o r  i n s t a n c e ,  t h e  s a l e s  in  
A l a s k a .  U n d e r  t h e  w o r l d w i d e  m e t h o d  t h e  d e n o m i n a t o r  w o u l d  b e  t h e  

s a l e s  o f  t h e  u n i t a r y  g r o u p  t h r o u g h o u t  t h e  w o r l d .  U n d e r  t h e  w a t e r ' s  

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

w i t h i n  t h e  w a t e r ' s  e d g e  o f  t h e  U . S .  U n d e r  t h e  w o r l d w i d e  m e t h o d ,  
t h e  a v e r a g e  o f  t h e  t h r e e  f a c t o r s '  f r a c t i o n s  w o u l d  t h e n  b e  

m u l t i p l i e d  b y  t h e  w o r l d w i d e  i n c o m e  o f  t h e  u n i t a r y  g r o u p .  U n d e r  t h e  
w a t e r ' s  e d g e  m e t h o d ,  t h e  a v e r a g e  o f  t h e  t h r e e  f a c t o r s '  f r a c t i o n s  
w o u l d  t h e n  b e  m u l t i p l i e d  b y  j u s t  t h e  i n c o m e  o f  t h o s e  m e m b e r s  o f  t h e  

u n i t a r y  g r o u p  w h i c h  c o n d u c t  s u b s t a n t i a l  a c t i v i t y  w i t h i n  t h e  w a t e r ' s  

e d g e  o f  t h e  U. S .  T h e  t a x  g e n e r a t e d  f r o m  t h e  w a t e r ' s  e d g e  m e t h o d  
i s  n o t  n e c e s s a r i l y  l e s s  t h a n  t h e  t a x  g e n e r a t e d  f r o m  t h e  w o r l d w i d e  

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

i n  m a n y  c a s e s  t h e  t a x  f r o m  a  w a t e r ' s  e d g e  m e t h o d  w i l l  b e  g r e a t e r  
t h a n  t h e  t a x  f r o m  a w o r l d w i d e  m e t h o d .  W h i c h  m e t h o d  p r o d u c e s  t h e  

g r e a t e r  a m o u n t  of t a x  d e p e n d s  u p o n  w h e t h e r  a u n i t a r y  g r o u p ' s  
f o r e i g n  o r  d o m e s t i c  a c t i v i t i e s  a r e  m o r e  p r o f i t a b l e .

M u s t  H B  12 a d d r e s s  t h e  i n c o m e  t a x  u p o n  o i l  a n d  g a s  
c o m p a n i e s ? T h e  d i f f e r i n g  m e t h o d s  o f  t a x a t i o n  f o r  o i l  & g a s  

c o r p o r a t i o n s  and, u n d e r  H B  12, f o r  n o n - o i l  & g a s  c o r p o r a t i o n s  d o  

n o t  a p p e a r  t o  c r e a t e  a c o n s t i t u t i o n a l  p r o b l e m .  I n  t h e  A R C O J c a s e ,  
t h e  A l a s k a  S u p r e m e  C o u r t  u p h e l d  t h e  u s e  o f  t h e  s e p a r a t e  a c c o u n t i n g

C t \ O O C J \ f  I S mC R .M M
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m e t h o d  o f  r e p o r t i n g  f o r  o i l  & g a s  c o r p o r a t i o n s  d e s p i t e  t h e  c l a i m  

t h a t  i t  v i o l a t e d  t h e  e q u a l  p r o t e c t i o n  c l a u s e  b e c a u s e  o t h e r  
c o r p o r a t i o n s  w e r e  t a x e d  u n d e r  a d i f f e r e n t  a n d  ( a r g u a b l y )  m o r e  

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

b y  H B  12 w o u l d  a l m o s t  c e r t a i n l y  w i t h s t a n d  a n  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 h e  o i l  & g a s  i n d u s t r y  d o e s  n o t  a p p e a r  t o  b e  c o n c e r n e d  
w i t h  H B  12. T h e  i n d u s t r y ' s  f e a r  o f  s e p a r a t e  a c c o u n t i n g  a p p e a r s  t o  

h a v e  k e p t  i t  f r o m  a d v o c a t i n g  a n y  c h a n g e  t o  t h e  m e t h o d  i n  w h i c h  t h e  

S t a t e  t a x e s  o i l  & g a s  c o r p o r a t i o n s .  T h e r e f o r e ,  H B  12 n e e d  n o t  
a d d r e s s  t h e  m e t h o d  o f  t a x a t i o n  f o r  o i l  & g a s  u n i t a r y  g r o u p s .  
H o w e v e r ,  t h e  l i k e l y  i m p a c t  o f  B a r c l a y s  u p o n  t h e  c u r r e n t  m e t h o d  o f  
t a x i n g  f o r e i g n - b a s e d  o i l  & g a s  u n i t a r y  g r o u p s  m a y  m e a n  t h a t  t h e  
i s s u e  o f  c o n s t i t u t i o n a l i t y  s h o u l d  b e  a d d r e s s e d .

c c :  D a v i d  P. H a r l o w

1. B a r c l a y s  B a n k  I n t e r n a t i o n a l  L i m i t e d  v. F r a n c h i s e  T a x  B o a r d .  
2 7 5  C a l .  R p t r .  6 2 6  (Cal. Ct. A p p .  199 0 )

2. C o n t a i n e r  C o r p .  v- F r a n c h i s e  T a x  B o a r d . 4 6 3  U . S .  159, 1 0 3

S . C t . 2 9 3 3 ,  7 7  L . E d . 2 d  5 4 5  (1983)

3. A t l a n t i c  R i c h f i e l d  C o m p a n y  v. S t a t e  o f  A l a s k a . 7 0 5  P . 2 d  4 1 8  
( A l a s k a  1 9 8 5 )

C : \ D O C S \ F I S H tB .K t M
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M a r c h  l, 1991

T h e  Hon. Walter Hickel 

G o v e r n o r  of Alaska 

P.O. Box A
Juneau, Alaska 99811-0101 

U. S. A.

Dear G o v e r n o r  Hickel:

W e  are very pleased to k n o w  that Alaska legislature is n o w  deliberating 

an a m e n d m e n t  of the worldwide unitary taxation in Alaska.

W e  h a v e  o p p o s e d  the worldwide unitary taxation b e cause it h a m p e r s  

foreign c ompanies’ willingness to m a k e  investment. I h a v e  attached herewith 

the materials expressing o u r  position including the p a p e r  dated S e p t e m b e r  7, 

1988, w h i c h  w a s  p r e p a r e d  b y  Keidanren Investment Mission to y o u r  state a n d  

us e d  for the discussion during their stay there.

W e  are locking forward to the progress of deliberation in Alaska 

legislature toward the abolishment of the worldwide unitary taxation, a n d  

would appreciate y o u r  initiative in encouraging this movement.

Sincerely yours,

Attachment

Ka z uo  N u k a z a w a  

M a n a g i n g  Director



September 7, 1988

On the Worldwide U nitary T axation

, Keidanren Investment Mission

Alaska i s  the only remaining s t a t e  in  the  U.S. which s t i l l  

m aintains the worldwide u n i ta ry  ta x a t io n .  Keidanren Investment 

Mission urges Alaska to ab o lish  i t s  worldwide u n i ta ry  tax a t io n .

Under the worldwide u n i ta ry  ta x a t io n ,  a l l  the income of a 

corpora te  group i s  combined and su b jec t  to ta x a t io n  on the b as is  o
m

the p ro p e r ty ,  p a y ro l l  and s a le s  of not only  the  su b s id ia ry  

concerned, bu t a lso  the s u b s id ia ry 's  p a re n t  company and a l l  

ocher s u b s id ia r ie s  of the p a re n t ,  r e g a rd le s s  of th e i r  lo ca t io n .



We oppose the worldwide unitary taxation for the following

reasons.

1) Xu r e s u l t s  in  tax ing  the fo re ign -sou rce  income of fo re ig n  

e n t i t e s  beyond the j u r i s d i c t i o n  of the  in d iv id u a l  s t a t e ,  causing 

what amounts to double tax a tio n  and g iv ing  r i s e  to  a r b i t r a r y  

a p p l ic a t io n  of the tax .

2) I t  dev ia tes  from in te rn a t io n a l  customs and p r a c t ic e s  on 

ta x a t io n  based on se p a ra te  accounting.

3) I t  re q u ire s  an in o rd in a te  amount of time and c o s t  to  

t r a n s l a t e  documents, convert f ig u re s ,  and re v is e  t h e i r  f in a n c ia l  

s ta tem ents  to meet complicated requirem ents f o r  d is c lo s u re  of 

in form ation .



(3)

We cons ide r  t h a t  these  f a c to r s  hamper fore ign  companies' 

w i l l ingness  to inves t  in the s t a t e  t h a t  a p p l i e s  the worldwide 

u n ita ry  method of t ax a t io n .

Thus, the ex is tence  of the worldwide u n i ta ry  tax a t io n  in 

the S ta te  of Alaska provides the negative image to the general 

investment c l imate .

Keidanren Investment Mission i s  not  supposed to be involved in 

d i re c t  bus iness  t a l k s ,  but to r ep o r t  on the s t a t e ' s  o ve ra l l  investment 

climate to  i t s  members, co n s is t in g  of  915 major corpora t ions  and 1.20 

leading a s so c ia t io n s  in Japan. The worldwide u n i ta ry  t a x a t io n  issue 

will be an e s se n t i a l  p a r t  of the m is s io n ' s  rep o r t .



H o w  U.S. States Can Lose 
Business Investment

K e i d a n r e n  S t a t e m e n t  o n  W o r l d w i d e  U n i t a r y  T a x a t i o n

In February 1984 Keidanren (Japan Federation o f  

E c o nomic Organizations) sent a delegation to the 

United States to urge abolition of the worldwide 

unitary m e t h o d  o f  taxing corporate income that has 

been adopted by mor e  than 10 states. Under 

worldwide unitary taxation, all the income of a cor­

porate group is combined and subject to taxation in a 

state. Stated m o r e  specifically, taxation of the in­

c o m e  of a subsidiary located in a particular state in 

the United Stales is calculated on  the basis of the 

property, payroll, an d  sales of  not only the sub­

sidiary concerned but also the subsidiary's parent 

c o m p a n y  a n d  all other subsidiaries of the parent, re­

gardless of their location. This constitutes she extra­

territorial application of  law by the local state, an d  

it also results in double taxation. Furthermore, c o m ­

panies are forced to spend an inordinate a m o u n t  ,of 

time and m o n e y  to translate documents, convert 

currency figures, a n d  revise their financial statements 

to meet complicated requirements for disclosure o f  

information.

Below is a  s u m m a r y  of 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. A n d  if this tax m e t h o d  

spreads to other parts of the globe, it will be the 

United States a n d  its multinational corporations that 

will be hurt the most.

We regret that more rhan 10 states in the United 
States 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 steps 
by the Japanese business community have been in­
creasing. Worldwide unitary taxation resuits in tax­
ing the foreign-source income of foreign entities 
beyond the jurisdiction o f the individual state, caus­
ing what amounts to double taxation and giving nse 
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 unitary 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 investors the same 
fair, equitable and nondiscriminatory 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 
has 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 taxation oversteps the (ax juris­
diction o f the state and results in double taxation

Beyond tax jurisdiction
In practice, the worldwide unitary tax method im­

poses tax on the foreign-source income o f entities 
residing outside the state and even outside the United 
States by combining the income o f all corporations in 
the group to which the resident corporation belongs 
and apportioning it to each geographical area. This 
constitutes the extraterritorial application o f law by 
the local state, and does not reflect the actual state o f  
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, pan of the income earned from such transac­
tions will be apponioned 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 totally unrelated to that



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 p-ograras. The power to impose taxes 
derives from the general benefits and protection that 
a government provides to taxpayers and thejr 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 of income beyond its ju­
risdiction contradicts international practices and 
allows unreasonable taxation.

Inevitable double taxation

Under the system of separate accounting, cor­
porate group members not doing business in the 
United States are taxed on the income they earn out­
side the United States 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 taxes.

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 in 1978, its income under the 
worldwide unitary method was estimated to be 8.4 
times higher than its income under the system o f  
separate accounting, and a tax totaling 93 times the 
amount under the separate accounting system was 
imposed.’’ .

Corporation B states, "Even though we recorded a 
loss in the 1980 fiscal year, we were assessed tax total­
ing 294 times the minimum amount."

The sum of the tax burden of Corporation C from 
1979 through 1982 by the worldwide unita»*y method 
gives the corporation an effective tax rate of 101%, 
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 years of paying 
taxes according to the system of separate accounting, 
we were suddenly cold 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 1931 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 having to pay four to five times the tax amount we

had previously paid under the separate accounting . 
system.”

The taxable income that serves as the base for 
calculating the additional tax has already been taxed 
in Japan, where the parent company is domiciled. 
For a state to tax the same income again Is a clear 
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 G therefore makes it a pol­
icy to estimate a higher tax rate than normal when it 
starts up new projects in states where worldwide 
unitary taxation has been adopted.

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

Worldwide unitary taxation is impractical

Vague concept

Fair and just taxation is the fundamental principle 
o f modem taxation and is indispensable in obtaining 
the confidence o f taxpayers in the tax ystem. In this 
regard, it 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 a  willingness to abide by the system. A 
tax system that does not have dear procedures and 
relies on the arbitrary judgment o f tax authorities is 
deficient and inappropriate.

Under the unitary tax method, arbitrary treatment 
by tax authorities is inevitable because there is no 
dear definition of a “unitary business.” Some states 
apply a “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 part 
o f a unitary business by mere reason of its holding 
more than 50% of the stock of a U.S. subsidiary, 
even though the unities of use and operation were 
absent. There was no exchange of raw materials or 
goods between the Japanese parent and the U.S. sub­
sidiary, no centralization of managerial and super­
visory functions on the part of the parent, and no 
financing or loan guarantees provided to the sub­
sidiary by the parent.

In unitary taxation, the total income of a corporate 
group is generally distributed 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 o f many multina­
tional enterprises.



' Also, when income is apportioned by these three factors, the higher the level o f these factors are, the more income is apportioned to that company. Such levels are higher in the United States than in the developing countries, so stales 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 of 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 eco­nomic welfare o f that state. However, its payroll factor is more than twice as large, and in some years even four times as large, as its sales and property fac­tors. Because o f this, its income apportionment is ab­normally high."The more broadly the unitary tax is applied in the economically diverse areas o f the world, especially with regard to the value o f property, payroll, and sales, the greater will be the negative impact o f this ir­rational and ambiguous method o f taxation.We must also point out that the broader the ap­plication o f the unitary tax method, the greater the potential for instability o f state revenues due to am­biguity. Although the worldwide unitary tax method may enable states to collect income tax from corpora­tions domiciled in the state that have earned no in­come in a particular year, if the combined income of a unitary business shows a loss, it will result in a tax reduction or 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 world. 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 uni­tary taxation is applied in some years but not in others. And many other Keidanren men. jer corpo lions say that they were being taxed only on the com­bined incomes o f the U.S. subsidiary and Japanese parent, but suddenly and without any notification as to which companies were to be considered pan of their unitary business, the state tax authorities in­formed them that they would have to combine the in­comes of all affiliated companies.
Intolerable paperwork and costs

It is desirable that tax payment procedures 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 o f taxation is both troublesome and costly because o f its complicated concept o f taxation and computation o f taxable in­come. State tax authorities and companies alike have difficulty calculating tax amounts by the correct pro­cedures. As a result, arbitrary judgments by the tax authorities prevail, and taxpayers are forced to carry out costly, time-consuming procedures in order to comply.“ We have to revise financial statements that were prepared in Japan to comply with the U.S. standards o f accounting and tax code,” complains Corporation J. “ In addition, we also have to explain in detail in English the differences 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 work."Corporation L says, “ It takes time to collect infor­mation 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 that they comply with U.S. accounting standards is extremely time-con­suming.”Bank I reports, “ The California state tax author­ities told us that we had to calculate the amounts in the bad-dcbt reserves o f the parent bank and af­filiated batiks by the California method. The paper­work, which involved going back a number o f years and computing these amounts, was tremendous.”  When state tax authorities unilaterally decide that foreign-source income should be included in taxable income, it is the companies that 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 companies are part o f the unitary business, computing taxable income, and apportion­ing worldwide income. This is especially true for such multinationals as trading companies, which have numerous subsidiaries ail over the world.Corporations E and I  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 that when the rate o f penalty was raised, they paid the additional tax assessed, but registered a protest so tha* hey will be able to claim a refund if their claim is upheld.
' Worldwide taxation is detrimental to the sound development o f capital exchange

Negative impact on investment 

It is desirable that taxation have as neutral an ef­
fect as possible on corporate decisions wnere the



worldwide unitary tax is being enforced. However, 
the managements o f corporations domiciled in uni­
tary states are caught in a dilemma o f being unable 
to estimate their taxes 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 of 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."

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, "We would like 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 states have been applying the worldwide 
unitary tax."

Corporation O says, "We have been audited in the 
past, but we were never notified that we would be 
taxed on a worldwide unitary base. However, we are 
concerned about the possibility of being taxed un­
reasonably by the worldwide unitary 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 the international tax system

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 based 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 investments. Such efforts have 
contributed greatly to the expansion and develop­
ment o f the world economy.

Under these circumstances, it is most regrettable 
that a concept o f 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 o f international taxation that has been built 
up so far will collapse, and the development o f in­
ternational trade and investment will come to a 
complete halt with the ensuing scramble to collect as 
much tax as possible. If this should happen, the 
United States, which has more multinationals than 
any other country, would suffer the most damage.
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MEMORANDUM

TO:

FROM: Jay Livey yx
Legislative Analyst

RE: Unitary Taxation: An Examination of Alternatives
Research Request 85-012

You asked that we examine the unitary tax laws of Alaska and other 
states and present alternatives to the method of collection currently 
used in Alaska. This memorandum responds to your request. It begins 
with an explanation of the unitary tax and worldwide combined reporting, 
including supporting and opposing arguments. An explanation of Alaska's 
current corporate taxation method is followed by a discussion of 
alternatives to worldwide combined reporting as developed by a national 
task force. Issues which the task force were unable to resolve are 
also identified. Four alternatives to worldwide combined reporting 
are then discussed, and states'  experience with the alternatives are 
examined. The memorandum concludes with an analysis that focuses on 
the implementation of the options in Alaska.

SUMMARY

Alaska currently taxes corporate income by using a form of the unitary 
tax called worldwide combined reporting. The unitary tax is based on 
the concept that the total income of a corporation or of an affi l iated 
group of corporations engaged in a unitary (related) business activity 
can be apportioned among states based on the portion of total corporate 
business activities that occur in each state. Business activity in the 
state is generally measured by the level of corporate payrol1, property 
and sales. This apportioned income is the taxable income subject to 
particular state tax rates. Approximately forty states currently use 
some form of the unitary tax to apportion corporate income for state 
income tax purposes.

All states that use the unitary tax must determine the corporate income 
that is to be apportioned. Eleven states use a method called world­
wide combined reporting to do this. Worldwi de combi ned reporti ng
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totals all of the income from all subsidiary and affil iated corpora­
tions engaged in a unitary business even if they are located outside 
of the United States. The balance of unitary tax states use a waters 
edue approach which apportions only the income earned by the unitary 
Dusiness within the United States.

Worldwide combined reporting has recently been criticized by the United 
States government and both foreign and domestic multinational corpora­
tions. The federal government opposes worldwide combined reporting 
because of fear of sc ate interference in foreign trade and fear of 
reprisal by foreign nations whose multinational corporations are taxed 
by states using this method. Because states'  application of worldwide 
combined reporting to domestic multinational corporations has been 
upheld by the Supreme Court, federal action to date has been limited to 
persuading states to stop using this version of the unitary tax.

Domestic and foreign multinational corporations oppose the use of world­
wide combined reporting because they do not believe that states have 
the right to tax business act ivi t ies that occur outside of the United 
States. Also, these corporations claim that state taxation of these 
foreign activi t ies constitutes double taxation because this income has 
already been taxed by foreign governments. Foreign multinational cor­
porations have been especially vocal in their criticism of worldwide 
combined reporting. Recently, several Japanese corporations announced 
that they would make no further investments in states that used world­
wide combined reporting.

As a result of federal government opposition and the threats of economic 
reprisal by foreign corporations, several states have considered changes 
to worldwide combined reporting. The following alternatives are dis­
cussed in this memorandum:

1. Worldwide combined reporting for domestic corporations with
an alternative tax levied on foreign multinational corpora­
tions;

2. A waters edge method that includes foreign source dividends in
taxable income and includes 80/20 corporations within the
definition of waters edge;*

*80/20 corporations are U.S. based corporations that have 80 percent 
or more of their business activity occurring outside of the United 
States.
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3. A waters edge method that excludes foreign source dividends 
from income and excludes 80/20 corporations from the defini­
tion of waters edge; and

4. Separate accounting.

The corporate tax in Alaska generates approximately $260 million an­
nually, of which $230 million or 90 percent comes from the petroleum 
industry. It is interesting to note that the petroleum industry in 
Alaska is comprised of foreign multinational corporations, domestic 
multinational corporations and largely domestic corporations. This 
diversity of interest will have to be considered as alternatives to 
worldwide combined reporting are proposed.

Foreign multinational corporations in Alaska would be likely to support 
either of the waters edge options or separate accounting. Foreign cor­
porations were instrumental in supporting alternatives to worldwide com­
bined reporting that were adopted in Illinois and Oregon and proposed 
in California. All of these methods would mean that the worldwide 
income of these corporations would escape taxation by the states.

Domestic multinational corporations generally support alternatives that 
repeal worldwide combined reporting, but not at the expense of giving 
a competitive advantage to foreign multinationals. Domestic multina­
tional corporations generally support a waters edge option i f  foreign 
source dividends are excluded from taxable income. Representatives of 
Exxon noted that their corporation would be opposed to any alternative 
to worldwide combined reporting that included the taxation of these 
dividends. This position is consistent with that of domestic multi­
national corporations that opposed the passage of a bill in California 
that would have repealed worldwide combined reporting.

Although the Depar tment of Revenue was unable to provide revenue pro­
jections for the various alernatives to worldwide combined reporting, 
revenue would probably decline under all options. A waters edge ap­
proach that included foreign dividends in income determination would 
not effect revenues as much as the other options.

INTRODUCTION

The form of corporate taxation commonly known as the unitary tax is 
based on the concept that the most equitable and efficient method of 
determining corporate income subject to state taxation is formula 
apportionment. Formula apportionment divides the corporate income of 
a unitary business ainony the states in which tne corporation does 
business in proportion to the amount of corporate activity in the
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state. Most states determine the level of corporate activity by apply­
ing formulas that compare the corporate payroll, sales and property 
within the state to the total corporate payroll, sales and property.2 
For example, if a state determines that 10 percent of a corporation1s 
business activity (as determined by examining payroll, sales and prop­
erty factors) occurs within its borders, then 10 percent of the total 
corporate income is subject to state taxation.

Arguments Supporting Unitary Taxation

Formula apportionment is based on the concept that corporate activity 
in a state is a better measure of the state contribution to corporate 
income than accounting income based only on in-state operations. Two 
arguments are used by proponents of the tax to support this view. 
First ,  corporate transactions across state lines can be used to manipu­
late income to reduce corporate tax l iabi l i ty.  Second, the integrated 
nature of corporate activi t ies makes i t  difficult  and irrelevant to 
separate in-state activi t ies from the activi t ies of the corporation 
as a whole.

As an example of the f i r s t  argument, consider a business that manufac­
tures a product in one state but sells i t  through a subsidiary corpora­
tion located in another state. Both states have contributed to total 
corporate profit; however, taxable income in both states depends on the 
price at which the product is sold to the subsidiary. By adjusting 
this sales price, the corporation can transfer profit between states 
so that total tax l iabil i ty is minimized. To accurately determine the 
corporate income that should be taxed in the manufacturing state, the 
selling price of the product must be established as i f  there were no 
special relationship between the two corporations. This very difficult  
and expensive pricing process would have to be applied to all inter­
state corporate transfers for a state to levy the corporate tax e f f i ­
ciently.

The second argument for formula apportionment claims that the use of 
subsidiary and aff i l ia te  corporations does not mask the fact that all 
the corporate entit ies may be engaged in related business activities.  
As long as the corporate activi t ies relate to this unitary business, 
the contribution that each state makes to the corporate whole is the 
equitable base upon which to apportion taxable income.
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In State +• Property In State
ayroi Total Property
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Much of the controversy surrounding the application of formula appor­
tionment steins from its extension to multinational corporations. The 
concept of a unitary business has been applied to groups of affil iated 
corporations doing business in more than one state or nation. Conse­
quently, a group of affi l iated corporations performing different func­
tions (manufacturing, distributing, selling) but engaged in the same 
unitary business are treated as if they were a single corporation. The 
extension of this concept to all worldwide subsidiaries engaged in a 
unitary business is known as worldwide combined reporting. Currently, 
forty-five states apply formula apportionment to domestic corporations 
and 11 states (including Alaska) use worldwide combined reporting.

Opposition to States Use of Worldwide Combined Reporting

Although some cri t ics of the formula apportionment method maintain 
that accounting income should be the only basis upon which states 
should be allowed to tax, most criticism of the unitary tax is reserved 
for worldwide combined reporting. The most vocal of these cri t ics are 
domestic and foreign multinational corporations and the United States 
government.

Multinational corporations claim that state taxation of foreign a f f i l i ­
ates and subsidiaries results in double taxation because income is taxed 
by the foreign nation in which i t  was earned. Also, multinationals 
question the basic right of the states to tax act ivi t ies that occur 
outside of the borders of the United States. A third criticism claims 
that the use of the unitary method of formula apportionment, as opposed 
to traditional accounting methods, causes severe administrative burdens 
and duplication of accounting and reporting efforts.  Many multination­
als are also concerned that income distortion occurs because of the 
factors used to apportion income. Because payroll, property and sales 
costs in the United States are generally higher than similar costs in 
other parts of the world, states are able to claim a disproportionate 
share of the total worlwide income.

The federal government opposes the use of worldwide combined reporting 
by the states for two main reasons. First ,  the federal government 
claims that application of this method of income dist"ibution is a 
state intrusion into foreign policy considerations that are reserved 
for the federal government. As a result of this intrusion, the govern­
ment is not able to establish a consistent policy of taxation with its 
trading partners. Second, tne federal government fears retaliation 
against United States based multinational corporations by nations 
whose corporations have been subject to states'  application of worldwide 
combined reporting.

The federal government oposition to worldwide combined reporting is 
based on policy rather than legal arguments. Several recent United
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States Supreme Court cases, most recently Container Corporation versus 
the Franchise Tax Board of California, have upheld tne legality of state 
use of worldwide combined reporting.

Container presented two issues to the court: the definition of a uni­
tary business and the constitutionality of worldwide combined report­
ing. On the f i rs t  issue, the court held that states should be allowed 
to define unitary business as long as the state decision is "within 
the realm of permissible judgment." Basically, this means that the 
Supreme Court did not define “unitary business" but allows states to 
apply their own definitions of unitary as long as they are based on 
reasonable cri teria.

The court went on to rule that worldwide combined reporting is consti­
tutional because i t  does not violate either the due process clause or 
the commerce clause of the United States Constitution. Under the Due 
Process Clause of the 14th amendment, a minimal connection must exist 
between the corporation's activity and the taxing state,  and the income 
attributable to the state for taxing purposes must be rationally related 
to income generating values within the taxing state. The Commerce 
Clause stipulates that a state is prohibited from adopting a taxing 
scheme which places an extraordinary burden on interstate commerce.

It is important to note, however, that the Container case involved a 
foreign subsidiary of a domestic corporation. According to some legal 
analysts, the constitutionality of applying the unitary tax to foreign- 
based corporations is an issue that may be litigated in the future. 
However, until another Supreme Court case determines otherwise or 
until Congress acts to outlaw the unitary tax, states can legally 
apply i t  on both a worldwide and domestic basis.

Alaska Corporate Taxation

According to the Department of Revenue, Division of Audit, the State of 
Alaska collects about $260 million annually in corporate income taxes. 
Of this total,  approximately $230 million (90 percent) is paid by the 
petroleum industry. Although projections of future taxes indicate that 
corporate income tax revenue will increase, the share paid by the petro­
leum industry is expected to remain at about 90 percent.

Alaska Statute 43.20.065 provides that corporations with income both in­
side and outside Alaska must apportion their income for tax purposes ac­
cording to the Multistate Tax Compact. This compact, which has been 
adopted by 20 states including Alaska (AS 43.19), attempts to provide 
states witn a uniform metnod of applying corporate income taxes.

Generally, Alaska law requires that all "business income" is subject to 
apportionment and that an Alaska taxpayer conducting a unitary business
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inside and outside the state must combine all income from all members
of the unitary group. This combination may be on a domestic or inter­
national basis, depending on the particular configuration of the busi­
ness [15 AAC 20.300 (b)]. For most businesses in the state,  income
is apportioned using the basic three factor formula. However, the 
income from four industries--land transportation, airl ines,  construc­
tion and petroleum—is apportioned based on formulas designed specific­
ally for those industries. It should also be noted that business
act ivi t ies related to petroleum production occurring more than three
miles offshore are not included as in-state activity for income appor-
ti  onment.

The starting point for calculating the tax l iabi l i ty of a domestic 
corporation is consolidated Federal Net Income as reported for federal 
income tax purposes. Any taxes that are paid by the corporation to
state or local jurisdictions and are allowed as federal tax credits
must be added back to the federal net income figure. However, any
interest income received from federal government obligations (treasury 
bil ls or bonds) may be subtracted from federal net income because this 
is not considered to be business income. Other nonbusiness income
items are subtracted from the federal net income total .  The result
after these adjustments is the Alaska apportionable income.

If the corporation is part, of a domestic mul tinational corporation, 
these same adjustments are ir.uhe. In addition, the federal net income 
of all unitary foreign subsidiar, and af f i l ia tes is added. As with 
the domestic income, all taxes that had been deducted to arrive at the 
net income figure are added back. However, any dividends received from 
unitary subsidiaries whose income is already included in the combined 
income total should be subtracted. The same method is used for multi­
national corporations that have £ foreign parent. In these cases,
adjustments can be made for gains or losses from currency fluctuations.

ALTERNATIVES TO WORLDWIDE COMBINED REPORTING

Although we mentioned earl ier that some business leaders would like to 
see all applications of formula apportionment abandoned by the states, 
most efforts by business and tne federal government have been directed 
toward the repeal of worldwide combined reporting by the states that 
currently use i t .  After the Supreme Court declared worldwide combined 
reporting to be legal in the Container case, a task force of business 
leaders and state and federaT government officials was appointed by 
President Reagan to develop alternatives to worldwide combined report­
ing. The task force was able to agree on the following three principles 
to guide the states in taxing the income of multinational corporations:
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1. Foreign and domestic corporations should only be taxed on 
income that is earned by the unitary group within tne "waters 
edge".

2. Federal administrative assistance and cooperation with the 
states should be increased to promote full taxpayer disclosure 
and accountability.

3. A competitive balance between U.S. multinational corporations, 
foreign multinational corporations and purely domestic busi­
nesses should be encouraged.

Waters Edge Unitary Combination. This principle restricts the defini- 
tion of unitary combination to U.S. corporations included in a consoli­
dated return for U.S. tax purposes. It would exclude foreign subsidi­
aries and aff i l iates of domestic multinational corporations and the 
United States based subsidiaries and af f i l ia tes  of foreign multination­
al corporations. This waters edge approach can be contrasted with 
worldwide combined reporting, which includes all income from all 
foreign subsidiary and af f i l ia te corporations determined to be part of 
the unitary business.

Increased Federal Administrative Assistance. In return for the states'  
agreement to restr ict  the use of worldwide combined reporting, the 
federal government would agree to the following activi t ies to assist 
the states implement alternative taxation policies:

1. The federal government would require corporate taxpayers to 
fi le a domestic disclosure spreadsheet that would detail 
the corporate tax liabil i ty and method of calculation for each 
of the states in which the corporation operates.

2. The federal government would require states to retain a variety 
of tax and income information that would be made available to 
state tax auditors.

3. Corporate tax and income information received by the Internal 
Revenue Service from other nations would be available to the 
states.

4. The federal government would assist states in their examina­
tion of foreign transactions through training of state tax 
instructors and examination of taxpayer returns as well as 
increasing federal international auditing resources.

Competitive Balance. This principle promotes the philosophy that state 
tax policy should maintain the competitive balance among all business 
taxayers, including foreign multinationals, U.S. multinationals and
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purely domestic businesses. Specific arguments relating to competitive 
advantages under various forms of taxation will be examined as we 
present alternatives to worldwide combined reporting later in this 
memorandum. It is important to note, however, that, although the task 
force adopted tnis principle, the group made no recommendations as to 
how competitive balance should be achieved aside from expecting state 
policies to reflect the principle.

Unresolved Issues

In spite of the consensus reached by the task force concerning these 
three principles, two important issues relating to foreign dividends 
and 80/20 corporations were not resolved. It is the treatment of these 
issues that provides the basic distinctions and controversy among the 
various alternatives to worldwide combined reporting.

Dividends from foreign subsidiaries. The issue of the taxation of divi­
dends received by U.S. based multinational corporations from foreign 
subsidiaries becomes crit ical to states that replace worldwide combined 
reporting with the waters edge method. Worldwide combined reporting 
means that the worldwide income of all subsidiary and affi l iated cor­
porations that comprise the unitary business are combined to determine 
the income to be apportioned for state taxation. Under this scheme, 
there is no need to tax dividends sent to the parent corporation from 
foreign subsidiaries because the income from which the dividend is 
paid has already been included in the combined income. However, if 
waters edge restrictions are applied, foreign source income to the 
parent corporation will not be included in the income to be apportioned 
unless dividends are added to the domestic income.

State representatives on the task force presented several arguments for 
the inclusion of foreign source dividends. Four of these arguments are 
presented below:

• Di 'idends paid by any foreign corporation to any other taxpayer 
are taxable by the state. To exempt dividends paid to U.S. 
corporations and not those paid to other taxpayers is discrimi­
natory. The exclusion of foreign dividends as taxable income 
would favor foreign investment because purely domestic busi­
nesses are taxed on 100 percent of their income.

State renresentatives point out tnat because the income from 
which foreign dividends are paid may have already been taxed 
by a foreign government is no reason to exempt them from state 
taxation. Both state and federal governments tax incomes of 
individuals and businesses.
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• Foreign source dividends are an important part of the waters 
edge income of U.S. based multinational coprorations. Expenses 
incurred by tne U.S. parent corporation for research, capital 
formation and management all contribute to the income of for­
eign corporations as well as domestic ones. As long as these 
expenses are deductible for state tax purposes, the foreign 
source dividend income generated by those expenses should be 
taxable.

• Excluding foreign dividends would significantly reduce state 
revenues.

Business representatives cite the following reasons for not including 
foreign source dividends as part of waters edge income to be apportioned 
by the states:

State taxation of foreign source dividends is double taxation 
because the foreign nation in which the subsidiary is located 
has already taxed the income from which the dividends are 
paid. The federal government allows income deductions based 
on foreign taxes and the states should do the same.

Taxation of foreign source dividends is an income tax on 
worldwide income that domestic multinational corporations pay 
but foreign multinational corporatior.s would not. Domestic 
multinationals claim that this would put them at a competitive 
disadvantage with foreign multinational corporations.

• Foreign source dividends should not be taxed by states just to 
offset revenues lost tnrough the repeal of worldwide combined 
reporting. Other less ofrensive methods could be used by 
states to maintain revenues.

80/20 Corporations. 80/20 corporations are U.S. corporations with at 
least 80 percent of their property and payroll outside of the United 
States. The issue surrounding these corporations is their inclusion 
within the definition of waters edge. State representatives on the 
task force maintain that all U.S. corporations should be included 
within the waters edge while business representatives claim that these 
corporations should be excluded. Generally, the arguments used to 
support these claims are similar to those used in the dividend contro­
versy and will not be repeated here.
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ALTERNATIVES TO WORLDWIDE COMBINED REPORT ING--OTHER STATES EXPERIENCE

A number of technical changes could al ter the way in which states u t i ­
lize worldwide combined reporting: examples include applying different 
weights to the payroll, property and sales factors and redefining 
unitary. However, this memorandum will concentrate on taxation options 
that offer significant alternatives to Alaska's current use of worldwide 
combined reporting. The experience of several states that have recently 
proposed alternatives to worldwide combined reporting will also be ex- 

The following four taxation alternatives will be considered:

Worldwide combined reporting for domestic corporations with 
an alternative tax levied on foreign multinational corpora­
tions;

A waters edge method that includes foreign source dividends 
in taxable income and includes 80/20 corporations within the 
definition of waters edge;

A waters edge method that excludes foreign source dividends 
from income and excludes 80/20 corporations from the defini­
tion of waters edge; and

Traditional separate accounting.

Worldwide Combined Reporting That Excludes Foreign Multinationals

This alternative to traditional worldwide combined reporting allows 
United States subsidiaries of foreign corporation to pay an alternative 
tax ratner than a tax based on income apportioned using worldwide com­
bined reporting. Athough many types of alternate taxes could be de­
vised, state representatives on the unitary tax task force recommended 
that the tax be based on in-state property, payroll and sales and tne 
tax rate be based on the tax paid by firms in the same industry conduct­
ing unitary business in the state.

Proponents of this option claim that it  would reduce the threat of re­
taliation against U.S. corporations recently made by foreign govern­
ments. Proponents also claim that this option is a fair way to exclude 
foreign multinational corporations from worldwide combined reporting
while at the same time protecting the competitive advantage of U.S.
multinational corporations and purely domestic businesses. This option 
would protect state revenues and could be relatively e a s v  to implement.

ami ned. 

1.

2.

3 .

Opponents of this option claim that foreign governments and corporations 
may not view this alternative as an adequate solution to worldwide com­
bined reporting because a corporate tax based on industry standards
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would continue to tax the foreign corporations at current levels. Also, 
cr i t ics  maintain that U.S. based multinational corporations may, in 
some cases, pay higher taxes than foreign corporations pay on similar 
income. This C u u l d  occur because domestic multinationals would pay 
taxes on worldwide combined income while foreign multinationals would 
choose to pay the alternate tax if  it  reduced their tax l iabi l i ty.  In
the cases in which the alternate tax was chosen, U.S. multinational
corporations would be at a competitive disadvantage with respect to 
foreign mu1tinational corporations.

The State of Massachussetts has a taxation policy that is similar to
this option. Massachusetts uses worldwide combined reporting to deter­
mine income subject to state taxation, but excludes the income of 
foreign parent corporations. Effectively, the income of foreign multi­
national corporations is not subject to apportionment, however, the
worldwide income of U.S. multinational corporations is subject to appor­
tionment.

According to Nick Metaxas, general counsel for the Massachussetts De­
partment of Revenue, this method of formula apportionment was adopted 
to avoid potential legal problems resulting from state application of 
worldwide combined reporting to foreign multinational corporations.
Although the U.S. Supreme Court decision in the Container case upheld 
the constitutionality of states'  application of worldwide combined 
reporting to domestic multinational corporations, Mr. Metaxas expressed 
doubts that a similar decision would be reached if worldwide combined 
reporting was challenged by foreign multinationals. Massachusetts' 
method of applying worldwide combined reporting is designed to reduce
the states'  vulnerability to such a decision.

Mr. Metaxas noted that opposition to this form of worldwide combined 
reporting has come from both U.S. multinational corporations and 
purely domestic corporations in the form of efforts to repeal worldwide 
combined reporting in favor of a waters edge method. Both of these 
groups claim that foreign multinational corporations nave been given a 
competitive advantage because portions of the income of these foreign
corporations escapes apportionment by the state. However, Mr. Metaxas 
also points out that i t  is difficult  to determine whether the support 
of proposals for waters edge are based on problems with the existing 
tax or because waters edge is more attractive to domestic corporations.

Waters Edge Combination Including Dividends and 80/20 Corporations

This alternative to worldwide combined reporting includes limiting the 
unitary group to the waters edge and including all foreign source divi­
dends in the calculation of income and treating dll 80/20 corporations 
as if they were within the waters edge. Dividends must be generated 
by foreign subsidiaries that are significantly related to the activi t ies



of the unitary group to be included as part of the income of the 
domestic multinational.

Supporters of this option claim that it would quiet foreign government 
and foreign corporation criticism of states'  application of worldwide 
combined reporting. Supporters also claim that this option would result 
in equitable taxation among all taxpayers. Even though worldwide income 
of domestic multinational corporations is taxed (tnrough dividends) by 
the states and worldwide income of foreign multinationals is not taxed 
by the states, foreign government taxation of dividend income repatri­
ated to the home country of the parent corporation equalizes the appar­
ent inequity. Also, analysts argue that a large portion of the corpor­
ate taxes collected by states come from foreign dividends. To exclude 
this source of state income would put additional tax pressure on purely 
domestic corporations and individuals.

Opponents of this waters edge option disagree with this conclusion and 
claim that this method of taxation would put U.S. multinational corpora­
tions at a considerable competitive disadvantage in the world economy. 
They claim that fully taxing foreign source dividends is identical to 
taxing the income of their foreign subsidiaries 3hd therefore yields 
similar results to worldwide combined reporting. In fact, some analysts 
suggest that this metnod would likely result in nigher tax l iabi l i t ies  
for some multinational corporations because foreign source income is 
included in income determination but the factors that produced that 
income are not included in state apportionment formulas. Additionally, 
the income that is earned by foreign multinational corporations outside 
of the borders of United States escapes all state taxation. Therefore, 
under this option, domestic multinational corporations could pay more 
tax than foreign multinational corporations with the same level of in­
come.

California, a state that currently uses worldwide combined reporting 
to determine income subject to apportionment, recently debated a propos­
al to adopt a unitary tax law similar to this option; including a 
waters edge limitation to the unitary group, taxation of foreign source 
dividends and inclusion of 30/20 corporations within the definition of 
waters edge. The law also gave an option to foreign multinational 
corporations to pay taxes based on worldwide combined reporting and 
stipulated that the law was to be in effect only so long as the United 
States government supported the audit and administration of state taxa­
tion policies.

According to Ben Miller of the California Franchise Tax Beard, the 
major supporters of the proposed change were foreign multinational 
corporations and foreign governments. Japanese corporations were es­
pecially vocal in their threats that if  California did not replace 
worldwide combined reporting, the state would be bypassed by these 
corporations in future investment decisions.
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According to Mr. Miller, annual revenue loss to California was es t i ­
mated to be $200 million if the proposed legislation were passed. How­
ever, because California also levies other types of taxes, including 
property, sales and income taxes, it was assumed by proponents of the 
bill that this lost revenue would eventually be recouped through in­
creased foreign investment. Mr. Miller was unaware of any analysis 
that projected future foreign investment in California i f  the bill were 
passed.

Opposition to the bill was led mainly by U.S. multinational corporations 
that feared that the proposed law would put them at a competitive dis­
advantage with foreign multinational corporations. As discussed earlier 
in this memorandum, a competitive disadvantage is perceived when the 
foreign source dividends paid to domestic multinational corporations 
are included in taxable income to be apportioned by the state. Because 
the waters edge approach excludes all income of foreign multinational 
corporations except income earned in the state,  domestic multinationals 
claim they pay more tax than foreign multinationals on similar levels 
of income earned worldwide.

Waters Edge Combination Excluding Foreign Dividends and 80/20 Corpora­
tions

This alternative to worldwide combined reporting limits the income of
the unitary group to those corporations within the boundaries of the 
United States. However, this option excludes all or at least a high 
percentage c.' foreign source dividend income, depending on the particu­
lar option chosen. In addition, 80/20 corporations are considered to
be a foreign corporation and are excluded from the unitary group.

This option is generally favored by both foreign and domestic multina­
tional corporations. Foreign multinational corporations and foreign 
governments support this alternative because i t  eliminates worldwide 
combined reporting. Domestic multinational corporations like i t  for 
the same reason but also because, in their view, i t  keeps them competi­
tive in the world economy by not taxing foreign source dividends. Un­
like the previous option, this alternative treats foreign subsidiaries 
of U.S. based multinational corporations and foreign corporations out­
side of the United States identically, by taxing only their operations 
within the waters edge.

Opposition to this alternative coines mainly from state governments that 
fear a serious erosion of their tax base if foreign source dividends 
and 80/20 corporations are excluded from taxation. Revenue analysis 
done for the states by the Presidential task force on alternatives to
worldwide combined reporting supports this conclusion. Opponents of
this option also argue that tnis alternative would shift the tax burden 
from foreign and U.S. multinational corporations to purely domestic
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corporations. This could encourage U.S. corporations to increase 
foreign investment at the expense of domestic investment.

The State of 111 inois recently passed a lav/ that repealed the use of 
worldwide combineo reporting in favor of a taxation policy similar to 
the option described above. The Illinois law limited unitary combina­
tions to the waters edge, excluded 80/20 corporations and excluded 
foreign dividends from income if  the foreign subsidiary tnat makes the 
dividend payment is 80 percent owned by a U.S. based corporation. If 
the subsidiary corporation is less than 80 percent owned by a U.S. 
based corporation, then 15 percent of the foreign source dividend is 
included in the income to be apportioned.

According to Fred Montgomery, Assistant Attorney General for the I l l i ­
nois Income Tax Division, this tax change was supported by most of the 
Illinois business community as well as foreign multinational corpora­
tions. He noted that even corporations that in the past supported 
worldwide combined reporting (Caterpillar is the most obvious one) 
desired this change. As Mr. Montoomery pointed out, as long as foreign 
source dividends are excluded from income, there is no reason for a 
multinational corporation to withhold support of a waters edge option.

Much of the support for the repeal of worldwide combined reporting 
resulted from the hope that this action would encourage more foreign 
investment in Il l inois.  Although predictons estimated that Illinois 
could lose from $100 to $174 million annually as a result of adopting the 
new method of taxation, the State hopes to earn some of this back 
through other forms of taxation applied to new investment lured into 
the state.  Illinois also levies sales, property and personal income 
taxes. Mr. Montgomery also noted that during the debate over Il l inois '  
future taxation policy, there was no clear evidence introduced on either 
side that defined tne true effect of worldwide combined reporting on 
foreign investment in Il l inois.

Oregon has also recently repealed worldwide combined reporting in fa­
vor of a waters edge approach. The Oregon law includes only domestic 
corporations in the unitary group, treats 80/20 corporations as foreign 
corporations and taxes 15 percent of foreign source dividends of domes­
tic multinational corporations. As in Il l inois,  support for the bill 
came from foreign and domestic multinational corporations According to 
Tom Everall, Director of Corporate Audit for the state of Oregon, addi­
tional support came from the Oregon Department of Economic Development 
which viewed worldwide combined reporting as an obstacle to attracting 
foreign investment into Oregon.

Mr. Everall noted that estimates of the annual tax loss to the state 
were ; n the $18 million a yedr range. However, as in Il l inois,  there 
was a general perception that this revenue would be recouped through 
other forms of taxation on the new business attracted to the state.
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Mr. Everall did not know of any studies that attempted to estimate the 
additional investment that would come to Oregon as a result of the new 
taxation policy. He did acknowledge the heavy lobbying effort of vari­
ous Japanese corporations and their claims that they would not locate 
in Oregon unless worldwide combined reporting was repealed. He was un­
able to conclude to what extent their investment decisions were depend­
ent on the repeal of worldwide combined reporting. He did note, how­
ever, that one Japanese corporation that recently announced plans to 
invest in Oregon because of the repeal of worldwide combined report­
ing had been doing si te reconnaissance in Oregon for the past three 
years.

Separate Accounting.

This alternative to worldwide combined reporting would completely elimi­
nate the use of the unitary tax. States would tax corporate taxpayers 
only on the income earned in the state and each corporation would be 
treated as a separate entity for taxation purposes. This method is 
also called arms length accounting because for taxation purposes, all 
transactions between related corporations are supposed to be priced as 
i f  no special relationship existed (such as a subsidiary corporations 
supplying a parent corporation) and the market determined the price.

In general, business leaders would like to have all states determine 
taxable income by using separate accounting. This method uses informa­
tion directly related to traditional accounting income and therefore 
is relatively easy to use. Also, business leaders claim that using 
this method results in less chance of states taxing more than 100 per­
cent of total profits than i f  formula apportionment is used. Also, 
states'  use of separate accounting allows the business or corporation 
more flexibi l i ty in developing corporate policies that reduce the tax 
l iabi l i ty of the company. This method also appeases foreign nations 
and corporations because i t  replaces worldwide combined reporting.

Opponents of separate accounting include many states, including those 
that have chosen to use the unitary tax. Critics of separate account­
ing claim that i t  leaves the state vulnerable to manipulation of income 
by corporations that do business in more than one state. Because in­
come depends upon the cost of goods, related corporations can sell pro­
ducts at less than the market price to shift  income to states that have 
lower tax rates. Developing an audit system to monitor corporate tax 
returns to detect pricing manipulations is very expensive and ineffici­
ent. Moreover, federal auditors provide no assistance because tne In­
ternal Revenue Service does not audit transfers between related corpora­
tions. As a result of the audit problem, i t  is generally assumed tnat 
most states would lose significant revenue using separate accounting 
to determine taxable income.
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In two of the three states that we contacted, Illinois and Oregon, 
separate accounting was discussed as an alternative to worldwide com­
bined reporting. However, representatives of both states noted that 
although separate accounting was desired by some business leaders with­
in the state, most business representatives were willing to support 
waters edge unitary taxation as long as foreign source dividends were 
excluded. This position is based on the recognized reluctance of most 
states'  governments to forego the income and administrative efficiency 
of the unitary tax. According to representatives of tne state of Cali- 
fornia, separate accounting was never seriously considered as an al ter-  
native to worldwide combined reporting.

ALASKA ALTERNATIVES TO WORLDWIDE COMBINED REPORTING

In the previous section of this memorandum, we presented several options 
to the traditional use of worldwide combined reporting. We will now: I) 
analyze the reasons other states have given for consideration of a l ter ­
natives to this method; and 2) discuss the implications to Alaska of 
implementing the various options .o worldwide combined reporting.

Reasons for Replacing Worldwide Combined Reporting

As we discussed the unitary tax with various state and industry repre­
sentatives, the following three reasons for considering a change from 
worldwide combined reporting were mentioned most often.

1. Worldwide combined reporting reduces the abilty of the state 
to at tract  foreign investment.

2. The federal government strongly discourages state use of world­
wide combined reporting.

3. There is a potential for the application of worldwide combined 
reporting by foreign multinational corporations to be declared 
unconstitutional by the U.S. Supreme Court.

Effect on Foreign Investment. This issue is without a doubt tne most 
important reason that several states have recently considered alterna­
tive taxation to worldwide combined reporting. As mentioned in the 
previous section of this memorandum, both Illinois and Oregon repealed 
worldwide combined reporting because they concluded that i t  would im­
prove their chances to at tract foreign investment. Although the repeal 
of worldwide combined reporting did not pass the California legislature, 
the legislative proposal was prompted by the fear that worldwide com­
bined reporting was hindering foreign investment in California. In 
all three of these states,  representatives of foreign corporations
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and governments were actively lobbying for the repeal of worldwide com­
bined reporting. The most notable example of this effort is Japanese 
business consortia declarations to avoid future investments in states 
that use worldwide combined reporting.

Although the threat of foreign corporations withholding investments was 
a strong incentive for the states that repealed worldwide combined re­
porting, several state and business representatives noted that Alaska's 
resource-based economy may not be vulnerable to these threats of 
economic retaliation.

A foreign corporation that wishes to invest in a state by constructing 
a manufacturing plant will try to find a location that offers cheap 
land and u t i l i t i e s ,  a skilled labor force, low living costs and chear 
access to suppliers and markets. As long as the particular location 
can offer these basic benfi ts ,  one location is not very different from 
another. It is this interchangeability of location that makes states 
fearful of foreign threats of economic reprisal.

Foreign corporations that wish to invest in resource extraction must 
go to the resource location. As one oil company representative put 
i t ,  "we have no choice but to go where the oil is." The investor cor­
poration does not generally have the option of choosing one location 
over another. Also, because i t  is so expensive to do business in 
Alaska, foreign investments are usually relatively large in scale and 
have high potential profitabili ty to offset the high costs and risks. 
In this investment climate, the type of taxes levied by a state are 
probably a secondary consideration.

A related question is tne impact of worldwide combined reporting in 
deterring the development of Alaska as a manufacturing state. It 
seems unlikely that (in the near future) Alaska will be able to compete 
with ether states for manufacturing that does not depend on natural 
resources. We mentioned several factors that are usually important 
considerations in choosing a location for foreign investment including 
cheap land and ut i l i t i es ,  skilled labor, access to suppliers and mar­
kets and low living costs. Generally, Alaska would have trouble com­
peting with other locations based on these cri teria.

It should also be noted that there was some doubt among both govern­
ment and business representatives about tne actual importance of 
worldwide combined reporting in decisions by foreign corporations to 
invest in a state. Althougn these representatives acknowledged that 
it  was a factor to be considered, i t  was s t i l l  only one of many factors 
that go into an investment decision. There is a feeling among these 
representatives that foreign corporations are engaged in a media cam­
paign to influence states to repeal worldwide combined reporting. For 
example, when a recent Japanese corporation announced that it would



invest; in Oregon if worldwide combined reporting was repealed, tne 
implication was that the decision was based on the repeal. In fact, 
that corporation had been doing site location studies in Oregon for 
years prior to the introduction of legislation to change the tax laws.

Federal Action to Ban the Use of Worldwide Combined Reporting. Tne 
second reason mentioned by states for implementing alternative taxation 
policies is the fear that unless states voluntarily stop using world­
wide combined reporting, the federal government will impose a ban on 
i ts  use. In Treasury Secretary Regan's report to the President on 
the progress of the task force established to study options to world­
wide combined reporting, the Secretary noted that states would be 
given two years to move away from worldwide combined reporting. If 
this was not done, he implied that some type of federal government 
action would be taken to impose repeal on the states that have not 
coinpl ied.

As with the previous question of the impact of worldwide combined 
reporting on foreign investment, the actual danger of this threat is 
unknown. There is no doubt that the administration would like to see 
states ■’mpose taxes only to the waters edge, thus eliminating worldwide 
combined reporting. However, some analysts think that the Reagan admin­
istration,  which has claimed to stand for states rights, would have 
trouble dictating tax laws to the states. So far, there has been very
l i t t l e  indication on the part of the Congress that this is an issue in
which they want to become involved.

Supreme Court Action. The states'  use of worldwide combined reporting 
was found by the Supreme Court to be constitutional in the Container 
case. However, Container was a domestic multinational corporation 
and some legal analysts do not feel that the decision extends to state 
taxation of foreign multinational corporations.

Massachussetts applies worldwide combined reporting to domestic multi­
national corporations but not to foreign multinational corporations. 
As a representative of that state reported, this tax policy is to avoid 
potential legal problems should the courts declare the application of 
worldwide combined reporting to foreign multinational corporations to 
be unconstitutional. At this point, i t  is difficult  to assess the 
chances of the court taking this action. However, there seems to be a 
consensus among legal analysts that at some point the question of 
state use of worldwide combired reporting to tax forign multinational 
corporations will be heard by the Supreme Court.

In summary, the recent action by states to repeal the use of worldwide
combined reporting nas generally been a reaction to threats of economic 
retaliation by foreign corporations if the tax was not repealed.
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The recent actions in Oregon and 111inois were direct attempts by those 
states to at tract  foreign investment. Although many foreign corpora­
tions claim that investment in a state is conditional on the repeal of 
worldwide combined reporting, some analysts maintain that the state 
tax policy is only one of several important considerations in choosing 
investment locations. Because Alaska's economy generally depends on 
resource development rather than manufacturing, threats of economic re­
taliation do not seem as credible here as in other states. Regardless 
of Alaska's taxation policy, i t  is unlikely that Alaska could compete 
with other states for manufacturing investments. Consequently, the 
tactic used by foreign multinational corporations in Oregon, the threat 
of withholding manufacturing investments, may not be cri t ical to Alaska.

The other two reasons that states gave for considering changes in world­
wide combined reporting pose more potential than immediate problems. 
There is currently no action pending in Congress that would hinder 
state use of worldwide combined reporting. Similarly, the threat of a 
Supreme Court declaration banning the application of worldwide combined 
reporting to foreign multinational corporations is years away as the 
court has not yet agreed to hear such a case.

Implications of Taxation Options for Alaska

We previously identified four options proposed by other states as a l t er ­
natives to worldwide combined reporting. These options will now be
examined in the context of their applicability to Alaska. The four 
options to be considered are:

1. Modifications to traditional worldwide combined reporting;

2. Waters edge taxation including foreign dividends and 80/20
copororation;

3. Waters edge taxation excluding foreign dividends and 80/20
corporations; and

4. Separate accounting.

As evidenced by the experience of other states,  any proposed change in 
Alaska taxation policy will be opposed or supported depending on the 
particular self interest of the parties affected. Foreign multinational 
corporations would likely support any proposal that would repeal world­
wide combined reporting. Three of the options that we presented, the 
two waters edge options and separate accounting, would do this. I l l i ­
nois and Oregon both adopted waters edge options and both laws had the 
blessing of foreign multinational corporations. In California, the 
proposed waters edge option, although it  failed to pass, was supported 
by Japanese business consortia and other foreign multinational corpora­
tions.
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Foreign multinational corporations would probably support the separate 
accounting option because this approach would tax only their in-state 
activi t ies and not their worldwide activi t ies.  In addition, separate 
accounting uses traditional accounting income and therefore the tax 
information is easier to generate. Foreign multinational attitudes 
toward alterations in the traditional worldwide combined reporting are 
more difficult  to predict. States using this option would tax foreign 
multinational corporations using alternate methods that depend upon 
existing taxes for similar industries. Generally, the uncertainty 
surrounding the exact nature of the tax and the partial taxation of 
foreign units would probably make this option less popular than waters 
edge or separate accounting alternatives.

Domestic multinational corporations, which include oil and gas pro­
ducers in Alaska, support alternatives that repeal worldwide combined 
reporting but not at the expense of giving a competitive advantage to 
foreign multinational corporations. For this reason, domestic multi­
national corporations support waters edge unitary taxation but only if 
foreign source dividends are excluded from income and 80/20 corporations 
are not included in the unitary defininition. Representatives of 
Exxon corporation noted that their corporation would be adamantly 
opposed to a waters edge option that taxed foreign source dividends. 
This position is consistent with the position of domestic multinational 
corporations that ultimately opposed the bill repealing worldwide 
combined reporting in California.

It is interesting to note that some corporations‘ opposition to world­
wide combined reporting is not consistent. Oil company representatives 
told us that although their corporate policy is to oppose worldwide 
combined reporting, 1 he tax as i t  is applied in Alaska is not a c r i t i ­
cal problem because of the extent of their activities in the state. 
As one representative noted, worldwide combined reporting is a problem 
in California, but in Alaska i t  is acceptable and the alternative may 
be more offensive than the current method.

Several representatives of petroleum producing corporations who did 
not want to oe identified because of the current lawsuit with the 
state over previous state taxation policies, noted that separate ac­
counting would be difficult  for Alaska to implement. One representa­
tive noted that because Alaska is primarily a resource extraction
state,  very few "sales" actually occur in Alaska. Therefore, unless
the state closely audited the transfer prices of extracted resources, 
income could be transfe>red outside of the state resulting in avoidance 
of state corporate taxation. Another oil industry representative 
noted that the state ' s  previous use of separate accounting may have
actually hindered investment in the jtate.  It is this separate ac­
counting law that is currently being challenged in the state courts. 
Until this case is decided and guidelines are established concerning



the implementation of separate accounting, i t  will be difficult  to 
determine if this option is workable in Alaska.

Conclusion

Corporate attitudes toward the repeal of worldwide combined reporting 
are fairly straightforward; i f  the tax change results n a positive 
contribution to the economic position of a business, then the proposed 
change is worthwhile. We have mentioned several times tiiat oil com­
panies in Alaska pay 90 percent of the corporate income tax. The 
domestic multinational corporations in this industry v-ould adamantly 
oppose any tax change that they perceived as benefittiny foreign multi­
national competitors.

The position of the state is not so straightforward as i t  must address 
conflicting objectives. In i t s  role as the collector of revenues to 
be used to purchase goods and services for residents, the State would 
oppose several of the options discussed because tax revenue would 
decline. Although the Department of Revenue was unable to provide a 
breakdown of corporate income tax revenues between a worldwide combined 
reporting method and waters edge method, the department was able to 
predict revenue declines if worldwide combined reporting were repealed. 
The revenue decline would be more severe i f  a waters edge option that 
excluded foreign source dividends were implemented. A separate account­
ing method would be difficult  to implement in light of the current 
lawsuit concerning Alaska's previous use of this method. If a method 
of taxation reduced revenues, the state would be faced with the dilemma 
of increasing other taxes to maintain state revenues or reducing state 
services.

The State also assumes a role as promoter of economic growth and diver­
sity. In this position, the State must consider the threats made by 
foreign corporations to ban investments in states that use worldwide 
combined reporting. Although there is some question among analysts 
concerning the seriousness of this threat in general, and, especially 
the magnitude of the threat to Alaska's resource extraction economy, - 
this threat deserves consideration. If the threat of withholding 
foreign investment is determined to be a deciding factor and worldwide 
combined reporting is repealed, State revenues would probably decline. 
If a waters edge method that excluded foreign dividends was chosen, 
the State would lose considerably more revenues, possibly requiring an 
adjustment of other taxes or a reduction of services. If a waters edge 
method that included foreign dividends were adopted, state revenues 
would be maintained, but domestic multinational corporations in the 
state would probably oppose the proposal.

We have not enclosed copies of the unitary tax law amendments in Oregon 
and Ill inois,  nor the proposed amendment in California. These amendments



P a y e  T w e n t y - T h r e e

o n l y  c o n t a i n  t h e  c n a n g e s  i n  t h e  l a w  a n d  n o t  t h e  c o m p l e t e  t a x a t i o n  
s t a t u t e ,  a n d  t h e r e f o r e ,  a r e  n o t  s e l f - e x p l a n a t o r y . H o w e v e r ,  t h e  a g e n c y  
h a s  c o m p i l e d  s e v e r a l  a r t i c l e s  a n d  d o c u m e n t s  w h i c h  a d d r e s s  t h e  u n i t a r y  
t a x a t i o n  i s s u e  i n  d e t a i l .  I f  y o u  h a v e  f u r t h e r  q u e s t i o n s  o r  w o u l d  l >- e  
a d d i t i o n a l  i n f o r m a t i o n ,  p l e a s e  do  n o t  h e s i t a t e  t o  c o n t a c t  u s .

JL
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MEMORANDUM

TO:  R e p r e s e n t a t i v e  J o e  H a y e s

FROM:  J o n a t h a n  S h e r w o o d ,  L e g i s l a t i v e  A n a l y s t ^ - '

RE :  U n i t a r y  T a x a t i o n  i n  A l a s k a :  I t s  H i s t o r y  a n d  t h e  E f f e c t s  o f
P o t e n t i a l  C h a n g e s  
R e s e a r c h  R e q u e s t  85-014

You  r e q u e s t e d  t h a t  we  e x a m i n e  t h e  h i s t o r y  a n d  t h e  u s e  o f  t h e  u n i t a r y  
t a x  i n  A l a s k a .  We w e r e  a l s o  a s k e d  t o  d e s c r i b e  t h e  e f f e c t s  o f  p o t e n ­
t i a l  c h a n g e s  t o  t h e  t a x  a n d  d e t e r m i n e  w h a t  c h a n g e s  o t h e r  s t a t e s  h a v e  ma d e  
r e c e n t l y  t o  t h e i r  own  u n i t a r y  t a x  l a w s .  T h i s  i n f o r m a t i o n  i s  t o  b e  p r o ­
v i d e d  i n  c o n j u n c t i o n  w i t h  r e s e a r c h  p e r f o r m e d  by  M r .  M i c h a e l  G a y ,  w h o  
i s  t o  c o n s i d e r  t h e  i m p a c t  o f  u n i t a r y  t a x a t i o n  a n d  p o s s i b l e  a l t e r n a t i v e s  
o n  K o r e a n  i n v e s t m e n t  i n  A l a s k a .

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

SUMMARY OF F I N O I N G S

T h e  t w o  p r i n c i p a l  f e a t u r e s  o f  t h e  u n i t a r y  m e t h o d  o f  c o r p o r a t e  t a x a t i o n  
a r e :  1) t h e  a p p l i c a t i o n  o f  t h e  t a x  t o  a c o m m o n l y  o w n e d  g r o u p  o f  c o r ­
p o r a t i o n s  e n g a g e d  i n  i n t e r r e l a t e d  b u s i n e s s  a c t i v i t i e s ,  o n l y  o n e  o f  
w h i c h  may  o p e r a t e  i n  t h e  t a x i n g  s t a t e ;  a n d  2) i t s  u s e  o f  a f o r m u l a  t o  
a p p o r t i o n  a t a x p a y e r ' s  i n c o m e  t o  a n  i n d i v i d u a l  s t a t e  b a s e d  o n  t h e  
p o r t i o n  o f  t h e  t a x p a y e r ' s  b u s i n e s s  a c t i v i t y  w h i c h  i s  l o c a t e d  i n  t h e  
s t a t e .

S t a t e s  w h i c h  u s 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  d e f i n e  t h e  u n i t a r y  g r o u p  
t o  i n c l u d e  c o r p o r a t i o n s  t h a t  o p e r a t e  o u t s i d e  t h e  U n i t e d  S t a t e s ~ ' T h e  
w a t e r s  e d c j e  m e t h o d  i n c l u d e s  o n l y  t h o s e  c o r p o r a t i o n s  w h i c h  d o  b u s i n e s s  
i n  t h e  U n i t e d  S t a t e s .

The U . S .  Supreme co u r t  has upheld most ch a l le ng e s  to s t a t e  u n i t a r y
t a x a t i o n .  Whi le the c o u r t  has sus ta ined  the use of worldwide combined
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r e p o r t i n g  w h e n  a p p l i e d  t o  U . S .  b a s e d  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 ,  i t
h a s  n o t  r u l e d  o n  w h e t h e r  s t a t e s  may  a p p l y  t h e  m e t h o d  t o  f o r e i g n - b a s e d  
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 .

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  i s  o p p o s e d  b y  f o r e i g n  g o v e r n m e n t s  a n d  
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 .  C r i t i c s  c l a i m  t h a t  i t  i m p o s e s  s u b s t a n t i a l  
a d m i n i s t r a t i v e  b u r d e n s  o n  c o r p o r a t i o n s ,  r e s u l t s  i n  d o u b l e  t a x a t i o n  
o f  f o r e i g n  i n c o m e ,  a n d  d e t e r s  f o r e i g n  i n v e s t m e n t  i n  U . S .  e n t e r p r i s e s .

O n e  a l t e r n a t i v e  t o  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  i s  t h e  w a t e r s  e d g e -
f o r e i g n  d i v i d e n d  m e t h o d .  T h i s  e x c l u d e s  f o r e i g n  c o r p o r a t i o n s  F r om t h e  
u n i t a r y  g r o u p  b u t  d o e s  c o u n t  i n c o m e  f r o m  f o r e i g n - s o u r c e  d i v i d e n d s  a n d  
U . S .  80/20 c o r p o r a t i o n s  (a c o r p o r a t i o n  w i t h  80 p e r c e n t  o f  i t s  p r o p e r t y  
a n d  p a y r o l l  o u t s i d e  o f  t h e  U . S . ) .

T h e  w a t e r s  e d g e - f o r e i g n  d i v i d e n d  a p p r o a c h  i s  s u p p o r t e d  b y  ma n y  s t a t e  
o f f i c i a l s  a s  t h e  a l t e r n a t i v e  t o  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  w h i c h  
b e s t  m a i n t a i n s  s t a t e  r e v e n u e  b a s e s .  I t  i s  o p p o s e d  b y  U . S .  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  w h o  o b j e c t  t o  h a v i n g  t o  a p p o r t i o n  f o r e i g n - s o u r c e  i n c o m e  
w h i l e  f o r e i g n - b a s e d  m u l t i n a t i o n a l s  d o  n o t .  An a t t e m p t  t o  i n s t i t u t e  
a w a t e r s  e d g e - f o r e i g n  d i v i d e n d  t a x  i n  t h e  C a l i f o r n i a  L e g i s l a t u r e  
f a i l e d  b e c a u s e  o f  o p p o s i t i o n  by  U . S .  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 .

A n o t h e r  a l t e r n a t i v e  i s  t h e  w a t e r s  e d g e - n o  f o r e i g n  d i v i d e n d  m e t h o d ,
w h i c h  e x c l u d e s  a l l  f o r e i g n - s o u r c e  i n c o m e  f r o m  a p p o r t i o n m e n t .  T h i s  
m e t h o d  i s  f a v o r e d  b y  U . S .  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 .  O p p o n e n t s  o f  
t h i s  m e t h o d  a r g u e  t h a t  i t  s u b s t a n t i a l l y  r e d u c e s  s t a t e  r e v e n u e  b a s e s  
a n d  p l a c e s  p u r e l y  d o m e s t i c  c o r p o r a t i o n s ,  w h i c h  m u s t  a p p o r t i o n  a l l  i n ­
c o m e ,  a t  a c o m p e t i t i v e  d i s a d v a n t a g e  t o  m u l t i n a t i o n a l s ,  w h i c h  a p p o r t i o n  
o n l y  U . S .  i n c o m e .  I l l i n o i s  a n d  O r e g o n  h a v e  a d o p t e d  v e r s i o n s  o f  w a t e r s  
e d g e - n o  f o r e i g n  d i v i d e n d  t a x a t i o n .

S e p a r a t e  a c c o u n t i n g  may  b e  u s e d  t o  r e p l a c e  u n i t a r y  t a x a t i o n  a l t o g e t h e r .  
T r a n s a c t i o n s  b e t w e e n  i n - s t a t e  a n d  o u t - o f - s t a t e  s e g m e n t s  o f  a b u s i n e s s  
a r e  v a l u e d  a s  i f  t h e y  o c c u r r e d  b e t w e e n  i n d e p e n d e n t  c o m p a n i e s .  P r o ­
p o n e n t s  o f  t h e  m e t h o d  a r g u e  t h a t  i t  i s  m o r e  p r e c i s e  t h a n  a p p o r t i o n m e n t .  
O p p o n e n t s  o f  t h e  m e t h o d  a r g u e  t h a t  i t  i s  d i f f i c u l t  b o t h  t o  a d m i n i s t e r  
a n d  a u d i t ,  a n d  t h a t  b u s i n e s s e s  w i l l  u s e  t h e  m e t h o d  t o  s h i f t  i n c o m e  t o  
j u r i s d i c t i o n s  w i t h  l o w e r  t a x e s .

A1 a s k a  h a s  h a d  a u n i t a r y  t a x  s i n c e  b e f o r e  S t a t e h o o d .  A l a s k a  r a t i f i e d  
t h e  U n i f o r m  D i v i s i o n  o f  I n c o m e  f o r  T a x  P u r p o s e s  A c t  i n  1959 a n d  t h e
M u l t i s t a t e  T a x  C o m p a c t  i n  1970; b o t h  m e a s u r e s  w e r e  i n t m u e d  t o  i n c r e a s e
u n i f o r m i t y  t o  s t a t e s '  c o r p o r a t e  i n c o m e  t a x  l a w s .  A l a s k a  a d o p t e d
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  w h e n  i t  i m p l e m e n t e d  t h e  M u l t i s t a t e  T a x  
C o m p a c t .
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I n  1978,  t h e  A l a s k a  L e g i s l a t u r e  e n a c t e d  l e g i s l a t i o n  t o  r e q u i r e  c o m p a n i e s  
i n v o l v e d  i n  t h e  p r o d u c t i o n  a n d  p i p e l i n e  t r a n s p o r t a t i o n  o f  o i l  a n d  g a s  
t o  u s e  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  m a j o r  p e t r o l e u m  
p r o d u c e r s  i n  A l a s k a  s u e d  t h e  S t a t e  o v e r  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
n ew  m e t h o d .  T h e  l a w ,  AS 4 3 . 2 1 ,  wa s  r e p e a l e d  i n  1981 b e c a u s e  o f  f e a r s
t h a t  a n  u n f a v o r a b l e  c o u r t  s e t t l e m e n t  w o u l d  b e  t o o  c o s t l y  s h o u l d  t h e  
s t a t e  c o n t i n u e  t o  c o l l e c t  t h e  t a x .

T h e  A l a s k a  S u p r e m e  C o u r t  h a s  u p h e l d  t h e  c o n s t i t u t i o n a l i t y  o f  A l a s k a ' s
u n i t a r y  t a x  on  s e v e r a l  o c c a s i o n s .  A d e c i s i o n  i s  p e n d i n g  o n  t h e  l e g a l i t y  
o f  A l a s k a ' s  a p p l i c a t i o n  o f  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 .

T h e  c o r p o r a t e  i n c o m e  t a x  a c c o u n t e d  f o r  l e s s  t h a n  o n e - t e n t h  o f  A l a s k a ' s  
u n r e s t r i c t e d  r e v e n u e s  i n  F Y  84 .  T h e  p e t r o l e u m  i n d u s t r y  a c c o u n t e d  f o r  
88 p e r c e n t  o f  c o r p o r a t e  i n c o m e  t a x  r e v e n u e s  i n  t h a t  y e a r .  Any  c h a n g e  
i n  A l a s k a ' s  u n i t a r y  t a x  l i k e l y  w o u l d  h a v e  a s m a l l  e f f e c t  o n  A l a s k a ' s  
t o t a l  r e v e n u e s ;  t h e  m a j o r  i m p a c t  c o u l d  b e  o n  t h e  p e t r o l e u m  i n d u s t r y .

A d o p t i o n  o f  e i t h e r  o f  t h e  w a t e r s  e d g e  m e t h o d s  o f  t a x a t i o n  c o u l d  a l t e r  
t h e  c o m p e t i t i v e  b a l a n c e  a m o n g  A l a s k a ' s  m a j o r  t a x p a y e r s  b e c a u s e  t h e  p e ­
t r o l e u m  i n d u s t r y  i  c o m p r i s e d  o f  f o r e i g n  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 ,  
U . S .  m u l t i n a t i o n a l s  c o r p o r a t i o n s ,  a n d  m o s t l y  d o m e s t i c  c o r p o r a t i o n s .  
R e p r e s e n t a t i v e s  o f  p e t r o l e u m  c o m p a n i e s  e x p r e s s e d  r e l a t i v e  s a t i s f a c t i o n  
w i t h  A l a s k a ’ s c u r r e n t  m e t h o d  o f  t a x a t i o n .

A l t h o u g h  p r o p o n e n t s  o f  w a t e r s  e d g e  t a x a t i o n  a r g u e  t h a t  i t  w i l l  e n ­
c o u r a g e  f o r e i g n  i n v e s t m e n t ,  s t a t e  t a x  p o l i c y  i s  o n l y  o n e  o f  s e v e r a l  
f a c t o r s  a f f e c t i n g  a c o m p a n y ' s  d e c i s i o n  t o  i n v e s t  i n  a A l a s k a .  S e v e r a l  
i n d i v i d u a l s  we c o n t a c t e d  s t a t e d  t h a t  s t a t e  c o r p o r a t e  i n c o m e  t a x  p o l i c y  
w a s  n o t  a s i g n i f i c a n t  f a c t o r  i n  A l a s k t  s r e s o u r c e  d e v e l o p m e n t  b e c a u s e  
r e s o u r c e  c o m p a n i e s  m u s t  o p e r a t e  i n  t h e  s t a t e s  w h i c h  h a v e  t h e  r e s o u r c e s .

S h o u l d  A l a s k a  r e i n s t i t u t e  s e p a r a t e  a c c o u n t i n g ,  i t  w o u l d  l i k e l y  i n c r e a s e  
r e v e n u e s  f r o m  r e s o u r c e  p r o d u c i n g  c o m p a n i e s ,  a s  wa s  t h e  c a s e  u n d e r  
AS 4 3 . 2 1 .  H o w e v e r ,  r e v e n u e s  f r o m  c o m p a n i e s  n o t  p r o d u c i n g  r e s o u r c e s  
m i g h t  d e c r e a s e  a s  c o m p a n i e s  s h i f t e d  i n c o m e  t o  s t a t e s  w i t h  l o w e r  t a x  
r a t e s .

THE UN I T ARY  TAX

Whe n  a b u s i n e s s  o p e r a t e s  i n  m o r e  t h a n  o n e  s t a t e ,  i t  c a n  b e  d i f f i c u l t  t o  
d e t e r m i n e  w h a t  p o r t i o n  o f  t h e  b u s i n e s s ' s  i n c o m e  s h o u l d  b e  a t t r i b u t e d  t o  
e a c h  s t a t e .  T h e  u n i t a r y  m e t h o d  o f  t a x a t i o n  i s  a n  a p p r o a c h  u s e d  b y  m o r e  
t h a n  f o r t y  s t a t e s  t o  m a k e  t h i s  d e t e r m i n a t i o n  f o r  t h e  p u r p o s e s  o f  t a x a ­
t i o n .  T h e  u n i t a r y  m e t h o d  h a s  t w o  p r i n c i p a l  f e a t u r e s ,  i t s  u s e  o f  f o r m u l a  
a p p o r t i o n m e n t  a n d  i t s  a p p l i c a t i o n  o f  t h e  t a x  t o  a u n i t a r y  b u s i n e s s .
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U s i n g  f o r m u l a  a p p o r t i o n m e n t , s t i t e s  d e t e r m i n e  how m u c h  o f  a t a x p a y e r ' s  
i n c o m e  c a n  b e  a t t r i b u t e d  t o  a p a r t i c u l a r  s t a t e  b y  c o m p a r i n g  t h e  l e v e l  
o f  i n c o m e  p r o d u c i n g  a c t i v i t y  w i t h i n  t h e  s t a t e  t o  t h e  b u s i n e s s ' s  t o t a l  
a c t i v i t y .  M o s t  c o m m o n l y ,  a f o r m u l a  i s  u s e d  t o  c o m p u t e  t h e  p r o p o r t i o n  
o f  a b u s i n e s s ' s  t o t a l  p a y r o l l ,  p r o p e r t y ,  a n d  s a l e s  w h i c h  a r e  l o c a t e a  
w i t h i n  t h e  s t a t e .  T ' s  f r a c t i o n  i s  t h e n  m u l t i p l i e d  b y  t h e  b u s i n e s s ' s  
t o t a l  i n c o m e  t o  d e t .  n i n e  t h e  a m o u n t  o f  t h e  t a x p a y e r ' s  i n c o m e  w h i c h  
i s  s u b j e c t  t o  t a x  i n  t h a t  s t a t e .  I

T h e  a l t e r n a t i v e  t o  f o r m u l a  a p p o r t i o n m e n t  i s  a l l o c a t i o n  o f  i n c o m e ;  
s p e c i f i c  i n c o m e  i s  a s s i g n e d  t o  p a r t i c u l a r  s t a t e s .  Some  i n c o m e  may  b e  
d i r e c t l y  a l l o c a t e d  w i t h o u t  d i f f i c u l t y ;  f o r  e x a m p l e ,  i n c o m e  f r o m  n o n-  
b u s i i . e s s  p r o p e r t y  may  b e  a l l o c a t e d  t o  t h e  s t a t e  i n  w h i c h  t h e  p r o p e r t y  
i s  l o c a t e d .  G e n e r a l l y ,  h o w e v e r ,  w h e n  a b u s i n e s s  w h i c h  o p e r a t e s  i n  
m o r e  t h a n  o n e  s t a t e ,  a t  l e a s t  s ome  i n c o m e  w i l l  b e  p r o d u c e d  b y  i n t e r s t a t e  
b u s i n e s s  a c t i v i t y .  I f  a s t a t e  s e e k s  t o  a l l o c a t e  t h i s  i n c o m e ,  s e p a r a t e  
a c c o u n t i n g  i s  u s e d .  T h e  s t a t e  t r e a t s  t h e  p o r t i o n  o f  t h e  b u s i n e s s  
w i t h i n  i t s  j u r i s d i c t i o n  a s  a s e p a r a t e  e n t i t y ,  a n d  t r a n s a c t ’ m s  w i t h  
p a r t s  o f  t h e  b u s i n e s s  o u t s i d e  t h e  s t a t e  a r e  t r e a t e d  a s  i f  t h e y  h a d  
o c c u r r e d  b e t w e e n  t w o  s e p a r a t e  c o m p a n i e s  c h a r g i n g  m a r k e t  v a l u e  f o r  
t h e i r  g o o d s  a n d  s e r v i c e s .  T h i s  c a n  b e  a v e r y  t i m e - c o n s u m i n g  p r o c e s s ,  
a s  ma n y  t r a n s a c t i o n s  a r e  l i k e l y  t o  o c c u r  b e t w e e n  s e g m e n t s  o f  a b u s i n e s s  
i n  d i f f e r e n t  s t a t e s .  T w e n t y  s t a t e s  u s e  s e p a r a t e  a c c o u n t i n g ,  b u t
a p p l y  i t  t o  c e r t a i n  t y p e s  o f  i n d u s t r i e s ,  n o t a b l y  c o n s t r u c t i o n .  I n  
c o n t r a s t ,  a l l  f o r t y - p l u s  s t a t e s  w h i c h  l e v y  a c o r p o r a t e  i n c o m e  t a x  h a v e  
o p t e d  f o r  f o r m u l a  a p p o r t i o n m e n t  o f  a t  l e a s t  some  i n c o m e .

T h e  o t h e r  d i s t i n c t i v e  f e a t u r e  o f  t h e  u n i t a r y  m e t h o d  o f  t a x  i s  t h a t  t h e  
t a x  i s  a p p l i e d  t o  a u n i t a r y  b u s i n e s s , w h i c h  ma y  b e  a s i n g l e  c o r p o r a t i o n  
o r  c o m m o n l y  o w n e d  c o r p o r a t i o n s  e n g a g e d  i n  i n t e r r e l a t e d  b u s i n e s s  a c t i v i ­
t i e s .  W h i l e  c ommon  o w n e r s h i p  i s  r e q u i r e d  f o r  g r o u p s  o f  c o r p o r a t i o n s  
t o  q u a l i f y  a s  a u n i t a r y  b u s i n e s s ,  o n l y  o n e  s e g m e n t  o f  t h e  g r o u p  n e e d s
t o  b e  e n g a g e d  i n  b u s i n e s s  a c t i v i t i e s  i n  t h e  s t a t e .  I f  a p o r t i o n  o f
t h e  c o m m o n l y  o w n e d  g r o u p  i s  n o t  p a r t  o f  t h e  i n t e r r e l a t e d  b u s i n e s s
a c t i v i t y ,  i t  i s  n o t  p a r t  o f  t h e  u n i t a r y  b u s i n e s s .  H o w e v e r ,  i n  ma n y  
c a s e s ,  a f f l i a t e d  c o r p o r a t i o n s  w i t h  l i t t l e  d i r e c t  i n v o l v e m e n t  i n  e a c h  
o t h e r ' s  o p e r a t i o n s  may  b e  c o n s i d e r e d  p a r t  o f  t h e  u n i t a r y  b u s i n e s s .

^ T h e  s t a n d a r d  a p p o r t i o n m e n t  f o r m u l a  i s :

i n s t a t e  p a y r o l 1 
t o t a l  p a y r o l l

i n s t a t e  p r o p e r t y  + 
t o t a l  p r o p e r t y

i n s t a t e  s a l e s
t o t a l  s a l e s

t o t a l  
i n c o m e  =

i n s t a t e  
t a x a b l e  
i  n c om e
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T h e  i n t e n t  o f  r e q u i r i n g  c o r p o r a t i o n s  t o  p a y  t a x  a s  a u n i t a r y  b u s i n e s s  
i s  t o  e n s u r e  t h a t  a g r o u p  o f  c o m m o n l y  o w n e d  c o r p o r a t i o n s  p a y s  t h e  same  
t a x  i t  w o u l d  i f  i t  w e r e  a s i n g l e  c o r p o r a t i o n .  T h u s ,  b u s i n e s s e s  c a n n o t  
r e d u c e  t h e i r  t a x  l i a b i l i t y  s i m p l y  b y  r e d e f i n i n g  t h e i r  l e g a l  s t r u c t u r e .

S t a t e s  d i f f e r  i n  t h e  way  t h e y  t a x  u n i t a r y  b u s i n e s s e s  t h a t  e x t e n d  b e y o n d  
U . S .  b o r d e r s .  A l a s k a  a n d  t e n  o t h e r  s t a t e s  i n c l u d e  a l l  i n c o m e  a n d  a l l  
b u s i n e s s  a c t i v i t y  o f  t h e  u n i t a r y  b u s i n e s s  w h e n  a p p o r t i o n i n g  i n c o m e .  
T h i s  a p p r o a c h  i s  r e f e r r e d  t o  a s  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  o r  w o r l d ­
w i d e  c o m b i n a t i o n .  T h e  r e m a i n i n g  s t a t e s  a p p o r t i o n  i n c o m e  b a s e d  o n  t h e  
b u s i n e s s  a c t i v i t i e s  o f  t h e  u n i t a r y  g r o u p  w i t h i n  U . S .  b o r d e r s .  T h i s  
m e t h o d  i s  c a l l e d  t h e  " w a t e r s  e d g e "  a p p r o a c h .

T h e  C o n s t i t u t i o n a 11t y  o f  t h e  U n i t a r y  M e t h o d

O v e r  t h e  l a s t  s e v e n  d e c a d e s ,  t h e  U . S .  S u p r e m e  C o u r t  h a s  r u l e d  o n  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  u n i t a r y  m e t h o d  i n  a n u m b e r  o f  t a x  c a s e s .  F o r  
t h e  m o s t  p a r t ,  t h e  U . S .  S u p r e m e  C o u r t  h a s  u p h e l d  t h e  u n i t a r y  m e t h o d .  
H o w e v e r ,  n o t  e v e r y  a p p l i c a t i o n  o f  t h e  u n i t a r y  m e t h o d  h a s  b e e n  s u s t a i n e d  
b y  t h e  c o u r t .

U s u a l l y ,  c o n s t i t u t i o n a l  c h a l l e n g e s  t o  t h e  u n i t a r y  m e t h o d  a r e  p r e d i c a t e d  
o n  t h e  C o m m e r c e  C l a u s e  a n d  t h e  Du e  P r o c e s s  C l a u s e  o f  t h e  U . S .  C o n s t i t i o n .  
T h e  C o m m e r c e  C l a u s e  g i v e s  C o n g r e s s  t h e  p o w e r  t o  r e g u l a t e  c o m m e r c e  w i t h  
f o r e i g n  n a t i o n s  a n d  amo ng  t h e  s t a t e s ;  t h e  D u e  P r o c e s s  C l a u s e  p r e v e n t s  
t h e  s t a t e  f r o m  d e p r i v i n g  a n y  p e r s o n  o f  l i f e ,  l i b e r t y ,  o r  p r o p e r t y ,  
w i t h o u t  d u e  p r o c e s s  o f  l a w .

A r g u m e n t s  b a s e d  o n  t h e  C o m m e r c e  C l a u s e  c l a i m  t h a t  a p a r t i c u l a r  u n i t a r y  
t a x  r e s u l t s  i n  t h e  t a x a t i o n  o f  t h e  s ame  i n c o m e  i n  m o r e  t h a n  o n e  j u r i s ­
d i c t i o n .  I n  t h e  M o o r ma n  c a s e ,  t h e  c o u r t  r u l e d  t h a t  t h e  p l a i n t i f f  m u s t  
p r o v e  t h a t  t h e  a p o o r t i o n m e n t  f o r m u l a  i n  q u e s t i o n  w o u l d  r e s u l t  i n  d o u b l e  
t a x a t i o n  i f  a l l  j u r i s d i c t i o n s  u s e d  t h a t  m e t h o d . 2 I f  d o u b l e  t a x a t i o n  
a r i s e s  b e c a u s e  t wo  j u r i s d i c t i o n s  u s e  d i f f e r e n t  m e t h o d s ,  n e i t h e r  m e t h o d  
i s  n e c e s s a r i l y  u n c o n s t i t u t i o n a l .

U n d e r  t h e  D u e  P r o c e s s  C l a u s e ,  s t a t e s  a r e  p e r m i t t e d  t o  t a x  b u s i n e s s e s  
o n l y  i f  t h e r e  i s  a c o n n e c t i o n  ( o r  n e x u s )  b e t w e e n  t h e  s t a t e  l e v y i n g  t h e  
t a x  a n d  t h e  b u s i n e s s  t a x e d .  B e y o n d  t h e  r e q u i r e m e n t  t h a t  a t  l e a s t  o n e  
m e mb e r  o f  t h e  u n i t a r y  g r o u p  d o  b u s i n e s s  i n  t h e  s t a t e ,  t h e  U . S .  S u p r e m e  
C o u r t  h a s  d e c l i n e d  t o  e l a b o r a t e  d e f i n i t i v e  g u i d e l i n e s  f o r  d e t e r m i n i n g  
w h a t  c o n s t i t u t e s  a s u f f i c i e n t  c o n n e c t i o n  b e t w e e n  t h e  s t a t e  a n d  b u s i n e s s  
b e i n g  t a x e d .  H o w e v e r ,  i t  h a s  g e n e r a l l y  a c c e p t e d  s t a t e  l a w s  w h i c h

2 M o o r m a n  M a n u f a c t u r i n g  C o m p a n y  v .  B a i r ,  437 U . S .  267 (1978) .
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• c o n s i d e r  c o m m o n l y  o w n e d  c o r p o r a t i o n s  w i t h  v e r y  l i m i t e d  c o n n e c t i o n s  t o  
o n e  a n o t h e r  t o  b e  u n i t a r y .

I n  a d d i t i o n ,  u n d e r  t h e  O u e  P r o c e s s  C l a u s e ,  t h e  i n c o m e  a p p o r t i o n e d  t o  
a s t a t e  m u s t  b e  r a t i o n a l l y  c o n n e c t e d  w i t h  t h e  v a l u e  o f  t h e  b u s i n e s s  
a c t i v i t y  w i t h i n  t h e  s t a t e .  When  c h a l l e n g i n g  t h e  l a w  o n  t h e s e  g r o u n d s ,  
h e a v y  b u r d e n  o f  p r o o f  i s  p l a c e d  u p o n  b u s i n e s s e s  t o  s h ow  t h a t  t h e  i n c o m e
a l l o c a t e d  t o  a s t a t e  i s  g r o s s l y  d i s p r o p o r t i o n a t e  t o  t h e  a m o u n t  o f
b u s i n e s s  a c t i v i t y  i n  t h a t  s t a t e .  T h e  c o u r t  h a s  a c c e p t e d  t h e  f a c t  t h a t  
f o r m u l a  a p p o r t i o n m e n t  i s  n e c e s s a r i l y  i m p r e c i s e ;  i t  r e q u i r e s  b u s i n e s s e s  
t o  p r o v e  t h a t  a p a r t i c u l a r  f o r m u l a  l e a d s  t o  g r o s s  d i s t o r t i o n s .

A n o t h e r  a r e a  o f  l i t i g a t i o n  i n v o l v i n g  t h e  u n i t a r y  t a x  i s  t h e  e x t e n t  *'0
w h i c h  s t a t e s  h a v e  t h e  a u t h o r i t y  t o  i n c l u d e  f o r e i g n  b u s i n e s s  i n c o m e  i n
a p p o r t i o n m e n t  f o r m u l a s ,  e i t h e r  b y  a p p o r t i o n i n g  f o r e i g n  d i v i d e n d  i n c o m e  
u n d e r  a w a t e r s  e d g e  a p p r o a c h ,  o r  b y  i n c l u d i n g  f o r e i g n  i n c o m e  a n d  
a c t i v i t i e s  i n  t h e  a p p o r t i o n m e n t  c a l c u l a t i o n s  u s i n g  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  a p p r o a c h .

I n  t h e  M o b i l  O i l  a n d  t h e  ASARCO c a s e s ,  t h e  U . S .  S u p r e m e  C o u r t  c o n s i d e r e d
w h e t h e r  d i v i d e n d  i n c o m e  r e c e i v e d  by  a t a x p a y e r  f r o m  a s u b s i d i a r y
o u t s i d e  t h e  s t a t e  a r e  t a x a b l e  a s  i n c o m e  f r o m  t h e  u n i t a r y  b u s i n e s s . - *  I n  
M o b i 1 , t h e  c o u r t  r e j e c t e d  t n e  a r g u m e n t  t h a t  n o  d i v i d e n d s  a r e  a p p o r t i o n -  
a b T e f  M o b i l  h a d  a r g u e d  t h a t  t h e s e  d i v i d e n d s  s h o u l d  b e  a l l o c a t e d .  I n  
t h e  ASARCO c a s e ,  t h e  c o u r t  r e j e c t e d  t h e  a r g u m e n t  t h a t  a l l  d i v i d e n d s
a r e  a p p o r t i o n a b l e .  I t  r u l e d  t h a t  f o r  a s t a t e  t o  a p p o r t i o n  f o r e i g n  
d i v i d e n d  i n c o m e ,  t h e  s u b s i d i a r y  m u s t  b e  p a r t  o f  t h e  u n i t a r y  b u s i n e s s .

O n l y  o n c e ,  i n  t h e  r e c e n t  C o n t a i n e r  c a s e ,  h a s  t h e  U . S .  S u p r e m e  C o u r t  
a d d r e s s e d  t h e  c o n s t i t u t i o n a l i t y  o f  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 . ^  I n  
J u n e  o f  1983,  t h e  U . S .  S u p r e m e  C o u r t  u p h e l d  t h e  c o n s t i t u t i o n a l i t y  o f  
C a l i f o r n i a ' s  a p p l i c a t i o n  o f  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  t o  t h e  C o n ­
t a i n e r  C o r p o r a t i o n  o f  A m e r i c a ,  a U . S .  b a s e d  m u l t i n a t i o n a l .  H o w e v e r ,  
t h e  c o u r t  e x p l i c i t l y  a v o i d e d  r u l i n g  o n  w h e t h e r  s t a t e s  may  i n c l u d e
f o r e i g n - b a s e d  p a r e n t  c o r p o r a t i o n s  i n  t h e  u n i t a r y  b u s i n e s s  f o r  t h e  
p u r p o s e s  o f  a p p o r t i o n i n g  i n c o m e .

•*M o b i l  O i l  C o r p o r a t i o n  v .  C o m m i s s i o n e r  o f  T a x e s  o f  V e r m o n t , ‘ 445 U . S . '  
425 (1980 ) .  ASARCO ,  I n c .  v .  I d a h o  S t a t e  T a x  C o m m i s s i o n e r ,  50,  U . S . L . W .  
4962 (1982) .

^ C o n t a i n e r  C o r p o r a t i o n  o f  A m e r i c a  v . F r a n c h i s e  T a x  B o a r d ,  j i a t e  o f  C a l i ­
f o r n i a , 51 U . S . L . W .  4987 (1983) .
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I t  i s  n o t  c e r t a i n  h ow t h e  a p p l i c a t i o n  o f  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  
t o  f o r e i g n - b a s e d  m u l t i n a t i o n a l s  w o u l d  b e  t r e a t e d  by  t h e  c o u r t .  I n  
J a p a n  L i n e s , a p r o p e r t y  t a x  c a s e  i n v o l v i n g  s t r i c t l y  i n t e r n a t i o n a l  
c o m m e r c e ,  t h e  C o u r t  s t a t e d  t h a t  w h e n  s t a t e s  s e e k  t o  t a x  t h e  i n s t r u m e n ­
t a l i t i e s  o f  f o r e i g n  c o m m e n c e ,  t h e  n e e d  f o r  f e d e r a l  u n i f o r m i t y  a n d  an  
e n h a n c e d  r i s k  o f  d o u b l e  t a x a t i o n  b e c o m e  m o r e  s i g n i f i c a n t  i n  t h e  c o u r t ' s  
d e l i b e r a t i o n s . 5 H o w e v e r ,  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  i s  u s e d  t o  t a x  
i n c o m e  d e r i v e d  f r o m  b u s i n e s s  a c t i v i t i e s  w i t h i n  t h e  s t a t e .  I t  i s  n o t  a 
d i r e c t  t a x  i n  i n s t r u m e n t a l i t i e s  o f  i n t e r n a t i o n a l  c o m m e r c e .  T h e r e f o r e ,  
i t  i s  n o t  c l e a r  w h e t h e r  t h e  m o r e  s t r i n g e n t  c o n s i d e r a t i o n s  s e t  f o r t h  
i n  J a p a n  L i n e s  w o u l d  b e  a p p l i e d  t o  a c h a l l e n g e  o f  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  by  a f o r e i g n - b a s e d  m u l t i n a t i o n a l .

A L T ER N AT I V E S  TO WORLDWIDE COMB I NED  REPORT I NG

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

I n  t h e  C o n t a i n e r  c a s e ,  s e v e r a l  f o r e i g n  g o v e r n m e n t s  s u b m i t t e d  b r i e f s  i n  
f a v o r  o f  C o n t a i n e r ' s  p o s i t i o n .  T h e  f e d e r a l  g o v e r n m e n t  s u b m i t t e d  a 
b r i e f  o p p o s i n g  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  i n  a n  e a r l i e r  c a s e  o n  w h i c h  
t h e  c o u r t  l a t e r  d e f e r r e d .  T h e  U . S  a n d  f o r e i g n  g o v e r n m e n t s  u s e  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  t o  d e t e r m i n e  w h a t  p o r t i o n  o f  a 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  i n c o m e  may  b e  a t t r i b u t e d  t o  a p a r t i c u l a r  c o u n t r y ;  t h i s  
p r e v e n t s  c o r p o r a t i o n s  f r o m  p a y i n g  t a x  o n  t h e  same  i n c o m e  i n  m o r e  
t h a n  o n e  c o u n t r y .  Ma n y  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  a l s o  o p p o s e  t h e  
u s e  o f  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 .

U . S .  T r e a s u r y  S e c r e t a r y  R e g a n  h a s  s u g g e s t e d  t h a t  h e  m i g h t  r e c o m m e n d  
f e d e r a l  r e s t r i c t i o n s  o n  s t a t e  t a x a t i o n  o f  m u l t i n a t i o n a l s  i f  t h e  s t a t e s  
d o  n o t  m o v e  t o w a r d  e l i m i n a t i o n  o f  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  i n  t h e  
n e a r  f u t u r e .  H o w e v e r ,  i t  s h o u l d  b e  n o t e d  t h a t  C o n g r e s s  h a s  d e f e r r e d  
a c t i o n  o n  l e g i s l a t i o n  p r o h i b i t i n g  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  f o r  
s e v e r a l  y e a r s  a n d  m a n y  i n d i v i d u a l s  t o  whom we  s p o k e  i n d i c a t e d  t h a t  
P r e s i d e n t  R e a g a n  s u p p o r t s  t h e  s t a t e s '  r i g h t  t o  u s e  t h e  m e t h o d  i f  t h e y  
s o  c h o o s e .

F o l l o w i n g  t h e  C o n t a i n e r  c a s e ,  P r e s i d e n t  R e a g a n  a p p o i n t e d ~ a T T a ' s k  f o r c e  
k n o wn  a s  t h e  t h 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  W o r k i n g  G r o u p  ( h e r e a f t e r

Sjapan L i n e ,  L t d .  v .  C o u n t y  o f  L o s  A n g e l e s , 441 U . S .  434 (1979) .
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c i t e d  a s  t h e  W o r k i n g  G r o u p )  w h i c h  wa s  c o m p r i s e d  o f  r e p r e s e n t a t i v e s  
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 ,  s t a t e s ,  a n d  t h e  f e d e r a l  g o v e r n m e n t .  
A c c o r d i n g  t o  t h e  W o r k i n g  G r o u p ' s  F i n a l  R e p o r t ,  c r i t i c s  o f  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  c l a i m  t h a t :

t h i s  m e t h o d  o f  t a x a t i o n  l e a d s  t o  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  
i n c o m e  a n d  i s  a t  v a r i a n c e  w i t h  t h e  i n t e r n a t i o n a l l y  a c c e p t e d  s e p a r ­
a t e  a c c o u n t i n g  m e t h o d  f o r  a v o i d i n g  d o u b l e  t a x a t i o n .  T h e y  a l s o  
c o n t e n d  t h a t  s i m p l y  t o  l u m p  t o g e t h e r  i n c o m e  e a r n e d  i n  n u m e r o u s  
p r o f i t  c e n t e r s  t h r o u g h o u t  t h e  w o r l d  a n d  t h e n  d i v i d e  t h e  r e s u l t  on  
a f o r m u l a  b a s i s  d i s t o r t s  t h e  a t t r i b u t i o n  o f  i n c o m e  t o  a n y  p a r t i c u ­
l a r  s o u r c e  o r  s t a t e  s i n c e  i n  s ome  c e n t e r s  l o s s e s  a r e  i n c u r r e d ,  
w h i l e  i n  o t h e r s  p r o f i t s  r e s u l t .  Ma n y  U . S .  b a s e d  m u l t i n a t i o n a l s  
a l s o  c o n t e n d  t h a t  d i s t o r t i o n  o c c u r s  b e c a u s e  n o  d e d u c t i o n  i s  a l ­
l o w e d  f o r  f o r e i g n  t a x e s  o r  o t h e r  p a y m e n t s  t o  f o r e i g n  g o v e r n m e n t s .  
F o r e i g n - b a s e d  m u l t i n a t i o n a l s ,  i n  p a r t i c u l a r ,  c o n t e n d  t h a t  u s e  o f  
t h e  m e t h o d  i m p o s e s  s u b s t a n t i a l  a d m i n i s t r a t i v e  b u r d e n s  b e c a u s e  o f  
t h e  n e e d  t o  t r a n s l a t e  a c c o u n t s  o f  t h e i r  e n t i r e  f o r e i g n  o p e r a t i o n s  
i n t o  U . S .  c u r r e n c y  a n d  t o  c o n f o r m  t h e m  t o  U . S .  a n d  s t a t e  a c c o u n t ­
i n g  r u l e s ;  t h e y  n o t e  t h a t  t h e r e  i s  n o  o t h e r  r e q u i r e m e n t  f o r  s u c h  
r e p o r t i n g  b y  f o r e i g n  m u l t i n a t i o n a l s . ®

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

W a t e r s  E d g e  T a x a t i o n

E f f o r t s  t o  r e p e a l  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  p r o v i s i o n s  h a v e  g e n e r a l l y  
a t t e m p t e d  t o  r e p l a c e  t h e  m e t h o d  w i t h  a w a t e r s  e d g e  u n i t a r y  t a x .  U n d e r  
t h i s  m e t h o d ,  s e p a r a t e  a c c o u n t i n g  i s  u s e d  t o  d e t e r m i n e  t h e  e x c h a n g e s  o f  
v a l u e  b e t w e e n  d o m e s t i c  a n d  f o r e i g n - b a s e d  c o r p o r a t i o n s  w i t h i n  t h e  g r o u p ,  
w h i c h  i s  how t h e  f e d e r a l  g o v e r n m e n t  d e t e r m i n e s  d o m e s t i c  i n c o m e  f o r  
f e d e r a l  t a x  p u r p o s e s .  H o w e v e r ,  t h e r e  h a s  b e e n  c o n s i d e r a b l e  d e b a t e  a s  
t o  w h e t h e r  t h e  w a t e r s  e d g e  m e t h o d  s h o u l d  i n c l u d e  f o r e i g n  s o u r c e  d i v i ­
d e n d s  a n d  80/20 c o r p o r a t i o n s  ( U . S .  c o r p o r a t i o n s  w i t h  80 p e r c e n t  o f  
t h e i r  p a y r o l l  a n d  p r o p e r t y  i n  f o r e i g n  c o u n t r i e s ) .  B e c a u s e  b o t h  f o r e i g n  
d i v i d e n d s  a n d  i n c o m e  f r o m  80/20 c o r p o r a t i o n s  r e p r e s e n t  f o r e i g n - s o u r c e  
i n c o m e ,  t h e  i s s u e s  r e g a r d i n g  t h e i r  i n c l u s i o n  a r e  g e n e r a l l y  t h e  s am e .

® U . S .  D e p a r t m e n t  o f  T r e a s u r y ,  T h e  F i n a l  R e p o r t  o f  t h 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  W o r k i n g  G r o u p , A u g u s t  1984,  p .  2 .
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W a t e r ' s  E d g e - F o r e i g n  D i v i d e n d s  (Op t i o n  #2) .  I n  t h e  W o r k i n g  G r o u p  
F i n a l  R e p o r t ,  t h e  r e p r e s e n t a t i v e s  o f  s t a t e  g o v e r n m e n t  p u t  f o r t h  a n  
o p t i o n  ( O p t i o n  § 2  i n  t h e  r e p o r t )  t o  a p p l y  t h e  c o r p o r a t e  i n c o m e  t o  a l l  
s e g m e n t s  o f  u n i t a r y  b u s i n e s s e s  w h i c h  d o  b u s i n e s s  i n  t h e  U n i t e d  S t a t e s .  
F o r e i g n  c o r p o r a t i o n ?  w h i c h  d o  n o t  d o  o p e r a t e  i n  t h e  U . S .  a r e  n o t  i n ­
c l u d e d  i n  t h e  u n i t a r y  g r o u p  w h e n  d e t e r m i n i n g  e i t h e r  i n c o m e  o r  t h e  
a p p o r t i o n m e n t  f a c t o r s ;  h o w e v e r ,  d i v i d e n d  i n c o m e  p a i d  t o  t h e  u n i t a r y  
b u s i n e s s  b y  f o r e i g n  s u b s i d i a r i e s  i s  c o u n t e d  a s  i n c o m e .  I n  a d d i t i o n ,  
80/20 c o r p o r a t i o n s  a r e  a l s o  i n c l u d e d  i n  t h e  u n i t a r y  b u s i n e s s .

T h i s  m e t h o d  e l i m i n a t e s  t h e  a d m i n i s t r a t a t i v e  d i f f i c u l t i e s  o f  c o m p l y i n g  
w i t h  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 .  T h e  i n c o m e  t o  b e  a p p o r t i o n e d  u n d e r  
O p t i o n  #2 i s  e s s e n t i a l l y  t h e  i n c o m e  r e p o r t e d  f o r  f e d e r a l  t a x  p u r p o s e s  
( a l t h o u g h  t h e  f e d e r a l  g o v e r n m e n t  a l l o w s  a t a x  c r e d i t  o n  f o r e i g n  d i v i ­
d e n d  i n c o m e  t o  o f f s e t  t a x e s  p a i d  b y  t h e  f o r e i g n  s u b s i d i a r y  t o  f o r e i g n  
g o v e r n m e n t s ) .  I n  a d d i t i o n ,  p r o p o n e n t s  a r g u e  t h a t  t a x i n g  f o r e i g n  d i v i ­
d e n d  i n c o m e  a n d  i n c o m e  f r o m  80/20 c o r p o r a t i o n s  p r o v i d e s  a n  e q u a l l y  
c o m p e t i t i v e  e n v i r o n m e n t  f o r  U . S .  m u l t i n a t i o n a l s  a n d  p u r e l y  d o m e s t i c  
c o r p o r a t i o n s .  8 o t h  U . S .  m u l t i n a t i o n a l  a n d  d o m e s t i c  c o r p o r a t i o n s  w o u l d  
a p p o r t i o n  a l l  i n - n m e  r e t u r n e d  t o  t h e  U . S .  S t a t e  r e p r e s e n t a t i v e s  t o  
t h e  w o r k i n g  g r o u p  a l s o  i d e n t i f i e d  t h i s  a p p r o a c h  a s  t h e  w a t e r s  e d g e  
m e t h o d  t h a t  b e s t  p r o t e c t s  s t a t e  r e v e n u e s  b a s e s .  T h i s  m e t h o d  i s  g e n e r ­
a l l y  a c c e p t a b l e  t o  f o r e i g n - b a s e d  u n i t a r y  b u s i n e s s e s ,  a s  t h e  f l o w  o f  
d i v i d e n d  i n c o m e s  g o e s  f r o m  U . S .  s u b s i d i a r i e s  t o  f o r e i g n  p a r e n t s  a n d  i s  
n o t  s u b j e c t  t o  a p p o r t i o n m e n t .

H o w e v e r ,  m a n y  U . S .  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  o p p o s e  t h i s  a p p r o a c h .  
T h e y  b e l i e v e  t h a t  t a x i n g  f o r e i g n  d i v i d e n d s  p u t s  t h e m  a t  a c o m p e t i t i v e
d i s a d v a n t a g e  w i t h  f o r e i g n - b a s e d  mu l  t i n a t i o n a l s  b e c a u s e  f o r e i g n - b a s e d
m t r i t r n a t - i o n a l s - w o u l d  b e  t a x e d  s o l e l y  o n  t h e i r  U . S .  o p e r a t i o n s  w h i l e  L L S . ____
m u l t i n a t i o n a l s - w o u l d  b e  t a x e d  " o n  b o t h  t h e i r  U . S .  o p e r a t i o n s  a s  w e l l  a s _  
t h e i r  f o r e i g n  d i v i d e n d s . U . S .  m u l t i n a t i o n a l s  a l s o  a r g u e  t h a t  t a x i n g  
t h e i r  d i v i d e n d s  a m o u n t s  t o  d o u b l e  t a x a t i o n  b e c a u s e  t h e i r  f o r e i g n  s u b ­
s i d i a r i e s  h a v e  a l r e a d y  p a i d  t a x  o n  t h a t  i n c o m e  t o  f o r e i g n  g o v e r n m e n t s .
T h e y  n o t e  t h a t  t h e  f e d e r a l  g o v e r n m e n t  p r o v i d e s  a t a x  c r e d i t  o n  f o r e i g n  
d i v i d e n d  i n c o m e  f o r  f o r e i g n  t a x e s  p a i d  b y  t h e  f o r e i g n  s u b s i d i a r y .

P r o p o n e n t s  o f  O p t i o n  #2 d i s m i s s  t h e  d o u b l e  t a x a t i o n  a r g u m e n t .  I n  t h e i r  
v i e w ,  f e d e r a l  a n d  s t a t e  t a x a t i o n  i s  c o n c u r r e n t .  T h u s ,  a s  l o n g  a s  c o r ­
p o r a t i o n s  a r e  n o t  t a x e d  o n  t h e  s ame  i n c o m e  b y  b o t h  t h e  f e d e r a l  g o v e r n m e n t
a n d  a f o r e i g n  g o v e r n m e n t ,  t h e  d o u b l e  t a x a t i o n  i s s u e  i s  n o t  r e l e v a n t .
P r o p o n e n t s  a l s o  p o i n t  o u t  t h a t  t a x p a y e r s  o t h e r  t h a n — c o r p o r a t i o n s ---
m u s t  p a y  t a x  o n  d i v i d e n d  i n c o m e .

7 S ta t e  Approved Report  o f  the Worldwide U n i t a r y  Taxa t io n  Working Group,
June 1984,  p. 38.
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S t a t e  r e p r e s e n t a t i v e s  t o  t h e  W o r k i n g  G r o u p  ma d e  t h e i r  s u p p o r t  o f  O p t i o n  
42  c o n t i n g e n t  o n  i n c r e a s e d  f e d e r a l  a u d i t 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  
u s e d  b y  m u l t i n a t i o n a l s  f o r  f e d e r a l  t a x  p u r p o s e s .  T h e y  a l s o  i n s i s t e d  
t h a t  t h e  f e d e r a l  g o v e r n m e n t  r e q u i r e  mult i n a t i o n a l  c o r p o r a t i o n s  t o  
s u b m i t  a s p r e a d s h e e t  w h i c h  d i s c l o s e s  d o m e s t i c  o p e r a t i o n s  by  s t a t e .  
T h e  s t a t e s  f e a i  t h a t  w i t h o u t  g r e a t l y  i n c r e a s e d  f e d e r a l  o v e r s i g h t  o f  
t h e  p r i c i n g  o f  t r a n s f e r s  b e t w e e n  d o m e s t i c  a n d  f o r e i g n  m e mb e r s  o f  a 
u n i t a r y  b u s i n e s s ,  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  w i l l  s h i f t  t h e i r  i n c o m e  
t o  f o r e i g n  c o u n t r i e s  w i t h  m o r e  f a v o r a b l e  t a x  l a w s .

I n  1984,  t h e  C a l i  f o r n i a  L e g i s l a t u r e  c o n s i d e r e d  a m e a s u r e  v e r y  s i m i l a r  
t o  O p t i o n  #2; t h e  o n l y  m a j o r  d i f f e r e n c e  wa s  t h a t  c o r p o r a t i o n s  w o u l d  
h a v e  t h e  c h o i c e  o f  c o n t i n u i n g  t o  u s 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  i f  
t h e y  s o  d e s i r e d .  U n d e r  t h e  t e r m s  o f  t h e  l e g i s l a t i o n ,  t h e  n ew  l a w  d i d  
n o t  g o  i n t o  e f f e c t  u n t i l  t h e  f e d e r a l  g o v e r n m e n t  h a d  s u b s t a n t i a l l y  
i m p l e m e n t e d  s e v e r a l  r e p o r t i n g  r e q u i r e m e n t s  a n d  a u d i t  m e a s u r e s  s i m i l a r  
t o  t h o s e  c o n t a i n e d  i n  t h e  W o r k i n g  G r o u p  r e p o r t .

A c c o r d i n g  t o  B e n  M i l l e r ,  w i t h  t h e  C a l i f o r n i a  F r a n c h i s e  T a x  B o a r d  ( w h i c h  
a d m i n i s t e r s  C a l i f o r n i a ' s  c o r p o r a t e  i n c o m e  t a x ) ,  t h e  l e g i s l a t i o n  was  
s u p p o r t e d  b y  G o v e r n o r  D e u k m e j i a n ,  a R e p u b l i c a n ,  a n d  w a s  i n t r o d u c e d  by  
D e m o c r a t s  i n  t n e  S t a t e  A s s e m b l y .  C a l i f o r n i a  h a s  b e e n  t h e  s u b j e c t  o f  
i n t e n s e  p r e s s u r e  b y  f o r e i g n  m u l t i n a t i o n a l s  who  c i t 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  a s  a d i s i n c e n t i v e  t o  f u r t h e r  i n v e s t m e n t  i n  t h e  s t a t e .

T h e  C a l i f o r n i a  D e p a r t m e n t  o f  T r e a s u r y  e s t i m a t e d  t h a t  t h e  s t a t e  w o u l d  
l o s e  $270 m i l l i o n  i n  r e v e n u e  i n  FY 87 a s  a r e s u l t  o f  t h e  c h a n g e .  T h i s  
e s t i m a t e  d i d  n o t  i n c l u d e  p o s s i b l e  g a i n s  i n  r e v e n u e  f r o m  o t h e r  s o u r c e s  
r e s u l t i n g  f r o m  i n c r e a s e d  e c o n o m i c  a c t i v i t y  t h a t  m i g h t  b e  a s s o c i a t e d  
w i t h  t h e  c h a n g e .  H o w e v e r ,  M r .  M i l l e r  s t a t e d  t r a t  i f  s u c h  a t a x  c h a n g e  
d i d  b r i n g  i n  n ew  i n d u s t r y  a n d  a d d i t i o n a l  j o b s ,  t h i s  w o u l d  r e q u i r e  m o r e  
g o v e r n m e n t  s e r v i c e s  a s  w e l l  a s  g e n e r a t i n g  a d d i t i o n a l  r e v e n u e .

T h e  C a l i f o r n i a  l e g i s l a t i o n  f a i l e d  t o  p a s s ;  i t  w a s  s t r o n g l y  o p p o s e d  by  
s e v e r a l  U . S .  b a s e d  mu l  t i n a t i o n a l  c o r p o r a t i o n s .  A c c o r d i n g  t o  M r .  M i l l e r ,  
t h e s e  c o r p o r a t i o n s  a r g u e d  t h a t  t h e  b i l l  w o u l d  p l a c e d  t h e m  a t  a c o m p e t i ­
t i v e  d i s a d v a n t a g e  b e c a u s e  t h e y  w o u l d  h a v e  t o  i n c l u d e  f o r e i g n  i n c o m e  i n  
t h e i r  a p p o r t i o n m e n t ,  w h i l e  f o r e i g n - b a s e d  m u l t i n a t i o n a l s  w o u l d  n o t .  
M r .  M i l l e r  q u e s t i o n e d  t h i s  a r g u m e n t ,  s t a t i n q  t h a t  m o s t  f o r e i g n  c o u n t r i e s  
t a x  f o r e i g n  d i v i d e n d  i n c o m e ;  t h e r e f o r e ,  t h e r e  i s  n o  r e a l  d i s c r i m i n a t i o n  
w h e n  l o o k i n g  a t  t h e  c o r p o r a t i o n s '  t o t a l  t a x  b u r d e n .  L e g i s l a t i o n  i n t r o ­
d u c i n g  s om e  v e r s i o n  o f  w a t e r s  e d g e  t a x a t i o n  i s  a n t i c i p a t e d  d u r i n g  t h e  
n e x t  l e g i s l a t i v e  s e s s i o n .

M a s s a c h u s e t t s  u s e s  a m e t h o d  o f  t a x a t i o n  d i f f e r e n t  f r o m  w a t e r s  e d g e-  
f o r e i g n  d i v i d e n d s ,  b u t  w h i c h  p r o d u c e s  a s i m i l a r  r e s u l t :  i n c o m e  o f
f o r e i g n  s u b s i d i a r i e s  o f  U . S .  c o r p o r a t i o n s  i s  a p p o r t i o n a b l e ;  i n c o m e  o f
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f o r e i g n  p a r e n t  c o r p o r a t i o n s  i s  n o t .  F o r  t a x  p u r p o s e s ,  M a s s a c h u s s e t t s  
d e f i n e s  t h e  u n i t a r y  b u s i n e s s  a s  d o m e s t i c  c o r p o r a t i o n s  p l u s  a l l  s u b s i d i ­
a r i e s  o f  f o r e i g n  c o p o r a t i o n s  w h i c h  o p e r a t e  i n  t h e  s t a t e .  T h u s ,  f o r e i g n  
s u b s i d i a r i e s  o f  U . S .  c o r p o r a t i o n s  a r e  i n c l u d e d  i n  c o m b i n e d  r e p o r t i n g  
r e q u i r e m e n t s ,  b u t  f o r e i g n  p a r e n t  c o r p o r a t i o n s  a r e  n o t .  N i c k  M e t a x a s ,  
G e n e r a l  C o u n s e l  f o r  t h e  M a s s a c h u s e t t s  D e p a r t m e n t  o f  R e v e n u e ,  b e l i e v e s  
t h i s  m e t h o d  t o  b e  p r e f e r a b l e  t o  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  b e c a u s e  
o f  t h e  l i k e l i h o o d  t h a t  t h e  U . S .  S u p r e m e  C o u r t  w i l l  f i n d  u n i t a r y  t a x a ­
t i o n  o f  f o r e i g n  p a r e n t  c o r p o r a t i o n s  u n c o n s t i t u t i o n a l .

Wa t e r s  E d g e - N o  F o r e i g n  D i v i d e n d s  ( O p t i o n  #4) . T h i s  m e t h o d  a p p l i e s  t h e  
w a t e r s  e d g e  m e t h o d  b u t  e x e m p t s  f o r e i g n  d i v i d e n d  i n c o m e  i f  t h e  U . S .  
p a r e n t  c o r p o r a t i o n  o w n s  80 p e r c e n t  o f  t h e  f o r e i g n  s u b s i d i a r y  a n d  p r o ­
v i d e s  a n  85 p e r c e n t  e x e m p t i o n  f o r  f o r e i g n  d i v i d e n d  i n c o m e  i f  t h e  p a r e n t  
o wn s  l e s s  t h a n  80 p e r c e n t .  I n  a d d i t i o n ,  80/20 c o r p o r a t i o n s  a r e  n o t  
i n c l u d e d  i n  t h e  w a t e r s  e d g e  u n i t a r y  g r o u p .  T h i s  r e m o v e s  t h e  o b j e c t i o n s  
o f  m o s t  U . S .  m u l t i n a t i o n a l s  t o  t h e  w a t e r s  e d g e  a p p r o a c h ;  i n d e e d ,  i t  
w a s  p u t  f o r t h  b y  t h e  b u s i n e s s  r e p r e s e n t a t i v e s  t o  t h e  W o r k i n g  G r o u p  ( a s  
O p t i o n  i f4 i n  t h e  W o r k i n g  G r o u p  R e p o r t ) .  P r o p o n e n t s  o f  t h i s  m e t h o d  
e m p h a s i z e  t h a t  i t  i s  s i m i l a r  t o  f e d e r a l  l a w  i n  i t s  t r e a t m e n t  o f  f o r e i g n  
s o u r c e  i n c o m e ;  e s s e n t i a l l y ,  c o r p o r a t i o n s  m u s t  c o n s i d e r  o n l y  i n c o m e  
f r o m  U . S .  s o u r c e s  w h e n  p a y i n g  t a x  i n  U . S .  j u r i s d i c t i o n s .

S t a t e  r e p r e s e n t a t i v e s  t o  t h e  W o r k i n g  G r o u p  o p p o s e d  t h e  e x c l u s i o n  o f  
f o r e i g n - s o u r c e  i n c o m e .  T h e y  b e l i e v e  t h a t  p u r e l y  d o m e s t i c  c o r p o r a t i o n s  
a r e  p l a c e d  a t  a c o m p e t i t i v e  d i s a d v a n t a g e  b e c a u s e  t h e y  m u s t  a p p o r t i o n  
a l l  o f  t h e i r  i n c o m e ,  w h i l e  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  a p p o r t i o n  o n l y  
i n c o m e  e a r n e d  i n  t h e  U . S .  F u r t h e r m o r e ,  i t  i s  a r g u e d  t h a t  b y  e x e m p t i n g  
i n c o m e  e a r n e d  f r o m  f o r e i g n  i n v e s t m e n t ,  t h i s  m e t h o d  " w o u l d  s u b s i d i z e  
f o r e i g n  o v e r  d o m e s t i c  i n v e s t m e n t . I n  a d d i t i o n ,  c o m p a r e d  t o  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 ,  t h i s  m e t h o d  " w o u l d  s u b s t a n t i a l l y  r e d u c e  s t a t e  
r e v e n u e  b a s e s . "9

I n  1982,  t h e  S t a t e  o f  I l l i n o i s  a m e n d e d  i t s  c o r p o r a t e  i n c o m e  t a x  t o  i n s t i ­
t u t e  a w a t e r s  e d g e  a p p r o a c h  v e r y  s i m i l a r  t o  O p t i o n  i f 4.  F o r e i g n  s o u r c e  
d i v i d e n d s  a r e  t r e a t e d  a s  i n  O p t i o n  #4 a n d  i n c o m e  f r o m  80/20 c o r p o r a t i o n s  
i s  e x c l u d e d .  O n e  d i f f e r e n c e  b e t w e e n  t h e  I l l i n o i s  l a w  a n d  O p t i o n  rf4 i s  
t h a t  i n t e r c o m p a n y  s a l e s  i n v o l v i n g  80/20 c o r p o r a t i o n s  a r e  e x c l u d e d  f r o m  
t h e  n u m e r a t o r  o f  t h e  s a l e s  f a c t o r  ( n o t  a p p o r t i o n e d  t o  I l l i n o i s )  b u t  
i n c l u d e d  i n  t h e  d e n o m i n a t o r  ( c o n s i d e r e d  p a r t  o f  t o t a l  s a l e s ) .

3 S ta t e  Approved Report  of  the Worldwide U n i ta ry  Taxat ion  Working Group,
June 1984, p. 43 .
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T h e  I l l i n o i s  l a w  a l s o  i n c l u d e s  a m o r e  s p e c i f i c  d e f i n i t i o n  o f  a u n i ­
t a r y  b u s i n e s s  t h a n  i s  g e n e r a l l y  r e q u i r e d  b y  c o u r t  t e s t s .  U n d e r  t h e  
I l l i n o i s  l a w ,  a m e m b e r  o f  t h e  u n i t a r y  b u s i n e s s  m u s t  n a v e  a t  l e a s t  50 
p e r c e n t  c ommon  o w n e r s h i p ,  b e  i n  t h e  s ame  b u s i n e s s  o r  v e r t i c a l l y  i n t e ­
g r a t e d  w i t h  o t h e r  m e m b e r s  o f  t n e  u n i t a r y  g r o u p ,  a n d  e x h i b i t  s t r o n g  
c e n t r a l  m a n a g e m e n t ,  a s  i n d i c a t e d  by  c e n t r a l  p u r c h a s i n g ,  f i n a n c i n g ,  
m a r k e t i n g ,  a c c o u n t i n g ,  o r  o t h e r  s u c h  m a n a g e m e n t  f u n c t i o n s .  I f  a n y  o n e  
o f  t h e s e  t h r e e  c o n d i t i o n s  i s  n o t  m e t ,  t h e n  t h a t  s e g m e n t  o f  t h e  b u s i n e s s
i s  e x c l u d e d  f r o m  t h e  u n i t a r y  b u s i n e s s .

A c c o r d i n g  t o  F r e d  M o n t g o m e r y ,  w i t h  t h e  I l l i n o i s  D e p a r t m e n t  o f  R e v e n u e ,  
t h e  b u s i n e s s  c o m m u n i t y  i n  I l l i n o i s  wa s  d i v i d e d  i n  i t s  o p i n i o n  o f  t h e  
n ew  u n i t a r y  t a x  i n i t i a l l y .  Some c o m p a n i e s  f a v o r e d  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  a n d  s ome  p r e f e r r e d  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 ,  w h i c h  
a l l o w e d  m u l t i n a t i o n a l s  t o  o f f s e t  U . S .  p r o f i t s  w i t h  l o s s e s  i n  f o r e i g n  
c o u n t r i e s .  H o w e v e r ,  h e  s t a t e d  t h a t  t h e  o p t i o n  c h o s e n  w a s  g e n e r a l l y  
p e r c e i v e d  a s  a n  a c c e p t a b l e  m i d d l e g r o u n d  p o s i t i o n .

M r .  M o n t g o m e r y  s t a t e d  t h a t  a t  t h e  t i m e  o f  p a s s a g e ,  t h e  n ew  l a w  was  
e s t i m a t e d  t o  r e d u c e  c o r p o r a t e  i n c o m e  t a x  r e v e n u e s  b y  $100-$ 175 m i l l i o n  
p e r  y e a r .  No a t t e m p t  was  ma d e  t o  e s t i m a t e  w h a t  a d d i t i o n a l  r e v e n u e s  
m i g h t  b e  o b t a i n e d  f r o m  p e r s o n a l  i n c o m e ,  p r o p e r t y ,  a n d  s a l e s  t a x  r e v e n u e  
i n c r e a s e s  t h a t  m i g h t  r e s u l t  f r o m  i n c r e a s e d  i n v e s t m e n t  i n  I l l i n o i s .  
M r .  M o n t g o m e r y  s t a t e d  t h a t ,  t o  d ?t e ,  t h e r e  i s  n o  c l e a r  e v i d e n c e  t h a t  t h e  
s h i f t  f r o m  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  t o  w a t e r s  e d g e - n o  f o r e i g n  
d i v i d e n d s  h a s  a f f e c t e d  t h e  l e v e l  o f  e c o n o m i c  a c t i v i t y  i n  I l l i n o i s .

I n  J u n e  o f  1984,  t h e  O r e g o n  L e g i s l a t u r e  m e t  i n  s p e c i a l  s e s s i o n  a nd  
r e p l a c e d  i t s  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  p r o v i s i o n  w i t h  t h e  w a t e r s  e d g e  
m e t h o d  s i m i l a r  t o  O p t i o n  #4. U n d e r  t h e  n ew  O r e g o n  l a w ,  w h i c h
g o e s  i n t o  e f f e c t  i n  1986,  b o t h  f o r e i g n  a n d  d o m e s t i c  d i v i d e n d  i n c o m e  i s
s u b j e c t  t o  a n  85 p e r c e n t  d e d u c t i o n  b e f o r e  a p p o r t i o n m e n t .

T h e  n e w  l a w  l i m i t s  t h e  u n i t a r y  g r o u p  t o  t h o s e  c o r p o r a t i o n s  f i l i n g  a 
c o n s o l i d a t e d  f e d e r a l  t a x  r e t u r n  a s  o n e  t a x p a y e r ;  f o r e i g n  c o r p o r a t i o n s  
a r e  e x c l u d e d ,  a s  t h e y  c a n n o t  b e  p a r t  o f  a f e d e r a l  c o n s o l i d a t e d  r e t u r n .  
T h i s  c h a n g e  i n c r e a s e s  t h e  c ommon  o w n e r s h i p  r e q u i r e m e n t  t o  80 p e r c e n t  
f o r  a u n i t a r y  r e l a t i o n s h i p  t o  e x i s t .  T h e  l a w  a l s o  ma d e  t h e  d e f i n i t i o n  
o f  a u n i t a r y  g r o u p  m o r e  e x p l i c i t  a n d  r e s t r i c t i v e .  A u n i t a r y  g r o u p  i s :

" c o r p o r a t i o n s  e n g a g e d  i n  a s i n g l e  t r a d e  o r  b u s i n e s s  w h e r e  t h e r e  
e x i s t s  a s h a r i n g  o r  e x c h a n g e  o f  v a l u e " d e T r T o n s t r a t e d  b y  (1)  c e n t r a l ­
i z e d  m a n a g e m e n t ,  (2) f u n c t i o n a l  i n t e g r a t i o n ,  a n d  (3) c e n t r a l i z e d  
a d m i n i s t r a t i v e  s e r v i c e s . " ^
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A c c o r d i n g  t o  t h e  O r e g o n  L e g i s l a t i v e  R e v e n u e  O f f i c e ,  t h e  n ew  l a w  w i l l  
d e c r e a s e  c o r p o r a t e  t a x  r e v e n u e  b y  a b o u t  $18 m i l l i o n  i n  t h e  f i r s t  b i e n ­
n i a l  b u d g e t  c y c l e .  T h i s  i n c l u d e s  $3 m i l l i o n  i n  FY  86 a n d  $15 m i l l i o n  
i n  F Y  87.

Tom E v e r a l l ,  w i t h  t h e  O r e g o n  D e p a r t m e n t  o f  R e v e n u e ,  s t a t e d  t h a t  t h e  n ew  
l a w  h a d  t h e  s u p p o r t  o f  t h e  g o v e r n o r ,  t h e  l e g i s l a t u r e ,  a n d  m o s t  o f  t h e  
b u s i n e s s  c o m m u n i t y .  T h e  l e g i s l a t i o n  w a s  n o t  p e r c e i v e d  a s  a r e v e n u e  
m e a s u r e ,  b u t  a s  a n  e c o n o m i c  d e v e l o p m e n t  m e a s u r e .  P o l i c y m a k e r s  w e r e  
s e e k i n g  t o  d i v e r s i f y  t h e  s t a t e ' s  e c o n o m y ,  w h i c h  t r a d i t i o n a l l y  h a s  b e e n  
b a s e d  o n  t i m b e r  a n d  a g r i c u l t u r e .  T h e  g o v e r n o r  a n d  l e g i s l a t u r e  p a r t i c u ­
l a r l y  w a n t e d  t o  e n c o u r a g e  J a p a n e s e  i n v e s t m e n t  i n  O r e g o n ,  a n d  J a p a n -  
b a s e d  c o r p o r a t i o n s  c i t e d  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  a s  a d e t e r r e n t  
t o  i n v e s t m e n t .  A c c o r d i n g  t o  M r .  E v e r o l 1,  J a p a n e s e  c o r p o r a t i o n s  d o  n o t  
l i k e  t o  ma k e  p u b l i c  m u c h  o f  t h e  i n f o r m a t i o n  n e c e s s a r y  t o  f i l e  a w o r l d ­
w i d e  c o m b i n e d  r e p o r t .

F o l l o w i n g  O r e g o n ' s  r e p e a l  o f  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 ,  F u j i t s u  L t ^ . ,  
a J a p a n e s e  m u l t i n a t i o n a l  ' c o r p o r a t i o n ,  a n n o u n c e d  p l a n s  t o  o c a t e  t w o  
p l a n t s ,  c o s t i n g  $170 m i l l i o n ,  i n  t h e  P o r t l a n d  a r e a .  T h e  c o m p a n y  c i t e d  
t h e  f a v o r a b l e  t a x  c l i m a t e  i n  O r e g o n ,  a l o n g  w i t h  t h e  a v a i l a b i l i t y  o f  a 
h i g h l y  s k i l l e d  l a b o r  f o r c e ,  a n  e x c e l l e n t  e d u c a t i o n  s y s t e m ,  a n d  t h e  
p l e a s a n t  N o r t h w e s t  l i f e s t y l e ,  a s  r e a s o n s  f o r  i t s  c h o i c e .  O t h e r  o b s e r v ­
e r s  h a v e  a l s o  p o i n t e d  o u t  t h a t  t h e  P a c i f i c  N o r t h w e s t  h a s  l o w  p o w e r  
c o s t s  a n d  p r o p e r t y  v a l u e s  w i t h  w h i c h  t o  a t t r a c t  m a n u f a c t u r i n g .  Tom 
E v e r a l l  n o t e d  t h a t  F u j i t s u  h a d  d e v o t e d  c o n s i d e r a b l e  r e s o u r c e s  t o  s e l e c t ­
i n g  a s i t e  i n  O r e g o n  f o r  s e v e r a l  y e a r s  b e f o r e  t h e  l a w  wa s  c h a n g e d .

I t  i s  i n t e r e s t i n g  t o  n o t e  t h a t  b o t h  t h e  O r e g o n  l a w  a n d  t h e  I l l i n o i s  
l a w  c o n t a i n e d  p r o v i s i o n s  r e s t r i c t i n g  m e m b e r s h i p  w i t h i n  t h e  u n i t a r y  
g r o u p ,  w a t e r s  e d g e  t a x a t i o n  d o e s  n o t  b e n e f i t  d o m e s t i c  c o r p o r a t i o n s  
w h o  h a v e  n o  i n t e r n a t i o n a l  o p e r a t i o n s .  H o w e v e r ,  d o m e s t i c  c o m p a n i e s  
w i t h  i n t e r s t a t e  o p e r a t i o n s  ma y  b e  a b l e  t o  b e n e f i t  f r o m  r e d u c i n g  t h e  
n u m b e r  o f  c o r p o r a t i o n s  i n c l u d e d  i n  t h e  u n i t a r y  g r o u p  i n  m u c h  t h e  s ame
w a y  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  b e n e f i t  f r o m  w a t e r s  e d g e  t a x a t i o n .

G e n e r a l  C o n s i d e r a t i o n s  o f  t h e  W a t e r ‘ s E d g e  A p p r o a c h . A l t h o u g h  i t  i s  
u s e f u l  t o  g e n e r a l i z e  a b o u t  t h e  a t t i t u d e s  o f  c o r p o r a t i o n s  t o w a r d s  w a t e r s  
e d g e  t a x i t i o n ,  t h e r e  a r e  e x c e p t i o n s .  W h e t h e r  a p a r t i c u l a r  c o r p o r a t i o n  
f a v o r s  a s p e c i f i c  c h a n g e  i n  t h e  t a x  l a w  d e p e n d s  o n  how t h a t  l a w  w i l l
a f f e c t  t h e  c o r p o r a t i o n  a n d  t h e  c o r p o r a t i o n ' s  c o m p e t i t i o n .  F o r  e x a m p l e ,
t a x p a y e r s  w h o  h a v e  s u b s t a n t i a l  b u s i n e s s  a c t i v i t y  i n  t h e  U . S I 7  b u t ~ s h o w  
m o s t  o f  t h e i r  p r o f i t s  i n  o t h e r  c o u n t r i e s  f a v o r  t h e  w a t e r s  e d g e  a p p r o a c h ,

^ S t a t e  o f  O r e g o n ,  L e g i s l a t i v e  R e v e n u e  O f f i c e ;  R e s e a r c h  R e p o r t  RR 4-84;  
A u g u s t  7 ,  1984; p .  2.
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a s  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  w o u l d  a p p o r t i o n  m o r e  i n c o m e  
t o  t h e  t a x i n g  s t a t e .  H o w e v e r ,  i f  a c o r p o r a t i o n  e a r n s  m o s t  o f  i t s  
i n c o m e  i n  t n e  U . S . ,  w h i l e  o p e r a t i n g  u n p r o f i t a b l e  b u s i n e s s e s  i n  o t h e r  
c o u n t r i e s ,  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  s p r e a d s  t h e i r  U . S .  p r o f i t s  
o v e r  t h e i r  e n t i r e  u n i t a r y  g r o u p ,  t h u s  r e d u c i n g  t h e  a m o u n t  o f  i n c o m e  
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 .

T h e r e  i s  s ome  c o n c e r n  o n  t h e  p a r t  o f  s t a t e s  t h a t  t h e  c o u r t s  w i l l  r e ­
q u i r e  s t a t e s  u s i n g  a w a t e r s  e d g e  f o r m u l a  t o  p e r m i t  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  t o  u s 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  i n  c i r c u m s t a n c e s  w h e r e  i t  
p e r m i t s  t h e m  t o  r e d u c e  t h e i r  t a x  b u r d e n .  8 e n  M i l l e r  c i t e d  t h i s  a s  t h e  
r e a s o n  w h y  C a l i f o r n i a  G o v e r n o r  D e u k m e j i a n  w a n t e d  t a x p a y e r s  t o  r e t a i n  
t h a t  c h o i c e  w h e n  p r o p o s i n g  t h e  c h a n g e  t o  t h e  w a t e r s  e d g e - f o r e i g n  
d i v i d e n d s  m e t h o d .

S e p a r a t e  A c c o u n t i n g

W a t e r s  e d g e  m e t h o d s  o f  t a x a t i o n  i n c o r p o r a t e  s e p a r a t e  a c c o u n t i n g  f o r  
t r a n s a c t i o n s  b e t w e e n  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  w i t h i n  a u n i t a r y  
g r o u p ;  s ome  i n d i v i d u a l s  a n d  c o r p o r a t i o n s  a r g u e  t h a t  a p p o r t i o n m e n t  
s h o u l d  b e  e l i m i n a t e d  c o m p l e t e l y  a n d  t a x p a y e r s  s h o u l d  u s e  s e p a r a t e  
a c c o u n t i n g  f o r  a l l  i n t e r s t a t e  t r a n s a c t i o n s .  T h u s ,  t h e  t a x p a y e r  w o u l d  
h a v e  t o  a d j u s t  t h e  i n c o m e  r e c e i v e d  i n  t h e  s t a t e  t o  a c c o u n t  f o r  t h e  
v a l u e  o f  a l l  i t s  t r a n s a c t i o n s  b e t w e e n  t h e  i n - s t a t e  a n d  o u t - o f - s t a t e  
s e g m e n t s  o f  t h e  b u s i n e s s .

S e p a r a t e  a c c o u n t i n g  i s  u s e d  b y  s ome  s t a t e s  f o r  some  k i n d s  o f  b u s i n e s s  
a c t i v i t i e s ,  i n c l u d i n g  t h e  c o n s t r u c t i o n  a n d  p e t r o l e u m  i n d u s t r i e s .  A l a s k a  
f o r m e r l y  a p p l i e d  a f o r m  o f  s e p a r a t e  a c c o u n t i n g  t o  p e t r o l e u m  p r o d u c e r s .  
P r o p o n e n t s  o f  s e p a r a t e  a c c o u n t i n g  a r g u e  t h a t  i t  i s  t h e  o n l y  w a y  i n  
w h i c h  i n c o m e  c a n  b e  p r o p e r l y  a t t r i b u t e d  t o  i n - s t a t e  b u s i n e s s  a c t i v i t y .  
T h e y  c l a i m  t h a t  a p p o r t i o n m e n t  e f f e c t i v e l y  a v e r a g e s  t h e  p r o f i t a b i l i t y  
o f  a l l  b u s i n e s s  o p e r a t i o n s ,  i g n o r i n g  t h e  r e a l i t y  t h a t  s ome  o p e r a t i o n s  
a r e  m o r e  o r  l e s s  p r o f i t a b l e  t h a n  o t h e r s .  O t h e r  p r o p o n e n t s  c l a i m  o n l y  
t h a t  i t  c a n  p r o d u c e  a m o r e  a c c u r a t e  e s t i m a t e  o f  t a x a b l e  i n c o m e  t h a n  
a p p o r t i o n m e n t  f o r  s ome  i n d u s t r i e s .

Some c o m p a n i e s  s e e k  t o  u s e  s e p a r a t e  a c c r a n t i n g  t o  r e d u c e  t h e i r  t a x e s .  
F o r  e x a m p l e ,  Amo c o  s u e d  u n s u c c e s s f u l l y  / o r  t h e  r i g h t  t o  u s e  s e p a r a t e  
a c c o u n t i n g  i n  A l a s k a .  E x x o n  s u e d  t h e  S t a t e  o f  W i s c o n s i n  u n s u c c e s s f u l l y  
f o r  t h e  r i g h t  t o  u s e  s e p a r a t e  a c c o u n t i n g  t o  l o w e r  i t s  t a x  b u r d e n .  
H o w e v e r ,  E x x o n  a l s o  j o i n e d  i n  t h e  c o n s t i t u t i o n a l  c h a l l e n g e  o f  A l a s k a ' s '  
s e p a r a t e  a c c o u n t i n g  l a w-- a  l a w  w h i c h  s u b s t a n t i a l l y  i n c r e a s e d  i t s  t a x  
1i a b i 1i t y .

O p p o n e n t s  o f  s e p a r a t e  a c c o u n t i n g  c l a i m  t h a t  t h e  t a s k  o f  a c c u r a t e l y  v a l u ­
i n g  e a c h  t r a n s a c t i o n  b e t w e e n  j u r i s d i c t i o n s  i s  b u r d e n s o m e .  T h e y  a l s o
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f e a r  t h a t  b u s i n e s s e s  w i l l  p l a c e  i m p r o p e r  v a l u e s  o n  i n t e r s t a t e  t r a n s f e r s  
o f  g o o d s  a n d  s e r v i c e s  w i t h i n  t h e  c o m p a n y ,  By a d j u s t i n g  t h e s e  t r a n s f e r  
p r i c e s ,  a c o m p a n y  c a n  d e f i n e  i t s  i n c o m e  p r o d u c i n g  t r a n s f e r s  as  t h o s e  
w h i c h  o c c u r  i n  s t a t e s  w i t h  l i t t l e  o r  n o  c o r p o r a t e  i n c o m e  t a x .  A n um b e r  
o f  s t a t e  t a x  a d m i n i s t r a t o r s  I c o n t a c t e d  e x p r e s s e d  d o u b t s  a s  t o  w h e t h e r  
s t a t e s  c o u l d  a f f o r d  t h e  a u d i t  e f f o r t  n e c e s s a r y  t o  e n s u r e  t h a t  t h i s  d i d  
n o t  h a p p e n .

I n  a d d i t i o n ,  s ome  o p p o n e n t s  o f  s e p a r a t e  a c c o u n t i n g  b e l i e v e  t h a t  i t  i s  
n o t  a l w a y s  p o s s i b l e  t o  d e t e r m i n e  o n e  u n d i s p u t a b l y  c o r r e c t  p r i c e  f o r  
a t r a n s f e r .  As  B e n  M i l l e r  o f  t h e  C a l i f o r n i a  F r a n c h i s e  T a x  B o a r d  s t a t e d ,  
t h e r e  a r e  " a s  m a n y  w a y s  t o  d i v i d e  i n c o m e  a s  t h e r e  a r e  p e o p l e  t o  c o u n t  
i t . "  W h i l e  o p p o n e n t s  o f  s e p a r a t e  a c c o u n t i n g  a c k n o w l e d g e  t h a t  t h e  
u n i t a r y  m e t h o d  i s  a n  i m p r e c i s e  m e a s u r e  o f  i n c o m e ;  t h e y  c l a i m  t h a t  a 
p r e c i s e  d e t e r m i n a t i o n  o f  i n c o m e  u s i n g  s e p a r a t e  a c c o u n t i n g  i s  e q u a l l y  
u n o b t a i  n a b l e .

M o d i f y i n g  t h e  U n i t a r y  T a x .

Some  o f  t h e  o b j e c t i o n s  t o  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  may  b e  a d d r e s s e d  
w i t h o u t  r e p e a l i n g  t h e  p r o v i s i o n .  F o r  e x a m p l e ,  o n e  a l t e r n a t i v e  ( O p t i o n  
#1) p r o p o s e d  b y  s t a t e  r e p r e s e n t a t i v e s  t o  t h e  W o r k i n g  G r o u p  i s  t o  p e r m i t  
t h e  s u b s i d i a r i e s  o f  f o r e i g n  c o r p o r a t i o n s  t o  p a y  a n  a l t e r n a t i v e  t a x  
b a s e d  s t r i c t l y  o n  i t s  i n - s t a t e  b u s i n e s s  a c t i v i t i e s .  T h e  r a t e  o f  t h e  
t a x  w o u l d  b e  b a s e d  o n  t h e  r a t e  o f  t a x  p a i d  b y  o t h e r  u n i t a r y  c o m p a n i e s  
i n  t h e  s ame  i n d u s t r y  d o i n g  b u s i n e s s  i n  t h e  s t a t e .  T h i s  w o u l d  e l i m i n a t e  
s ome  o f  t h e  o b j e c t i o n s  o f  f o r e i g n  m u l t i n a t i o n a l s  a n d  g o v e r n m e n t s  w h i l e  
m a i n t a i n i n g  t h e  c o m p e t i t i v e  p o s i t i o n  o f  U . S .  b u s i n e s s .  T h e  b u s i n e s s  
r e p r e s e n t a t i v e s  t o  t h e  W o r k i n g  G r o u p  o p p o s e d  t h i s  p o s i t i o n ,  c l a i m i n g  
i t  w o u l d  p r o v i d e  f o r e i g n - b a s e d  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  w i t h  a n  
a l t e r n a t i v e  f o r  l o w e r i n g  t h e i r  t a x e s  w h i l e  p r o v i d i n g  n o  r e l i e f  t o  U . S .  
c o r p o r a t i o n s .

A n o t h e r  e x a m p l e  o f  h ow t h e  u n i t a r y  m e t h o d  c o u l d  b e  m o d i f i e d  i s  f a c t o r  
r e l i e f .  T h i s  t e r m  r e f e r s  t o  p r o v i s i o n s  i n  t h e  u n i t a r y  t a x  l a w  w h i c h  
p e r m i t  b u s i n e s s e s  t o  d i v e r g e  f r o m  s t a n d a r d  a p p o r t i o n m e n t  c a l c u l a t i o n s  
w h e n  t h e y  c a n  s h ow  t h a t  i t  p r o d u c e s  s e r i o u s  d i s t o r t i o n s .  U n d e r  f a c t o r  
r e l i e f ,  a b u s i n e s s  m i g h t  u s e  t h e  s ame  f a c t o r s  i n  a w e i g h t e d  f o r m u l a  o r  
s u b s t i t u t e  s ome  o t h e r  f a c t o r  m o r e  i n d i c a t i v e  o f  b u s i n e s s  a c t i v i t y .  
T h i s  m i g h t  r e d u c e  t h e  p o s s i b i l i t y  t h a t  d i f f e r e n c e s  i n  w a g e  r a t e s  a n d
o t h e r  f a c t o r s  b e t w e e n  n a t i o n s  w o u l d  d i s t o r t  t h e  a p p o r t i o n m e n t .  I t  
s h o u l d  b e  n o t e d  t h a t  m a n y  u n ' t a r y  t a x  l a w s  a l r e a d y  p r o v i d e  s t a t e  t a x
o f f i c i a l s  s ome  d i s c r e t i o n  i n  p e r m i t t i n g  f a c t o r  r e l i e f .

T h e r e  a r e  n u m e r o u s  o t h e r  c h a n g e s  t o  u n i t a r y  t a x  l a w s  w h i c h  m i g h t  a d ­
d r e s s  s ome  o f  t h e  c r i t i c i s m s  t o  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 .  W h e t h e r  
a n y  s u c h  c h a n g e s  a r e  s u f f i c i e n t  t o  s a t i s f y  c r i t i c s  i s  a n o t h e r  q u e s t i o n .
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F r o m  t h e  p o s i t i o n s  t a k e n  i n  t h e  W o r k i n g  G r o u p  R e p o r t  a n d  f r om  o t h e r  
s t a t e m e n t s  m a d e  b y  r e p r e s e n t a t i v e s  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 ,  i t  
a p p e a r s  t h a t ,  a t  a n a t i o n a l  l e v e l ,  m a n y  U . S .  a n d  f o r e i g n - b a s e d  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  a r e  n o t  l i k e l y  t o  b e  s a t i s f i e d  w i t h  a l t e r n a t i v e s  
t h a t  l e a v 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  i n  p l a c e .

UN I TARY  TAXAT I ON  I N  ALASKA 

H i s t o r y  o f  t h e  U n i t a r y  T a x  i n  A l a s k a

A l a s k a  h a s  h a d  s ome  f o r m  o f  a u n i t a r y  t a x  s i n c e  b e f o r e  s t a t e h o o d .  I n  
1959,  A l a s k a  b e c a m e  t h e  f i r s t  s t a t e  t o  r a t i f y  t h e  U n i f o r m  D i v i s i o n  o f  
I n c o m e  f o r  T a x  P u r p o s e s  A c t  ( U D I T P A ) ,  w h i c h  w a s  d r a f t e d  b y  t h e  N a t i o n a l  
C o n f e r e n c e  o f  C o m m i s s i o n e r s  o n  U n i f o r m  S t a t e  L aw s  t w o  y e a r s  e a r l i e r .  
U D I T P A  e s t a b l i s h e d  t h e  t h r e e - f a c t o r  a p p o r t i o n m e n t  f o r m u l a  ( p a y r o l l ,  
p r o p e r t y ,  a n d  s a l e s )  a s  t h e  s t a n d a r d  f o r  a p p o r t i o n i n g  b u s i n e s s  i n c o m e ,  
w h i l e  a l l o c a t i n g  a l l  n o n b u s i n e s s  i n c o m e  t o  p a r t i c u l a r  s t a t e s .  P r i o r  
t o  U D I T P A ,  A l a s k a  h a d  u s e d  a f a c t o r  f o r m u l a  b a s e d  o n  g r o s s  r e c e i p t s ,  
p a y r o l l ,  a n d  p r o p e r t y .

I n  1966,  t h e  M u l t i s t a t e  T a x  C o m m i s s i o n  wa s  e s t a b l i s h e d  b y  s e v e r a l  
n a t i o n a l  o r g a n i z a t i o n s  a f f i l i a t e d  w i t h  s t a t e  g o v e r n m e n t  i n  o r d e r  t o  
p r o m o t e  u n i f o r m i t y  i n  t a x  l a w .  T o  t h i s  e n d ,  t h e  C o m m i s s i o n  d r a f t e d  a 
c o m p a c t  t h r o u g h  w h i c h  s t a t e  u n i t a r y  t a x e s  m i g h t  b e  a p p l i e d  a n d  a d m i n ­
i s t e r e d  i n  a m o r e  u n i f o r m  f a s h i o n .  A l a s k a  a d o p t e d  t h e  M u l t i s t a t e  T a x  
C o m p a c t  i n  1970 (AS 43 . 19)  a n d  i s  o n e  o f  t w e n t y  s t a t e s  b e l o n g i n g  t o  
t h e  M u l t i s t a t e  T a x  C o m m i s s i o n .

A c c o r d i n g  t o  F r e d e r i c k  B o e t s c h ,  D i r e c t o r  o f  P e t r o l e u m  R e v e n u e  i n  t h e  
A l a s k a  D e p a r t m e n t  o f  R e v e n u e ,  t h e  1970 l e g i s l a t i o n  a d o p t i n g  t h e  M u l ­
t i s t a t e  T a x  C o m p a c t  a n d  t h e  1972 r e g u l a t i o n s  i m p l e m e n t i n g  t h e  c o m p a c t  
c o n t a i n e d  t h e  f i r s t  p r o v i s i o n s  f o r  t h e  S t a t e  \'.o i m p l e m e n t  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 .  T h e  M u l t i s t a t e  T a x  C o m p a c t  a l s o  r e q u i r e d  t h e  a p ­
p o r t i o n m e n t  o f  s ome  t y p e s  o f  i n c o m e  w h i c h  h a d  p r e v i o u s l y  b e e n  a l l o c a t e d  
u n d e r  U D I T P A .  A t  t h e  t i m e ,  M r .  B o e t s c h  n o t e d ,  t h e r e  was  a l a c k  o f  
i n t e r e s t  r e g a r d i n g  t h e  n ew  l a w  o n  t h e  p a r t  o f  t h e  b u s i n e s s  c o m m u n i t y .  
He  r e c a l l e d  t h a t  n o  o n e  a p p e a r e d  t o  t e s t i f y  w h e n  t h e  D e p a r t m e n t  o f  
R e v e n u e  h e l d  h e a r i n g s  i n  J u n e a u  o n  t h e  p r o p o s e d  r e g u l a t i o n s .

I n  1978,  t h e  A l a s k a  L e g i s l a t u £ e  c h a n g e d  t h e  wa y  t h e  c o r p o r a t e  i n c o m e  
t a x  w a s  l e v i e d  o n  b u s i n e s s e s  e n g a g e d  i n  o i l  a n d  g a s  p r o d u c t i o n  a n d  
p i p e l i n e  t r a n s p o r t a t i o n .  A c c o r d i n g  t o  t h e  l e g i s l a t i v e  f i n d i n g s  i n  
S e c t i o n  1 o f  C h a p t e r  110 SLA 1978:

t h e  m e t h o d  o f  a p p o r t i o n i n g  i n c o m e  f o r  t a x  p u r p o s e s  u n d e r  t h e  
" U n i f o r m  D i v i s i o n  o f  I n c o m e  f o r  T a x  P u r p o s e s "  f o r m u l a  e m b o d i e d  i n  
t h e  M u l t i s t a t e  T a x  C o m p a c t  (AS 43 . 19 )  a n d  AS 43 . 20 . 65  d o e s  n o t
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f a i r l y  r e p r e s e n t  t n e  e x t e n t  o f  t h e  b u s i n e s s  a c t i v i t i e s  i n  t n i s
s t a t e  o f  m u l t i s t a t e  c o r p o r a t i o n s  e n g a g e d  i n  t h e  p r o d u c t i o n  a n d  
p i p e l i n e  t r a n s p o r t a t i o n  o f  c r u d e  o i l  a n d  n a t u r a l  g a s  i n  A l a s k a .

Whe n  t h e  P r u d h o e  Ba y  o i l  f i e l d s  b e g a n  p r o d u c i n g ,  i t  b e c a m e  c l e a r  t h a t  
p r o d u c t i o n  a n d  p i p e l i n e  t r a n s p o r t a t i o n  a c t i v i t i e s  w e r e  n o t  c l o s e l y  
r e l a t e d  t o  t h e  p a y r o l l ,  p r o p e r t y ,  a n d  s a l e s  f a c t o r s  u s e d  i n  t h e  s t a n d a r d  
a p p o r t i o n m e n t  f o r m u l a .

I n i t i a l l y ,  t h e  p r o p o s e d  n ew  l e g i s l a t i o n ,  s u b m i t t e d  a t  t h e  r e q u e s t  o f  
G o v e r n o r  H ammo n d ,  s u b s t i t u t e d  a n  e x t r a c t i o n  f a c t o r  f o r  t h e  s a l e s  f a c t o r  
w h e n  c o m p u t i n g  t h e  t a x  f o r  o i l  a n d  g a s  p r o d u c e r s .  H o w e v e r ,  t h e  f i n a l  
v e r s i o n  o f  t h e  l e g i s l a t i o n  c r e a t e d  a n ew  c o r p o r a t e  i n c o m e  t a x ,  AS 4 3 . 21 ,  
t o  b e  l e v i e d  a g a i n s t  o i l  a n d  g a s  p r o d u c t i o n  a n d  p i p e l i n e  t r a n s p o r t a t i o n .  
I n s t e a d  o f  m o d i f y i n g  t h e  u n i t a r y  a p p o r t i o m e n t  f o r m u l a ,  AS 43.21 r e q u i r e d  
b u s i n e s s e s  t o  u s e  a s e p a r a t e  a c c o u n t i n g  m e t h o d  w h e r e b y  t h e  v a l u e  o f  
t h e  o i l  o r  g a s  e x t r a c t e d  w o u l d  b e  c a l c u l a t e d  a n d  c e r t a i n  e x p e n s e s
w o u l d  b e  d e d u c t e d  t o  d e t e r m i n e  i n - s t a t e  i n c o m e .  T h e  t a x  a s s e s s e d  
a g a i n s t  o i l  a n d  g a s  p r o d u c t i o n  a n d  p i p e l i n e  t r a n s p o r t a t i o n  b u s i n e s s e s  
w a s  t o  b e  " c o m m e n s u r a t e  w i t h  t h e  t a x  t h a t  w o u l d  b e  a s s e s s e d  a g a i n s t  a
c o r p o r a t i o n  o w n i n g  a n d  o p e r a t i n g  o n l y  t h o s e  a s s e t s  o f  t h e  m u l t i s t a t e
c o r p o r a t i o n  w h i c h  a r e  i n  o r  d i r e c t l y  a s s o c i a t e d  w i t h  [ A l a s k a ] .  
B u s i n e s s e s  p a y i n g  t a x  u n d e r  AS 43.21 w e r e  s t i l l  r e q u i r e d  t o  c a l c u l a t e  
i n c o m e  d e r i v e d  f r o m  a c t i v i t i e s  o t h e r  t h a n  o i l  a n d  g a s  p r o d u c t i o n  o r  
p i p e l i n e  t r a n s p o r t a t i o n  u s i n g  t h e  s ame  u n i t a r y  m e t h o d  a s  a p p l i e d  t o  
o t h e r  c o r p o r a t i o n s .

T h e  A t l a n t i c  R i c h f i e l d  C o m p a n y  (ARCO)  s u e d  t h e  S t a t e  o f  A l a s k a ,  c h a l ­
l e n g 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  AS 43 , 21 .  I t  w a s  j o i n e d  i n  t h e  s u i t  b y  
E x x o n  a n d  S o h i o ;  a c c o r d i n g  t o  D e b o r a h  V o g t , ,  A s s i s t a n t  A t t o r n e y  G e n e r a l  
f o r  t h e  A l a s k a  D e p a r t m e n t  o f  L a w ,  t h e s e  t h r e e  c o m p a n i e s  a c c o u n t e d  f o r  
a b o u t  95 p e r c e n t  o f  t h e  o i l  p r o d u c t i o n  f o r  t h e  y e a r s  i n  q u e s t i o n .

I n  1981,  t h e  A l a s k a  L e g i s l a t u r e  r e p e a l e d  AS 4 3 . 2 1 .  a n d  r e i n s t i t u t e d  t h e  
u n i t a r y  t a x  f o r  b u s i n e s s e s '  o i l  a n d  g a s  p r o d u c t i o n  a n d  p i p e l i n e  t r a n s ­
p o r t a t i o n .  A t  t h e  t i m e ,  t h e r e  wa s  c o n c e r n  t h a t  AS 43.21 m i g h t  n o t  w i t h ­
s t a n d  t h e  l e g a l  c h a l l e n g e  m o u n t e d  by  t h e  o i l  c o m p a n i e s .  T h i s  c o u l d  
h a v e  r e s u l t e d  i n  t h e  S t a t e  o f  A l a s k a  o w i n g  o i l  c o m p a n i e s  s e v e r a l  b i l l i o n  
d o l l a r s  i f  t h e  S t a t e  c o n t i n u e d  t o  l e v y  t h e  t a x .  I n  h i s  l e t t e r  o f  J u n e  
23,  1981 t o  t h e  L e g i s l a t u r e ,  G o v e r n o r  Hammond e s t i m a t e d  t h a t ,  i f  t h e  
l a w  wa s  n o t  c h a n g e d ,  t h e  S t a t e  w o u l d  h a v e  t o  s e t  a s i d e  a t  l e a s t  $350 
m i l l i o n  i n  FY 82 a g a i n s t  t h e  p o s s i b i l i t y  t h a t  t h e  S t a t e  w o u l d  l o s e - i n  
c o u r t .

l l Chapter 110 SLA 1978.



R e p re s e n ta t i v e  Hayes
October 30,  1984
Page Eighteen

H o w e v e r ,  i n s t e a d  o f  r e t u r n i n g  t o  t h e  t n r e e - f a c t o r  f o r m u l a  u s e d  b e f o r e  
1978,  n ew  f a c t o r s  w e r e  i n c l u d e d  i n  t h e  f o r m u l a  a s  f o l l o w s :

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

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

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

A t  t h e  same  t i m e ,  t h e  O i l  a n d  Ga s  P r o p e r t i e s  P r o d u c t i o n  T a x  (AS 43 .55)  
w a s  m o d i f i e d .  C o n s e q u e n t l y ,  t h e  d e c l i n e  i n  c o r p o r a t e  i n c o m e  t a x  r e v e ­
n u e s  a s  a r e s u l t  o f  t h e  r e p e a l  o f  AS 43.21 w a s  s u b s t a n t i a l l y  o f f s e t  
b y  i n c r e a s e d  r e v e n u e s  f r o m  t h e  p r o d u c t i o n  t a x .

T h e  C o n s t i t u t i o n a l i t y  o f  A l a s k a ' s  U n i t a r y  T a x

On s e v e r a l  o c c a s i o n s ,  A l a s k a ' s  u n i t a r y  t a x  h a s  be e r ,  u p h e l d  b y  t h e  
S t a t e  S u p r e m e  C o u - t .  I n  t h e  E a r t h  R e s o u r c e s  c a s e ,  t n e  c o u r t  s u s t a i n e d  
t h e  D e p a r t m e n t  o f  R e v e n u e ' s  a p p l i c a t i o n  o f  t h e  u n i t a r y  b u s i n e s s  d e f i n i ­
t i o n  t o  a v e r t i c a l l y  i n t e g r a t e d  g r o u p  o f  c o r p o r a t i o n s ,  o n l y  o n e  o f  
w h i c h  o p e r a t e d  i n  A l a s k a . ^  i n r e j e c t i n g  E a r t h  R e s o u r c e s ' s  a r g u m e n t  
t h a t  i t s  A l a s k a  s u b s i d i a r y  wa s  n o t  p a r t  o f  a u n i t a r y  b u s i n e s s ,  t h e  
A l a s k a  S u p r a n e  C o u r t  a p p l i e d  t h e  c r i t e r i a  s e t  f o r t h  b y  t h e  U . S .  S u p r e m e  
C o u r t  i n  t h e  F . W .  W o o l w o r t l :  c a s e .  13 U n d e r  t h i s  t e s t ,  u n i t y  e x i s t s  i f  a 
s u b s i d i a r y  d e r i v e s  c o n t r i b u t i o n s  o f  i n c o m e  f r o m  f u n c t i o n a l  i n t e g r a t i o n ,  
c e n t r a l i z a t i o n  o f  m a n a g e m e n t  a n d  e c o n o m i e s  o f  s c a l e .

I n  t h e  Amoco  c a s e ,  t h e  c o u r t  u p h e l d  t h e  c o n s t i t u t i o n a l i t y  o f  s t a n d a r d ,  
t h r e e - f a c t o r  a p p o r t i o n m e n t  f o r m u l a  u s e d  b y  t h e  S t a t e . I n  t h i s  
c a s e ,  Amoco  P r o d u c t i o n  C o m p a n y ,  a s u b s i d i a r y  o f  S t a n d a r d  O i l  C om p a n y  
o f  I n d i a n a ,  f i l e d  i t s  c o r p o r a t e  i n c o m e  t a x  r e t u r n s  f o r  1971 t h r o u g h  
1974 u s i n g  i t s  own m e t h o d  o f  s e p a r a t e  a c c o u n t i n g .  T h e  A l a s k a  D e p a r t -

1^ E a r t h  R e s o u r c e s  C o .  o f  A l a s k a  v .  S t a t e  o f  A l a s k a  D e p a r t m e n t  o f  R e v e ­
n u e , 665 P . 2d-960 ( A l a s k a .  198’377_

13f . W .  W o o l w o r t h  v .  T a x a t i o n  a n d  R e v e n u e  D e p a r t m e n t ,  102 S . C t .  3128,  
73 L . E d .  2d 819,  ( l W f !

I n s t a t e  o f  A1 a s k a .  D e p a r t m e n t  o f  R e v e n u e  v .  Amo c o  P r o d u c t i o n  C o m p a n y , 
( O p i n i o n  f i o .  2771 , J a n u a r y  b ,  1^84)
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m e n t  o f  R e v e n u e  a s s e s s e d  A i n o c o ' s  t a x  b a s e d  o n  t h e  t r a d i t i o n a l  t h r e e -  
f a c t o r  f o r m u l a  u n i t a r y  m e t h o d  t h e n  i n  e f f e c t  f o r  o i l  c o m p a n i e s .  
Amo c o  a r g u e d  t n a t  b e c a u s e  t n e  o i l  i t  p r o d u c e d  i n  A l a s k a  w a s  s o l d  i n  
A l a s k a ,  i t  w a s  e n t i t l e d  t o  i n v o k e  a p r o v i s i o n  i n  t h e  u n i t a r y  t a x  l a w  
w h i c h  a l l o w e d  f o r  s e p a r a t e  a c c o u n t i n g  i f  t h e  s e g m e n t  o f  a b u s i n e s s  
w i t h i n  t h e  s t a t e  " i s  s o  s e p a r a t e  a n d  d i s t i n c t  f r o m  a n d  u n c o n n e c t e d  
w i t h  t h e  p a r t  o u t s i d e  t h a t  t h e  n e t  i n c o m e  f r o m  t h e  p a r t  i n s i d e  c a n  b e  
d e t e r m i n e d  w i t h o u t  r e g a r d  t o  t h e  p a r t  o u t s i d e . "13

T h e  A l a s k a  S u p r e m e  C o u r t  u p h e l d  a S u p e r i o r  C o u r t  f i n d i n g  t h a t  A m o c o ' s  
A l a s k a  i n c o m e  was  n o t  s u f f i c i e n t l y  s e p a r a t e  a n d  d i s t i n c t  f r om  i t s  
o u t s i d e  i n c o m e  t o  j u s t i f y  s e p a r a t e  a c c o u n t i n g .  T h e  S u p e r i o r  C o u r t  
f o u n d  t h a t  " A m o c o ' s  s u b s t a n t i a l  p r o - r a t e d  o v e r h e a d  c h a r g e s  a t t r i b u t e d  
t o  t h e  A l a s k a  o p e r a t i o n  s h ow s  h e a v y  d e p e n d e n c e  o n  m a n a g e m e n t  a n d  
t e c h n i c a l  s e r v i c e s  p e r f o r m e d  o u t s i d e  t h e  s t a t e . "13

C u r r e n t l y ,  t h e  ARCO c a s e  c h a l l e n g 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  
s e p a r a t e  a c c o u n t i n g  m e t h o d  a p p l i e d  t o  p r o d u c t i o n  a n d  p i p e l i n e  t r a n s ­
p o r t a t i o n  o f  o i l  a n d  g a s  u n d e r  AS 43 . 21 i s  u n d e r  c o n s i d e r a t i o n  b y  
t h e  A l a s k a  S u p r e m e  C o u r t .  A r g u m e n t s  w e r e  p r e s e n t e d  t o  t h e  c o u r t  i n  
S e p t e m b e r ,  a n d  a d e c i s i o n  s h o u l d  b e  f o r t h c o m i n g .  S h o  ' t h e  S t a t e  
l o s e  t h e  c a s e ,  t h e  t h r e e  o i l  c o m p a n i e s  i n v o l v e d  w i l l  b e  „< t i e d  t o  a 
n e t  r e f u n d  o f  S I . 8 b i l l i o n ,  t h e  d i f f e r e n c e  b e t w e e n  t o t a l  c o l l e c t i o n s  
a n d  t h e i r  t a x  l i a b i l i t y  f o r  t h o s e  y e a r s  u s i n g  t h e  c u r r e n t ,  m o d i f i e d  
a p p o r t i o n m e n t  f o r m u l a .

D e b o r a h  V o g t  s t a t e d  t h a t  t h e  p r i n c i p l e  c o n t e n t i o n  o f  t h e  o i l  c o m p a n i e s  
i n  t h e  ARCO c a s e  i s  t h a t  o u t - o f - s t a t e  a c t i v i t i e s  c o n t r i b u t e  t o  t h e  
p r o d u c t i o n  o f  A l a s k a  o i l  a n d  t h a t  m e r e l y  s u b t r a c t i n g  t h e  c o s t  o f  t h e s e  
a c t i v i t i e s  f r o m  t h e  i n - s t a t e  v a l u e  o f  t h e  o i l  p r o d u c e d  r e s u l t s  i n  
e x c e s s i v e  i n c o m e  b e i n g  a l l o c a t e d  t o  A l a s k a .

A c c o r d i n g  t o  Ms .  V o g t ,  t h i s  c o n t e n t i o n  a p p l i e s  p r i n c i p l e s  o f  a p p o r t i o n ­
m e n t  t o  a s e p a r a t e  a c c o u n t i n g  m e t h o d ,  w h i c h  s e e k s  t o  a l l o c a t e  i n c o m e .  
W h i l e  b o t h  a p p o r t i o n m e n t  a n d  a l l o c a t i o n  may  b e  l e g i t i m a t e  m e t h o d s  o f  
d e t e r m i n i n g  i n c o m e  f o r  t a x  p u r p o s e s ,  t h e y  a r e  d i s t i n c t .  L o u i s i a n a ,  
M i s s i s s i p p i ,  a n d  O k l a h o m a  a l l  t a x  o i l  c o m p a n i e s  u s i n g  p r o c e d u r e s  
s i m i l a r  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  i n  q u e s t i o n ,  a n d  h a v e  f i l e d  
a m i c u s  c u r i e  b r i e f s  i n  s u p p o r t  o f  t h e  S t a t e ' s  p o s i t i o n .

^ A l a s k a  S t a t u t e s  4 3 . 20 . 0 60 .

16S t  a t e  o f  A l a s k a ,  D e p a r t m e n t  o f  R e v e n u e  v .  Amo c o  P r o d u c t i o n  C o m p a n y , 
( O p i n i o n  N o .  2771,  J a n u a r y  6 ,  1984) p .  6.
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P r e s e n t  S t a t u s  o f  A l a s k a ' s  U n i t a r y  T a x

C u r r e n t l y ,  t h e  S t a t e  o f  A l a s k a  a p p l i e s  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  t o  
a l l  m u l t i j u r i s d i c t i o n a l  b u s i n e s s e s  o p e r a t i n g  i n  A l a s k a .  Tn e  s t a n d a r d  
t h r e e - f a c t o r  f o r m u l a  i s  u s e d  f o r  m o s t  k i n d s  o f  b u s i n e s s ,  w i t h  t h e  
m o d i f i e d  f o r m u l a s  u s e d  f o r  o i l  a n d  g a s  p r o d u c t i o n  a n d  p i p e l i n e  t r a n s ­
p o r t a t i o n .  I n  a d d i t i o n ,  t h e r e  a r e  s p e c i a l  r u l e s  f o r  a p p l y i n g  t h e  
t h r e e - f a c t o r  f o r m u l a  t o  a i r l i n e s ,  l a n d  t r a n s p o r t a t i o n  c a r r i e r s ,  a n d  
c o n s t r u c t i o n  c o n t r a c t o r s .

A c c o r d i n g  t o  M a u r e e n  O ' B r i e n ,  D i r e c t o r  o f  A u d i t  f o r  t h e  A l a s k a  D i v i s i o n  
o f  R e v e n u e ,  r e l a t i o n s  b e t w e e n  t h e  A l a s k a  D e p a r t m e n t  o f  R e v e n u e  a n d  
c o r p o r a t e  t a x p a y e r s  h a v e  i m p r o v e d  o v e r  t h e  l a s t  f e w  y e a r s .  Some r e p r e ­
s e n t a t i v e s  o f  m a j o r  c o r p o r a t e  t a x p a y e r s  e x p r e s s e d  s i m i l a r  v i e w s .  Ms .  
O ' B r i e n  n o t e d  t h a t  t h e  A u d i t  D i v i s i o n  i s  m o r e  l i k e l y  t o  p e r m i t  t a x p a y e r s  
t o  s e e k  f a c t o r  r e l i e f  w h e r e  t h e  a p p o r t i o n m e n t  f o r m u l a  r e s u l t s  i n  d i s ­
t o r t i o n  a n d  i t  h a s  b e c o m e  l e s s  i n c l u s i v e  w h e n  d e t e r m i n i n g  w h i c h  s e g m e n t s  
o f  a c o m m o n l y  o w n e d  g r o u p  o f  c o r p o r a t i o n s  b e l o n g  t o  t h e  u n i t a r y  
b u s i n e s s  s u b j e c t  t o  t a x .

I n  FY  84,  A l a s k a  c o l l e c t e d  a n  e s t i m a t e d  $302 m i l l i o n  f r o m  t n e  c o r p o r a t e  
i n c o m e  t a x ;  t h e  p e t r o l e u m  i n d u s t r y  a c c o u n t e d  f o r  $265 m i l l i o n ,  o r  88 
p e r c e n t  o f  t h i s  r e v e n u e .  T h e  c o r p o r a t e  i n c o m e  a c c o u n t e d  f o r  l e s s  t h a n  
10 p e r c e n t  o f  t h e  e s t i m a t e d  $3.3 b i l l i o n  t o t a l  u n r e s t r i c t e d  r e v e n u e s  
f o r  F Y  84.  C o r p o r a t e  i n c c m e  t a x e s  p a i d  by  b u s i n e s s e s  o u t s i d e  t h e  
p e t r o l e u m  i n d u s t r y  a c c o u n t e d  f o r  s l i g n t l y  m o r e  t h a n  1 p e r c e n t  o f  u n ­
r e s t r i c t e d  r e v e n u e s .
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S h o u l d  t h e  S t a t e  o f  A l a s k a  c o n s i d e r  e l i m i n a t i n g  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 ,  i t  c o u l d  r e p l a c e  i t  w i t h  o n e  o f  t h e  t wo  w a t e r s  e d g e  m e t h o d s  
o f  u n i t a r y  t a x a t i o n  o r  w i t h  s e p a r a t e  a c c o u n t i n g .  I n  t h i s  s e c t i o n ,  t h e  
p o s s i b l e  e f f e c t s  o f  s u c h  c h a n g e s  w i l l  b e  c o n s i d e r e d .  H o w e v e r ,  b e f o r e  
c o n s i d e r i n g  t h e  i m p a c t  o f  s p e c i f i c  c h a n g e s ,  o n e  s h o u l d  r e a l i z e  t h a t  
b e c a u s e  a n y  c h a n g e  i n  t h e  c o r p o r a t e  i n c o m e  f a x  a f f e c t s  l e s s  t h a n  o n e-  
t e n t h  o f  A l a s k a ' s  c u r r e n t  r e v e n u e s ,  a n y  n e g a t i v e  i m p a c t  on  t o t a l  r e v e ­
n u e s  w i l l  b e  r e l a t i v e l y  s m a l l .  A l s o ,  m o s t  o f  t h e  i m p a c t  w i l l  l i k e l y  
f a l l  o n  t h e  p e t r o l e u m  i n d u s t r y ,  w h i c h  c u r r e n t l y  a c c o u n t s  f o r  s e v e n -  
e i g h t h s  o f  t h e  c o r p o r a t e  i n c o m e  t a x  r e v e n u e s .

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

R e v e n u e s . E s t i m a t e s  f r o m  o t h e r  s t a t e s  i n d i c a t e  t h a t  a s h i f t  f r om  
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  t o  w a t e r s  e d g e  t a x a t i o n  w o u l d  r e d u c e  
c o r p o r a t e  i n c o m e  t a x  r e v e n u e s .  J a m e s  R o s a p a p e  o f  t h e  M u l t i s t a t e  T a x
C o m m i s s i o n  e s t i m a t e s  t h e  c h a n g e  c o m m o n l y  w i l l  r e s u l t  i n  a 15 t o  25
p e r c e n t  d e c r e a s e  i n  c o r p o r a t e  t a x  r e v e n u e s .

I n  A l a s k a ,  a s m a l l  n u m b e r  o f  o i l  c o m p a n i e s  a c c o u n t  f o r  a l a r g e  p o r t i o n
o f  t h e  c o r p o r a t e  i n c o m e  t a x .  T h e r e f o r e ,  A l a s k a ' s  c o r p o r a t e  i n c o m e  t a x  
m i g h t  b e  m o r e  s e n s i t i v e  t o  e f f e c t s  o f  a s h i f t  t o  w a t e r s  e d g e  t a x a t i o n  
t h a n  s t a t e s  w i t h  a m o r e  d i v e r s e  t a x  b a s e .  F o r  e x a m p l e ,  S o h i o ,  a m a j o r  
t a x p a y e r  i n  t h e  s t a t e ,  i s  a f o r e i g n - b a s e d  m u l t i n a t i o n a l  c o r p o r a t i o n .  
A s h i f t  t o  w a t e r s  e d g e  t a x a t i o n ,  w i t h  o r  w i t h o u t  a p p o r t i o n m e n t  o f  
f o r e i g n  s o u r c e  d i v i d e n d s  w o u l d  p r e s u m a b l y  e x c l u d e  a s i g n i f i c a n t  p o r t i o n  
o f  i t s  i n c o m e  f r o m  a p p o r t i o n m e n t .  E x x o n ,  a n o t h e r  m a j o r  t a x p a y e r ,  i s  a 
U . S .  b a s e d  m u l t i n a t i o n a l  c o r p o r a t i o n .  M o v i n g  t o  a w a t e r s  e d g e  m e t h o d  
w h i c h  e x c l u d e s  f o r e i g n  d i v i d e n d s  p r e s u m a b l y  a l s o  w o u l d  e x c l u d e  s i g n i f i ­
c a n t  i n c o m e  f r o m  a p p o r t i o n m e n t .  B e c a u s e  t h e  a p p o r t i o n m e n t  f a c t o r s  
w o u l d  c h a n g e  a l s o ,  t h e s e  c o m p a n i e s  c o u l d  p a y  m o r e  o r  l e s s  t a x e s  u n d e r  
a w a t e r s  e d g e  m e t h o d ;  h o w e v e r ,  t h e  i m p a c t  o n  A l a s k a ' s  t o t a l  c o r p o r a t e  
i n c o m e  t a x  r e v e n u e  m i g h t  b e  s u b s t a n t i a l .

R e l a t i v e  C o m p e t i t i v e n e s s  o f  B u s i n e s s . O p p o n e n t s  o f  w a t e r s  e d g e  w i t h  
a p p o r t i o n m e n t  o f  f o r e i g n  d i v i d e n d s  a r g u e  t h a t  i t  f a v o r s  f o r e i g n - b a s e d  
m u l t i n a t i o n a l s  o v e r  U . S .  m u l t i n a t i o n a l  a n d  d o m e s t i c  c o r p o r a t i o n s .  C r i t ­
i c s  o f  w a t e r s  e d g e  w i t h o u t  a p p o r t i o n m e n t  o f  f o r e i g n  d i v i d e n d s  a r g u e  
t h a t  i t  f a v o r s  f o r e i g n  a n d  U . S .  m u l t i n a t i o n a l s  a t  t h e  e x p e n s e  o f  p u r e l y  
d o m e s t i c  c o r p o r a t i o n s .  ARCO ,  E x x o n ,  a n d  S o h i o  a r e ,  r e s p e c t i v e l y ,  a 
m o s t l y  d o m e s t i c  c o r p o r a t i o n ,  a U . S . - b a s e d  m u l t i n a t i o n a l , a n d  a f o r e i g n -  
b a s e d  m u l t i n a t i o n a l .  T h e r e f o r e ,  c h a n g i n g  A l a s k a ' s  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  t o  a w a t e r s  e d g e  m e t h o d  c o u l d  a l t e r  t h e  c o m p e t i t i v e  
b a l a n c e  amo n g  A l a s k a ' s  m a j o r  t a x p a y e r s .

T h e  o i l  c o m p a n y  r e p r e s e n t a t i v e s  t o  whom I s p o k e  w e r e  r e l u c t a n t  t o  s t a t e  
a c o m p a n y  p o s i t i o n  o n  a n y  o f  t h e  a l t e r n a t i v e s  t o  A l a s k a ' s  p r e s e n t  t a x .  
A l t h o u g h  s om e  s t a t e d  t h a t  t h e i r  c o m p a n y  h a d  a g e n e r a l  p r e f e r e n c e  f o r  
a p a r t i c u l a r  t y p e  o f  t a x a t i o n ,  t h e r e  w a s  g e n e r a l  a p p r e h e n s i o n  t h a t  
a c h a n g e  i n  A l a s k a ' s  c o r p o r a t e  i n c o m e  t a x  w o u l d  h a v e  a n e g a t i v e  i m p a c t .

M o s t _ o f _ t h e _ i n d i y . i d u a l s  whom i _ c o n t a c t e d . s t a t e d  t h a t  t h e i r  c o m p a n y  wa s
r e a s o n a b l y  s a t i s f i e d ,  w i t h  A l a s k a ' s  . c u r r e n t  a p p l i c a t i o n  o f  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 .  O n e  r e p r e s e n t a t i v e  o f  a p e t r o l e u m  c o m p a n y  s t a t e d  
t h a t  a l t h o u g h  h i s  c o m p a n y  o p p o s e s  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  i n  
C a l i f o r n i a  a n d  F l o r i d a ,  w h e r e  i t  r e s u l t s  i n  a h e a v y  t a x  b u r d e n ,  i t  
d o e s  n o t  b e l i e v e  t h e  s y s t e m  i s  i n e q u i t a b l e  i n  A l a s k a ,  w h e r e  i t s  t a x  
b u r d e n  i s  n o t  a s  s i g n i f i c a n t .
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D e v e l o p m e n t  I m p a c t s  o f  t h e  W a t e r s  E d g e  M e t h o d .  A l l  o f  t h e  s t a t e s  
w h i c h  h a v e  r e c e n t l y  m o v e d  f r o m  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  t o  w a t e r s  
e d g e  t a x a t i o n ,  o r  h a v e  c o n s i d e r e d  d o i n g  s o ,  h a v e  b e e n  s e e k i n g  t o  a t t r a c t  
i n v e s t m e n t  b y  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 .  F o r e i g n  c o r p o r a t i o n s  c l a i m  
t h a t  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  d e t e r s  i n v e s t m e n t  w i t h i n  a s t a t e .  
A c c o r d i n g  t o  a s u r v e y  r e l e a s e d  by  A k i o  M o r i t a ,  c h i e f  e x e c u t i v e  o f  S o n y  
C o r p o r a t i o n ,  "120 m a j o r  J a p a n e s e  c o r p o r a t i o n s  w o u l d  i n v e s t  S I . 4 b i l l i o n  
i n  C a l i f o r n i a "  i f  C a l i f o r n i a  r e p e a l e d  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 . 17 
F o r e i g n  c o m p a n i e s  h a v e  c i t e d  t h e  a b s e n c e  o f  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  a s  a r e a s o n  f o r  l o c a t i n g  m a n u f a c t u r i n g  p l a n t s  i n  W a s h i n g t o n ,  
O r e g o n ,  a n d  I n d i a n a .

I t  i s  p o s s i b l e  t h a t  t h e  S t a t e  o f  A l a s k a  m i g h t  e n c o u r a g e  a n  i n c r e a s e  
i n  f o r e i g n  i n v e s t m e n t  b y  r e p e a l i n g  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 .  H ow ­
e v e r ,  t h e r e  a r e  s ome  r e a s o n s  t o  q u e s t i o n  t h i s  s u p p o s i t i o n .  F i r s t ,  i t  
i s  n o t  c l e a r  t h e  e x t e n t  t o  w h i c h  s t a t e  t a x  l a w s  r e a l l y  p l a y  a p a r t  i n  
d e c i s i o n s  t o  l o c a t e  i n d u s t r y .  As o n e  a u t h o r  h a s  m e n t i o n e d ,  t h e  c o s t  
o f  l a b o r ,  e n e r g y ,  a n d  r e a l  e s t a t e  a r e  a l s o  i m p o r t a n t  f a c t o r s  i n  t h e s e  
d e c i s i o n s . I Q  B e n  M i l l e r ,  w i t h  t n e  C a l i f o r n i a  F r a n c h i s e  T a x  B o a r d ,  c i t e d  
p r o x i m i t y  t o  m a j o r  m a r k e t s  as  a n o t h e r  f a c t o r .  M r .  M i l l e r  q u e s t i o n e d  
t h e  i m p o r t a n c e  o f  s t a t e  t a x  i n  t h e  d e c i s i o n  m a k i n g  p r o c e s s ,  n o t i n g  t h a t  
C a l i f o r n i a  l e a d s  t h e  n a t i o n  i n  f o r e i g n  i n v e s t m e n t  e v e n  t h o u g h  i t  u s e s  
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 .

S e v e r a l  i n d i v i d u a l s  a l s o  s t a t e d  t h a t  s t a t e  t a x  i s s u e s  w e r e  l e s s  s i g n i f i ­
c a n t  f o r  b u s i n e s s e s  i n v o l v e d  i n  t h e  e x t r a c t i o n  o f  n a t u r a l  r e s o u r c e s ,  
p e r h a p s  t h e  a r e a  o f  d e v e l o p m e n t  i n  w h i c h  A l a s k a  h a s  t h e  m o s t  p o t e n t i a l .  
A c c o r d i n g  t o  M a u r e e n  O ' B r i e n ,  w h i l e  m a n u f a c t u r i n g  c o m p a n i e s  c a n  r e ­
l o c a t e  p l a n t s ,  r e s o u r c e  c o m p a n i e s  c a n n o t  r e l o c a t e  r e s o u r c e s .  As o n e  
p e t r o l e u m  c o m p a n y  r e p r e s e n t a t i v e  s t a t e d ,  "we g o  w h e r e  t h e  o i l  i s . "

M a u r e e n  O ' B r i e n  a l s o  m e n t i o n e d  t h a t ,  u n l i k e  t h e  s t a t e s  w h i c h  h a v e  g o n e  
t o  w a t e r s  e d g e  t a x a t i o n ,  A l a s k a  h a s  n o  m e a n s  o t h e r  t h a n  t h e  c o r p o r a t e  
i n c o m e  t a x  f o r  c a p t u r i n g  r e v e n u e  f r om  i n c r e a s e d  b u s i n e s s  a c t i v i t y  w i t h ­
o u t  i n c r e a s i n g  o t h e r  s t a t e  t a x e s .  M o s t  o t h e r  s t a t e s  h a v e  s ome  c o m b i n a ­
t i o n  o f  s a l e s  t a x ,  p r o p e r t y  t a x ,  a n d  i n d i v i d u a l  i n c o m e  t a x  w i t h  w h i c h  
t o  c a p t u r e  s ome  o f  t h e  r e v e n u e  g e n e r a t e d  b y  n ew  b u s i n e s s  a c t i v i t i e s ;  
A l a s k a  h a s  n o n e .  T h u s ,  e v e n  i f  w a t e r s  e d g e  t a x a t i o n  f o s t e r e d  i n c r e a s e d  
e c o n o m i c  a c t i v i t y  i n  A l a s k a ,  t h e  S t a t e  r e v e n u e s  m i g h t  n o t  e x p e r i e n c e  a 
c o m p a r a b l e  i n c r e a s e  i n  r e v e n u e s .

1 7 " J a p a n e s e  C o m p a n i e s  S t a r t  t o  F l e e  t h e  U n i t a r y  T a x , "  B u s i n e s s  Week 
A u g u s t  27,  1984.  p . 30

IQ lb id ,  p. 31.
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S e p a r a t e  A c c o u n t i n g

R e v e n u e .  I t  i s  o f t e n  t h e  p o s i t i o n  o f  s t a t e  t a x  a d m i n i s t r a t o r s  t h a t  
u s i n g  s e p a r a t e  a c c o u n t i n g ,  b u s i n e s s e s  w i l l  a t t e m p t  t o  s h i f t  i n c o m e  t o  
j u r i s d i c t i o n s  w i t h  l i t t l e  o r  n o  t a x e s .  H o w e v e r ,  u n d e r  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  A l a s k a  i m p o s e d  o n  t h e  p e t r o l e u m  i n d u s t r y  u n d e r  AS 
4 3 . 2 1 ,  r e v e n u e s  f r o m  t h e  c o r p o r a t e  i n c o m e  t a x  w e r e  c o n s i d e r a b l y  h i g h e r  
t h a n  u n d e r  e i t h e r  t h e  s t a n d a r d  a p p o r t i o n m e n t  f o r m u l a  a p p l i e d  b e f o r e  
1978 o r  C h e  m o d i f i e d  f o r m u l a  u s e d  a f t e r  1981.

S h o u l d  A l a s k a  i m p o s e  a s e p a r a t e  a c c o u n t i n g  m e t h o d  t h a t  t a x e d  t h e  p e t r o ­
l e u m  i n d u s t r y  a s  u n d e r  AS 4 3 . 21 ,  a n y  d e c r e a s e  i n  r e v e n u e s  f r o m  o t h e r  
t a x p a y e r s  w o u l d  l i k e l y  b e  o f f s e t  b y  i n c r e a s e d  r e v e n u e s  f r o m  p e t r o l e u m  
t a x a t i o n .  T h e  $30 m i l l i o n  c o l l e c t e d  f r o m  o t h e r  c o r p o r a t e  t a x p a y e r s  i n  
F Y  84 i s  l e s s  t h a n  o n e - t e n t h  t n e  $350 m i l l i o n  c i t e d  b y  G o v e r n o r  Hammond 
a s  t h e  d i f f e r e n c e  b e t w e e n  ~Y 82 c o l l e c t i o n s  f r o m  t h e  p e t r o l e u m  i n d u s t r y  
u n d e r  AS 43 . 21  a n d  w h a t  t h e  S t a t e  w o u l d  c o l l e c t  i f  AS 43 .21 wa s  i n v a l i ­
d a t e d  b y  t h e  c o u r t s .  O f  c o u r s e ,  t h i s  a s s u m e s  t h a t  t h e  p e t r o l e u m  i n d u s ­
t r y  w i l l  c o n t i n u e  t o  a c c o u n t  f o r  t h e  m a j o r i t y  o f  A l a s k a ' s  t a x a b l e  
b u s i n e s s  a c t i v i t y .

O t h e r  C o n c e r n s . T h e  i s s u e  o f  c o m p e t i t i v e  b a l a n c e  b e t w e e n  U . S .  m u l t i ­
n a t i o n a l ,  f o r e i g n ,  a n d  d o m e s t i c  c o r p o r a t i o n s  i s  n o t  g e n e r a l l y  r a i s e d  
w h e n  d i s c u s s i n g  t h e  a d v a n t a g e s  a n d  d i s a d v a n t a g e s  o f  s e p a r a t e  a c c o u n t i n g .  
T h e  m e t h o d s  u s e d  t o  a l l o c a t e  i n c o m e  u n d e r  s e p a r a t e  a c c o u n t i n g  d o  n o t  
d i s t i n g u i s h  b e t w e e n  f o r e i g n  a n d  U . S .  m u l t i n a t i o n a l s ,  o r  m u l t i n a t i o n a l  
a n d  d o ^ ^ t i c  c o r p o r a t i o n s .  W i t h i n  t h e  p e t r o l e u m  i n d u s t r y ,  t h e r e  may  b e  
s ome  d i v i s i o n  o f  p r e f e r e n c e .  A c c o r d i n g  t o  M a u r e e n  O ' B r i e n ,  p e t r o l e u m  
c o m p a n i e s  p r o d u c i n g  o i l  i n  A l a s k a  t e n d  t o  o p p o s e  s e p a r a t e  a c c o u n t i n g ,  
a s  i t  a t t r i b u t e s  m o r e  i n c o m e  t o  t n e  s t a t e  t h a n  a p p o r t i o n m e n t  f o r m u l a s  d o .  
P e t r o l e u m  c o m p a n i e s  n o t  y e t  p r o d u c i n g  l i k e  s e p a r a t e  a c c o u n t i n g ,  b e c a u s e  
t h e y  h a v e  f e w  i n c o m e  p r o d u c i n g  t r a n s a c t i o n s  t o  a l l o c a t e  t o  t h e  s t a t e .

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

A n o t h e r  c o n c e r n  r e g a r d i n g  s e p a r a t e  a c c o u n t i n g  i s  i t s  c o n s t i t u t i o n a l i t y .  
A l a s k a ' s  p r e v i o u s  s e p a r a t e  a c c o u n t i n g  l a w  i s  c u r r e n t l y  b e i n g  c h a l l e n g e d  
i n  t h e  A l a s k a  S u p r e m e  C o u r t .  S h o u l d  A l a s k a  c o n s i d e r  r e i n s t i t u t i n g  a 
s e p a r a t e  a c c o u n t i n g  l a w  o n  a n y  o r  a l l  c o r p o r a t e  t a x p a y e r s ,  t h e  p e n d i n g  
A l a s k a  S u p r e m e  C o u r t  d e c i s i o n  w i l l  p r e s u m a b l y  o f f e r  some  g u i d e l i n e s  
a s  t o  w h a t  c o n s t i t u t e s  a l e g i t i m a t 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 .
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C ONCLUS I ON

T h e r e  a r e  a n u m b e r  o f  r e a s o n s  wh y  A l a s k a  m i g h t  c o n s i d e r  t h e  e l i m i n a t i o n  
o f  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 .  Among  t h e m  i s  t h e  u n c e r t a i n t y  r e g a r d ­
i n g  t h e  l e g a l i t y  o f  a s s e s s i n g  t h e  t a x  o n  f o r e i g n - b a s e d  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 .  T h e  U . S .  S e c r e t a r y  o f  t h e  T r e a s u r y  h a s  t h r e a t e n e d  t o  
s e e k  f e d e r a l  r e s t r i c t i o n s  o n  s t a t e s '  a u t h o r i t y  t o  t a x  i n t e r n a t i o n a l  
u n i t a r y  b u s i n e s s  i f  t h e  i m p o s i t i o n  o f  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  
c o n t i n u e s .  P o t e n t i a l  f o r e i g n  i n v e s t o r s  may  b e  d e t e r r e d  f r o m  i n v e s t i n g  
i n  A l a s k a  by  i t s  p r e s e n t  m e t h o d  o f  c o r p o r a t e  t a x a t i o n .  A l s o ,  o p p o n e n t s  
o f  t h e  t a x  q u e s t i o n  t h e  b a s i c  f a i r n e s s  o f  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 .

H o w e v e r ,  i n  t h e  c o u r s e  o f  my r e s e a r c h ,  s e v e r a l  i n d i v i d u a l s  e m p h a s i z e d  
t h e  i m p o r t a n c e  o f  d e f i n i n g  c l e a r  g o a l s  b e f o r e  s e e k i n g  t o  c h a n g e  t h e  
c o r p o r a t e  i n c o m e  t a x .  No s i n g l e  a l t e r n a t i v e  i s  u n i v e r s a l l y  a c c e p t e d  
a s  a f a i r  a n d  p r a c t i c a l  s o l u t i o n  t o  t h e  p r o b l e m s  o f  t a x i n g  m u l t i n a t i o n a l  
c o r p o r a t i o n s .  E a c h  o f  t h e  s o l u t i o n s  d i s c u s s e d  i n  t h i s  m e m o r a n d u m  
w i l l  b e n e f i t  s ome  t a x p a y e r s  m o r e  t h a n  o t h e r s ,  o r  b e n e f i t s  t a x p a y e r s  
a t  t h e  e x p e n s e  o f  s t a t e  r e v e n u e s .  A n y  p r o p o s e d  c h a n g e  t o  t h e  u n i t a r y  
m e t h o d  w i l l  r e d i s t r i b u t e  t h e  b e n e f i t s  a n d  b u r d e n s  o f  t h e  A l a s k a ' s  
c o r p o r a t e  i n c o m e  t a x .

★ ic *

I f  y o u  h a v e  a n y  q u e s t i o n s ,  o r  i f  y o u  w o u l d  l i k e  f u r t h e r  i n f o r m a t i o n ,  
p l e a s e  d o  n o t  h e s i t a t e  t o  c o n t a c t  u s .  T h i s  a g e n c y  h a s  c o m p i l e d  s e v e r a l  
a r t i c l e s  a n d  d o c u m e n t s  w h i c h  a d d r e s s  s p e c i f i c  i s s u e s  o f  u n i t a r y  t a x a ­
t i o n  i n  m o r e  d e t a i l  t h a n  p r o v i d e d  i n  t h i s  m e m o r a n d u m .  We w i l l  m a k e  
c o p i e s  o f  t h o s e  m a t e r i a l s  a v a i l a b l e  t o  y o u  o r  t o  M r .  G a y ,  s h o u l d  y o u  
s o  d e s i r e .

JS
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MEMORANDUM 

TO:

FROM:  J a y  L i v e y
L e g i s l a t i v e  A n a l y s t

RE :  A l a s k a  R e v e n u e  S o u r c e s :  R e l a t i o n s h i p  t o  U n i t a r y  T a x a t i o n
R e s e a r c h  R e q u e s t  85-047

Pouch Y, Stale Capitol Juneau, Alaska 99811 (907) 465-3991

You a s k e d  t h a t  we d e s c r i b e  A l a s k a ' s  c u r r e n t  r e v e n u e  s o u r c e s  a n d  s umma ­
r i z e  t h e  r e l a t i v e  c o n t r i b u t i o n  e a c h  s o u r c e  m a k e s  t o  t h e  S t a t e .  You 
a l s o  a s k e d  u s  t o  a n a l y z e  t h i s  i n f o r m a t i o n  i n  t h e  c o n t e x t  o f  t h e  r e p e a l  
o r  a l t e r a t i o n  o f  A l a s k a ' s  c o r p o r a t e  i n c o m e  t a x .

REVENUE SUMMARY

T h e  r e v e n u e s  t h a t  t h e  S t a t e  c o l l e c t s  f a l l  i n t o  o n e  o f  t h r e e  c a t e g o r i e s :  
u n r e s t r i c t e d  r e v e n u e s  w h i c h  a r e  p a i d  t o  t h e  g e n e r a l  f u n d  t o  b e  a p p r o ­
p r i a t e d  f o r  a n y  p u r p o s e ,  r e s t r i c t e d  r e v e n u e s  wh i c h  a r e  r e c e i v e d  f o r  
s p e c i f i c  p u r p o s e s  a n d  s p e c i a l  f u n d  r e v e n u e s  w h i c h  a r e  r e c e i v e d  by  s t a t u ­
t o r i l y  e s t a b l i s h e d  f u n d s  s u c h  a s  t h e  I n t e r n a t i o n a l  A i r p o r t  F u n d .  T a b l e  
1 s h ow s  t h e  c o n t r i b u t i o n  t o  t o t a l  S t a t e  r e v e n u e s  o f  e a c h  o f  t h e s e  t y p e s  
o f  r e v e n u e  i n  FY 83.

TABLE 1
C O N T R I B UT I O NS  TO TOTAL STATE REVENUE BY TYPE OF REVENUE ,  FY  83

( i n  m i l l i o n s  o f  d o l l a r s )

T y p e  o f  R e v e n u e  P o l l a r  C o n t r i b u t i o n  P e r c e n t  o f  T o t a l

U n r e s t r i c t e d  R e v e n u e  $ 3 , 631 . 0  77.3

R e s t r i c t e d  R e v e n u e  193.4 4 .1

S p e c i a l  F u n d s  874.3 18.6

TOTAL 4 , 698 . 7  100.0

S o u r c e :  R e v e n u e  S o u r c e s ,  FY 1983-1986, A l a s k a  D e p a r t m e n t  o f  R e v e n u e ,
J a n u a r y  1984.
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As T a b l e  1 s h o w s ,  u n r e s t r i c t e d  r e v e n u e s  c o m p r i s e d  a l m o s t  80% o f  t h e  
t o t a l  S t a t e  r e v e n u e s  a n d  a l m o s t  90 p e r c e n t  o f  t h e  S t a t e ' s  g e n e r a l  f u n d  
r e v e n u e s  ( t h e  s um o f  r e s t r i c t e d  a n d  u n r e s t r i c t e d  r e v e n u e )  i n  FY 83.  
T a b l e  2 p r o v i d e s  a b r e a k d o w n  o f  u n r e s t r i c t e d  r e v e n u e s  b y  s o u r c e .  As 
p r e v i o u s l y  m e n t i o n e d ,  u n r e s t r i c t e d  r e v e n u e s  a r e  t h e  o n l y  s o u r c e  t h a t  
a l l o w  l e g i s l a t i v e  d i s c r e t i o n  i n  a p p r o p r i a t i o n .  E a c h  o f  t h e  u n r e s t r i c t e d  
r e v e n u e  s o u r c e s  i s  d e s c r i b e d  f o l l o w i n g  T a b l e  3 .

TABLE  2
SOURCES OF U N RE STR I C T E D  REVENUES ,  FY 1983 

( i n  m i l l i o n s  o f  d o l l a r s )

R e v e n u e  S o u r c e R e v e n u e P e r c e n t  o f

C o r p o r a t e  I n c o m e  T a x $ 266.3 7.3

G r o s s  R e c e i p t s  T a x 46 .3 1.3

S e v e r a n c e  T a x 1 , 493 .7 41.1

P r o p e r t y  T a x 152.6 4 . 3

S a l e / U s e  T a x 49.1 1 .4

L i c e n s e s  a n d  P e r m i t s 25.7 .7

I n t e r g o v e r n m e n t a l  R e c e i p t s 33 .3 . 9

S t a t e  R e s o u r c e  R e v e n u e s * 1 , 505 . 0 41 .4

F a c i l i t i e s  R e l a t e d 37.3 1.0

S e r v i c e  R e l a t e d 10.1 .3

O t h e r 11.6 .3

TOTAL 3 , 631 . 0  100

S o u r c e :  R e v e n u e  S o u r c e s ,  FY  1983-86, A l a s k a  D e p a r t m e n t  o f  R e v e n u e ,
J a n u a r y  1984

*  I n c l u d e s  $1,078 m i l l i o n  i n  r o y a l t y  i n c o m e ,  $36.2 m i l l i o n  i n  b o n u s  
p a y m e n t s  a n d  $2 . 5  m i l l i o n  i n  r e n t s .  T h e s e  s o u r c e s  a r e  i n c l u d e d  i n  
p e t r o l e u m - r e l a t e d  r e v e n u e s  i n  T a b l e  3.
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As T a b l e  2 i n d i c a t e s ,  t h e  l a r g e s t  c o n t r i b u t i o n s  t o  S t a t e  u n r e s t r i c t e d  
i n c o m e  a r e  d e r i v e d  f r o m  t a x e s  on  p e t r o l e u m  p r o d u c e r s .  I n  f a c t ,  t h e  
v a r i o u s  p e t r o l e u m  t a x e s  a c c o u n t  f o r  c l o s e  t o  85 p e r c e n t  o f  a l l  t h e  
S t a t e ' s  u n r e s t r i c t e d  r e v e n u e s .  T a b l e  3 p r o v i d e s  a b r e a k d o w n  o f  t h e  
c o n t r i b u t i o n  ma d e  t o  FY 83 u n r e s t r i c t e d  r e v e n u e s  b y  t h e  v a r i o u s  p e t r o ­
l e u m  r e v e n u e  s o u r c e s .

TABLE 3
C O NT R I B U T I O N  OF PETROLEUM BASED REVENUE SOURCES TO STATE UNRE ST R I C T E D

REVENUES ,  FY 83 
( i n  m i l l i o n s  o f  d o l l a r s )

S o u r c e  o f  R e v e n u e C o n t r i b u t i o n P e r c e n t  o f

C o r p o r a t e  I n c o m e  T a x $ 236.0 7 . 8

S e v e r a n c e  T a x 1 , 493 .7 49 .4

R o y a l t i e s 1 , 078 .4 35 .6

P r o p e r t y  T a x 152.6 5 . 0

B o n u s  S a l e 36.2 1 .2

R e n t s 2 .5 .1

I n t e r g o v e r n m e n t a l  R e c e i p t s 27 .2 . 9

TOTAL 3 , 026 . 6  100

S o u r c e :  R e v e n u e  S o u r c e s ,  FY 1983-1986, A l a s k a  D e p a r t m e n t  o f  R e v e n u e ,
J a n u a r y  1984

D E S C R I P T I O N  OF UNRE STR I C T ED  REVENUE SOURCES

CORPORATE INCOME TAXES

AS 43 .20 i m p o s e s  a n  i n c o m e  t a x  o n  t h e  e n t i r e  t a x a b l e  c o r p o r a t e  i n c o m e  
d e r i v e d  f r o m  s o u r c e s  w i t h i n  A l a s k a ,  a n d  a p p o r t i o n s  t h i s  i n c o m e  u n d e r  
g r a d u a t e d  r a t e s  a n d  s p e c i f i e d  c o n d i t i o n s .  A l a s k a  u s e s  t h e  w o r l d w i d e  
c o m b i n e d  m e t h o d  o f  u n i t a r y  t a x a t i o n  t o  a p p o r t i o n  t h e  i n c o m e  s u b j e c t  t o  
S t a t e  t a x a t i o n .  I n  FY 83,  t h e  c o r p o r a t e  i n c o m e  t a x  g e n e r a t e d  a t o t a l  
o f  $266.3 m i l l i o n ,  o f  w h i c h  $236 m i l l i o n ,  o r  90 p e r c e n t ,  w a s  c o l l e c t e d  
f r o m  p e t r o l e u m  c o r p o r a t i o n s .
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GROSS R E C E I P T S  TAXES

A v a r i e t y  o f  t a x e s  a r e  c o l l e c t e d  u n d e r  t h i s  g e n e r a l  h e a d i n g .  A b u s i n e s s  
l i c e n s e  t a x  o f  $25 i s  a s s e s s e d  a n n u a l l y  o n  a n y  b u s i n e s s  o p e r a t i n g  i n  t h e  
s t a t e .  T h e  l i c e n s e  f e e  f o r  e a c h  n a t i o n a l  a n d  s t a t e  b a n k ,  t r u s t  c o m p a n y  
a n d  s a v i n g s  a n d  l o a n  a s s o c i a t i o n  i s  7 p e r c e n t  o f  n e t  i n c o m e .  I n  FY 83,  
a t o t a l  o f  $6 . 9  m i l l i o n  w a s  c o l l e c t e d  f r o m  t h i s  s o u r c e .

I n  a d d i t i o n  t o  t h i s  t a x ,  g r o s s  r e c e i p t s  t a x e s  a r e  l e v i e d  o n  v a r i o u s  s e a ­
f o o d  p r o d u c t i o n  a c t i v i t i e s .  T a x e s  o n  c o m m e r c i a l  f i s h i n g  (AS 43 .75)  
i n c l u d e  a r aw  f i s h  t a x o f  4 . 5  p e r c e n t  o f  t h e  v a l u e  o f  s a l m o n  c a n n e d  a t  
a s h o r e - b a s e d  c a n n i n g  f a c i l i t y ,  a 3 p e r c e n t  t a x  o n  t h e  v a l u e  o f  a l l  
o t h e r  f i  s h  c a n n e d  b y  s h o r e - b a s e d  f a c i l i t i e s  a n d  a 5 p e r c e n t  t a x  on t h e  
v a l u e  o f  f i s h e r y  r e s o u r c e s  p r o c e s s e d  b y  f l o a t i n g  p r o c e s s o r s . ( D e v e l o p ­
m e n t a l  c o m m e r c i a l  f i s h  s p e c i e s  a r e  t a x e d  a t  d i f f e r e n t  r a t e s . )  I n  
FY  83 ,  t h e s e  t a x e s  c o n t r i b u t e d  $20 .5  m i l l i o n  t o  S t a t e  r e v e n u e s .

S a l m o n  e n h a n c e m e n t  t a x e s  (AS 43 . 75)  a r e  l e v i e d  o n  l i m i t e d  e n t r y  p e r m i t  
h o l d e r s  w i t h i n  q u a l i f l e d  r e g i o n a 1 a q u a c u l t u r e  a s s o c i a t i o n s  a t  a r a t e  
o f  2 o r  3 p e r c e n t  o f  t h e  v a l u e  o f  s a l m o n  c a u g h t ,  d e p e n d i n g  on  t h e  
a c t i o n  o f  t h e  a q u a c u l t u r e  a s s o c i a t i o n .  FY  83 r e v e n u e  f r o m  t h i s  t a x  
was  $2 . 6  mi  11 i o n .

A s e a f o o d  m a r k e t i n g  t a x  (AS 16 .51)  i s  l e v i e d  o n  a l l  e l i g i b l e  s e a f o o d  
p r o c e s s o r s  a t  a r a t e  o f  0 . 2  p e r c e n t  o f  t h e  v a l u e  o f  s e a f o o d  p r o d u c t s  
p u r c h a s e d  i n  A l a s k a .  FY 83 r e v e n u e  wa s  $ . 9  m i l l i o n .

I n s u r a n c e  p r e m i u m  t a x e s  (AS 21 . 09 . 210  a n d  AS 21 . 66 . 110)  a r e  l e v i e d  on  
g r o s s  p r e m i u m s  (1 e s s  c e r t a i n  d e d u c t i b l e s )  a t  v a r i o u s  r a t e s  r a n g i n g  
f r o m  3 t o  6 p e r c e n t  d e p e n d i n g  o n  t h e  t y p e  o f  i n s u r a n c e .  F Y  83 r e v e n u e  
f r o m  t h i s  t a x  t o t a l e d  $13 .8 m i l l i o n .

SEVERANCE  TAXES

O i l  p r o d u c t i o n  t a x e s  a r e  l e v i e d  u p o n  t h e  p r o d u c e r  o f  o i l  f o r  a l l  o i l  
p r o d u c e d  f r o m  e a c h  l e a s e  o r  p r o p e r t y  w i t h i n  t h e  s t a t e ,  l e s s  a n y  p e r t  
o f  t h i s  p r o d u c t i o n  e x e m p t  f r o m  t a x a t i o n  (AS 4 3 . 5 5 ) .  T h e  t a x  i s  b a s e d  
o n  e i t h e r  t h e  p e r c e n t a g e - o f - v a l u e  a m o u n t  o r  t h e  c e n t s - p e r - b a r r e l  a m o u n t  
w h i c h e v e r  i s  g r e a t e r ,  m u l t i p l i e d  b y  a n  e c o n o m i c  l i m i t  f a c t o r . *

* T h e  e c o n o m i c  l i m i t  f a c t o r  i s  b a s e d  o n  a m a t h e m a t i c a l  c a l c u l a t i o n  t h a t  
r e l a t e s  t h e  p r o d u c t i o n  o f  o i l  t o  s e v e r a n  t a x  r e v e n u e s .  T h e  s e v e r a n c e  
t a x  f o r m u l a  d o e s  n o t  e s t a b l i s h  a o n e - t  ' ne  r e l a t i o n s h i p  b e t w e e n  p r o ­
d u c t i o n  a n d  r e v e n u e s .  T h e r e f o r e ,  o n l y  en  p r o d u c t i o n  a p p r o a c h e s  t h e  
b r e a k e v e n  p o i n t  ( t h e  e c o n o m i c  l i m i t )  Ov, r e v e n u e s  b e g i n  t o  f a l l  d r a ­
m a t i c a l  l y .
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T h e  p e r c e n t a g e - o f - v a l u e  a m o u n t  e q u a l s  e i t h e r  12.25 p e r c e n t  o r  15 p e r c e n t  
o f  t h e  g r o s s  v a l u e  ( s a l e s  p r i c e  l e s s  t r a n s p o r t a t i o n  c o s t s )  o f  o i l  a t
t h e  p o i n t  o f  p r o d u c t i o n  d e p e n d i n g  o n  t h e  d a t e  t h a t  t h e  w e l l  b e g a n  p r o ­
d u c i n g .  T h e  c e n t s - p e r - b a r r e l  a m o u n t  e q u a l s  $ . 60 p e r  b a r r e l  o f  c r u d e
o i l  a n d  $ .80 p e r  b a r r e l  f o r  a l l  o t h e r  t a x a b l e  o i l .

G a s  p r o d u c t i o n  t a x e s  (AS 43 . 55)  a r e  l e v i e d  o n  a l l  g a s  p r o d u c e d  f r o m  
e a c h  l e a s e  o r  p r o p e r t y ,  l e s s  a n y  p a r t  e x e m p t  f r o m  t a x e s .  T h e  b a s e  t a x  
r a t e  f o r  g a s  i s  $ . 64  p e r  t h o u s a n d  f e e t  o f  t a x a b l e  g a s  o r  10 p e r c e n t  o f  
t h e  g r o s s  v a l u e  o f  t a x a b l e  p r o d u c t i o n  c a l c u l a t e d  a t  t h e  p o i n t  o f  p r o ­
d u c t i o n  w h i c h e v e r  i s  g r e a t e r ,  m u l t i p l i e d  b y  a n  e c o n o m i c  l i m i t  f a c t o r .  
As w i t h  o i l  s e v e r a n c e  t a x a t i o n ,  t h e  e c o n o m i c  l i m i t  f a c t o r  r e l a t e s  g a s  
p r o d u c t i o n  t o  r e v e n u e s  i n  s u c h  a wa y  t h a t  d e c r e a s e s  i n  p r o d u c t i o n  do  
n o t  n e c e s s a r i l y  m e a n  c o r r e s p o n d i n g  d e c r e a s e s  i n  r e v e n u e .  D u r i n g  FY 83 ,  
$1,493 m i l l i o n  wa s  c o l l e c t e d  f r o m  t h e  l e v y  o f  t h e  o i l  a n d  g a s  p r o d u c t i o n  
t a x e s .

T h e  o i l  a n d  g a s  r e g u l a t i o n  a n d  c o n s e r v a t i o n  t a x  (AS 43 . 57 )  i s  l e v i e d  u p o n  
o i l  p r o d u c e r s  a t  t h e  r a t e  o f  o n e - e i g h t h  o f  o n e  p e r c e n t  o f  t h e  v a l u e  o f  
e a c h  b a r r e l  o f  o i l  r e m o v e d  o r  s o l d  f r o m  e a c h  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  l e s s  a n y  e x e m p t i o n s .  T h e  v a l u e  o f  a b a r r e l  o f  o i l  i s  c a l c u l a t e d  
a s  u n d e r  t h e  o i l  p r o d u c t i o n  t a x .  T h i s  t a x  c o n t r i b u t e d  $ . 7  m i l l i o n  t o  
S t a t e  r e v e n u e s  i n  F Y  83.

PROPERTY TAXES

T h e  o i l  a n d  g a s  p r o p e r t y  t a x  (AS 43 . 56)  i s  l e v i e d  a t  20 m i l l s  o n  t h e  
f u l l  a n d  t r u e  v a l u e  o f  t a x a b l e  p r o p e r t y  u s e d  i n  o i l  a n d  g a s  p r o d u c t i o n  
a n d  e x p l o r a t i o n .  I f  a m u n i c i p a l i t y  l e v i e s  a p r o p e r t y  t a x  a g a i n s t  t h e  
s ame  p r o p e r t y  a s  t h e  S t a t e ,  a S t a t e  c r e d i t  i s  g i v e n  f o r  t h e  t a x  p a i d  
t o  t h e  m u n i c i p a l i t y .  P r o p e r t y  t a x  l e v i e s  a c c o u n t e d  f o r  $152.6 m i l l i o n  
i n  FY  83.

SALES/USE  TAXES

F u e l  t a x e s  (AS 43 .40)  a r e  l e v i e d  a t  t h e  r a t e  o f  4 c e n t s  p e r  g a l l o n  f o r  
a v i a t i o n  f u e l  a n d  2 . 5  c e n t s  p e r  g a l l o n  f o r  j e t  f u e l ,  8 c e n t s  p e r  g a l l o n  
f o r  g a s o l i n e  a n d  d i e s e l  f u e l  a n d  5 c e n t s  p e r  g a l l o n  f o r  m a r i n e  f u e l .  
S i x t y  p e r c e n t  o f  t h e  r e v e n u e s  f r o m  a v i a t i o n  f u e l  a r e  r e t u r n e d  t o  m u n i c i ­
p a l i t i e s  t h a t  o p e r a t e  m u n i c i p a l  a i r p o r t s .  G r o s s  r e c e i p t s  f r o m  f u e l  
t a x e s  c o n t r i b u t e d  $36.7 m i l l i o n  t o  S t a t e  r e v e n u e s  i n  FY  83.

A l c o h o l  b e v e r a g e  t a x e s  (AS 43 .60)  a r e  a s s e s s e d  b a s e d  on  a l c o h o l i c  c o n ­
t e n t :  m a l t  b e v e r a g e s  (1% o r  m o r e  o f  a l c o h o l )  $ . 35 p e r  g a l l o n ,  w i n e  
(21% o r  l e s s  a l c o h o l )  $ . 85  p e r  g a l l o n ,  h a r d  l i q u o r  ( m o r e  t h a n  21%
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a l c o h o l )  $5 . 60 p e r  g a l l o n .  C o n t r i b u t i o n s  f r o m  t h i s  t a x  a r e  s h a r e d  
w i t h  p o l i t i c a l  s u b d i v i s i o n s  o f  t h e  S t a t e .  T h e  FY  83 g r o s s  r e v e n u e  
f r o m  t h i s  s o u r c e  t o t a l e d  $10.4 m i l l i o n .

C i g a r e t t e  t a x e s  (AS 43 . 50)  a e l e v i e d  a t  t h e  r a t e  o f  f o u r  m i l l s  f o r  e a c h  
c i g a r e t t e  i m p o r t e d  i n t o  o r  a c q u i r e d  i n  t h e  s t a t e .  P r o c e e d s  f r o m  t h i s  
t a x  e q u a l  t o  1 ,5 m i l l s  a r e  d e p o s i t e d  i n  t h e  g e n e r a l  f u n d  a n d  t h e  b a l a n c e  
g o e s  t o  t h e  S c h o o l  F u n d  t o  b e  u s e d  t o  r e h a b i l i t a t e  a n d  r e p a i r  s c h o o l  
f a c i l i t i e s .  I n  a d d i t i o n ,  t h e  f o l l o w i n g  f e e s  a r e  a s s e s s e d  a n n u a l l y :  
m a n u f a c t u r e r s  $5,  v e n d i n g  m a c h i n e  o p e r a t o r s  $25,  d i r e c t  b u y i n g  r e t a i l e r  
$25,  b u y e r  $25 a n d  d i s t r i b u t o r  $50.  T h e  p r o c e e d s  f r o m  t h e s e  f e e s  a r e  
d e p o s i t e d  i n  t h e  S c h o o l  F u n d .  F Y  83 g r o s s  r e v e n u e s  t o t a l e d  $2 . 0  m i l l i o n .

L I C E N S E S  AND PERM I TS

B u s i n e s s  l i c e n s e  t a x e s  d e r i v e  f r o m  l e v i e s  f o r  a l c o h o l  b e v e r a g e  l i c e n s e s ,  
c o m m e r c i a l  f i s h i n g  l i c e n s e s ,  p r o f e s s i o n a l  a n d  o c c u p a t i o n a l  l i c e n s e s  a n d  
v a r i o u s  r e g u l a t o r y  p e r m i t s .  ( V a r i o u s  s t a t u t e s  i m p o s e  t h e s e  t a x e s . )
T h e s e  t a x e s  c o n t r i b u t e d  $10 .8  m i l l i o n  d o l l a r s  t o  S t a t e  r e v e n u e s  i n  FY  83.

N o n b u s i n e s s  l i c e n s e  t a x e s  i n c l u d e  r e c e i p t s  f r o m  h u n t i n g ,  t r a p p i n g  a n d  
s p o r t s  f i s h i n g  l i c e n s e s ,  m o t o r  v e h i c l e  i n s t r u c t i o n  p e r m i t s ,  t i t l e  
t r a n s f e r s ,  r e g i s t r a t i o n  f e e s ,  a n d  d r i v e r  l i c e n s e s  ( v a r i o u s  s t a t u t e s ) .
FY 83 c o n t r i b u t i o n s  f r o m  t h i s  s o u r c e  o f  r e v e n u e  t o t a l e d  $14.9 m i l l i o n .

I NTERGOVERNMENTAL TRANSFERS

T h i s  c a t e g o r y  i n c l u d e s  r e c e i p t s  f r o m  t h e  f e d e r a l  g o v e r n m e n t  on  t i m b e r  
s a l e s  a n d  m i n e r a l  r e n t s  a n d  r o y a l t i e s .  T h e  S t a t e ' s  s h a r e  i s  a p e r c e n t a g e  
o f  t h e  p r o c e e d s  d e r i v e d  f r o m  t h e s e  f e d e r a l  l a n d s  (AS 41 .15 a n d  P u b l i c  
L aw  85-505 S e c .  3 ) .  R e v e n u e s  f r o n  t h i s  s o u r c e  a r e  a p p o r t i o n e d  amo n g  t h e  
g e n e r a l  f u n d ,  p e r m a n e n t  f u n d  a n d  p o l i t i c a l  s u b d i v i s i o n s  o f  t h e  S t a t e .
I n  FY 83,  t h i s  r e v e n u e  s o u r c e  a c c o u n t e d  f o r  $33.3 d o l l a r s .

STATE RESOURCES REVENUE

I n v e s t m e n t  r e v e n u e s  i n c l u d e  t h e  i n v e s t m e n t  e a r n i n g s  f r o m  t h e  S t a t e ' s  
v a r i o u s  i n v e s t m e n t  p o r t f o l i o s  a n d  i n t e r e s t  o n  b a n k  d e p o s i t s .  FY  83 
i n v e s t m e n t  e a r n i n g s  t o t a l e d  $375.8 m i l l i o n .

S t a t e  r o y a l t y  p a y m e n t s  (AS 38 .05)  i n c l u d e  r o y a l t i e s  f r o m  h a r d  m i n e r a l s ,  
o i l  a n d  g a s .  D e p e n d i n g  o n  t h e  t y p e  o f  r e s o u r c e ,  r o y a l t y  p a y m e n t s  c a n
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b e  t a k e n  i n  k i n d .  R e v e n u e s  f r o m  r o y a l t i e s  a r e  a p p o r t i o n e d  b e t w e e n  t h e  
p e r m a n e n t  f u n d  a n d  g e n e r a l  f u n d .  R o y a l t y  r e v e n u e s  t o t a l e d  51 , 078 . 4  
i n  FY  84.

O t h e r  r e v e n u e  s o u r c e s  w i t h i n  t h i s  c a t e g o r y  a r e  s t a t e  p r o p e r t y  s a l e s  
($6 . 3  mi  11 i o n ,  r e s o u r c e  b o n u s  s a l e s ($36.2 m i  11 io n -]" s t a t e  r e n t a l  r e v e ­
n u e s  ($4 .3 m i l l  i o n )  a n d  t h e  s a l e  o f  r e s o u r c e s  n o t  c l a s s i f i e d  a s  m i  n e r a l s  
s u c h  a s  t i m b e r  ($4 .0 m i l l i o n ] ^

F a c i 1i t i e s - r e l a t e d  c h a r g e s  i n c l u d e  r e c e i p t s  f r o m  a i r p o r t s ,  t h e  f e r r y  
s y s t e m ,  f o o d  s e r v i c e s  a n d  o t h e r  S t a t e  f a c i l i t i e s  c h a r g e s .  T o t a l  r e v e n u e  
f r o m  t h i s  s o u r c e  i n  FY  83 w a s  $37.3 m i l l i o n .

S e r v i c e - r e l a t e d  c h a r g e s  i n c l u d e  r e c e i p t s  f r o m  s t a t u t o r y  i n s p e c t i o n  f e e s ,  
t h e  c o u r t  s y s t e m  a n d  o t h e r  S t a t e  s e r v i c e  c h a r g e s .  FY 83 r e v e n u e  f r o m  
t h i s  s o u r c e  t o t a l e d  $10.1 m i l l i o n .

ANALYS I S  OF REVENUE SOURCES

S h o u l d  t h e  c o r p o r a t e  i n c o m e  t a x  b e  r e p e a l e d ,  t h e  S t a t e  h a s  t h e  o p t i o n  
o f  f o r e g o i n g  r e v e n u e  f r o m  t h a t  s o u r c e  ($266 m i l l i o n  i n  FY  8 3 ) ,  c o l l e c t ­
i n g  t h e  r e v e n u e  t h r o u g h  i n c r e a s e s  i n  e x i s t i n g  t a x e s  o r  c r e a t i n g  n ew 
t a x e s .  I f  o t h e r  t a x e s  a r e  i n c r e a s e d  s o  t h a t  n e t  S t a t e  r e v e n u e  i s  
u n c h a n g e d ,  i t  i s  l i k e l y  t h a t  t h e  s h a r e  o f  t a x a t i o n  p a i d  b y  c o r p o r a t i o n s  
w o u l d  c h a n g e .  T h e  a m o u n t  a n d  d i r e c t i o n  o f  c h a n g e  w o u l d  d e p e n d  u p o n  
t h e  m e t h o d  o f  a p p o r t i o n i n g  t h e  s h o r t f a l l  amo ng  e x i s t i n g  t a x e s .

F o r  e x a m p l e ,  t h e r e  a r e  s e v e n  s o u r c e s  o f  u n r e s t r i c t e d  S t a t e  r e v e n u e s  
a t t r i b u t e d  t o  p e t r o l e u m  p r o d u c e r s .  O n e  o f  t h e s e - - i n t e r g o v e r n m e n t a l  
t r a n s f e r s - - i s  n o t  d i r e c t l y  c o n t r o l l e d  b y  t h e  l e g i s l a t u r e .  I n  a d d i t i o n ,  
b o n u s  s a l e s  d e p e n d  u p o n  t h e  d i s p o s i t i o n  o f  S t a t e  r e s o u r c e s .  A f t e r  
e x c l u d i n g  t h e s e  s o u r c e s  a n d  c o r p o r a t e  i n c o m e ,  f o u r  o t h e r  m e a n s  a r e  
a v a i l a b l e  t o  g e n e r a t e  a d d i t i o n a l  r e v e n u e s :  s e v e r a n c e  t a x ;  r o y a l t i e s ;
p r o p e r t y  t a x  a n d  r e n t s .  B a s e d  o n  t h e  r e l a t i v e  m a g n i t u d e  o f  r e v e n u e s  
e a c h  o f  t h e s e  c o n t r i b u t e s  t o  t h e  S t a t e ,  r o y a l t i e s  a n d  s e v e r a n c e  t a x e s  
w o u l d  p r o b a b l y  a b s o r b  m o s t  o f  t h e  r e v e n u e  s h o r t f a l l .  As T a b l e  3 s h o w s ,  
t h e  c o m b i n e d  r e v e n u e  f r o m  t h e s e  t wo  s o u r c e s  i s  a b o u t  $2 . 5  b i l l i o n .  
T n e r e f o r e ,  t o  r e p l a c e  t h e  $236 m i l l i o n  c u r r e n t l y  c o l l e c t e d  f r o m  p e t r o ­
l e u m  c o r p o r a t i o n s ,  t h e s e  t a x e s  w o u l d  h a v e  t o  b e  i n c r e a s e d  b y  a b o u t  10 
p e r c e n t .  T h e  a c t u a l  a o p o r t i o n m e n t  o f  t h e  i n c r e a s e  o f  t h e s e  t a x e s  among  
o i l  p r o d u c e r s  w o u l d  d e p e n d  o n  t h e  c h a n g e s  ma d e  i n  t h e  t a x e s  a s  w e l l  a s  
t h e  t a x p a y e r  a c t i v i t i e s  i n  t h e  s t a t e .  B e c a u s e  t h e  m a j o r  o i l  p r o d u c e r s  
v a r y  i n  t h e  e x t e n t  o f  o p e r a t i o n s  i n  A l a s k a  ( p r o d u c t i o n  v s .  e x p l o r a t i o n  
v s .  t r a n s p o r t a t i o n ,  e t c . )  a n d  i n  t n e  p r o p o r t i o n  o f  w o r l d w i d e  o p e r a t i o n s  
t h a t  o c c u r  i n  A l a s k a ,  r e p l a c i n g  c o r p o r a t e  i n c o m e  t a x  r e v e n u e  w i t h  r e v e ­
n u e s  f r o m  o t h e r  t a x e s  w i l l  r e d i s t r i b u t e  t h e  t a x  b u r d e n  amo ng  t n e  o i l  
p r o d u c e r s .
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T h e  n o n p t f r o l e u m  s h a r e  o f  c o r p o r a t e  i n c o m e  t a x  t o t a l s  a p p r o x i m a t e l y  
$30 m i l l i o n  d o l l a r s .  A c o m p a r i s o n  o f  T a b l e s  2 a n d  3 i n d i c a t e s  t h a t  
a p p r o x i m a t e l y  $600 m i l l i o n  i n  u n r e s t r i c t e d  S t a t e  r e v e n u e s  i n  FY 83 
was  n o t  p e t r o l e u m - r e l a t e d .  H o w e v e r ,  a s  w i t h  o i l  r e v e n u e s ,  n o t  a l l  o f  
t h e  r e v e n u e  s o u r c e s  t h a t  p r o d u c e d  t h i s  i n c o m e  c a n  b e  c h a n g e d  t o  p r o ­
d u c e  m o r e  i n c o m e .

T h e  n o n p e t r o l e u m  r e v e n u e  s o u r c e  t h a t  p r o d u c e s  t h e  m o s t  r e v e n u e  i s  
S t a t e  r e s o u r c e  r e v e n u e s ,  $388 m i l l i o n .  H o w e v e r ,  a p p r o x i m a t e l y  $375 
m i l l i o n  o f  t h i s  i s  i n v e s t m e n t  r e v e n u e  a n d  i s  t h e r e f o r e  d e p e n d e n t  u p o n  
S t a t e  i n v e s t m e n t s  r a t h e r  t h a n  l e g i s l a t i v e  a c t i o n .  T h r e e  o t h e r  r e v e n u e  
s o u r c e s - - i n t e r g o v e r n m e n t a l  r e c e i p t s ,  f a c i l  i t i e s - r e l a t e d  r e c e i p t s  a n d  
s e r v i c e - r e l a t e d  r e c e i p t s — a r e  e i t h e r  d e p e n d e n t  o n  f e d e r a l  a c t i o n  o r  
a r e  t i e d  d i r e c t l y  t o  S t a t e  s e r v i c e s .  T h r e e  s o u r c e s  o f  r e v e n u e — g r o s s  
r e c e i p t s  t a x ,  s a l e s / u s e  t a x e s  a n d  l i c e n s e s  a n d  p e r m i t s — a r e  d i r e c t l y  
c o n t r o l l e d  by t h e  l e g i s l a t u r e .  B e t w e e n  t h e m ,  t h e s e  s o u r c e s  p r o d u c e d  
a b o u t  $120 m i l l i o n  i n  r e v e n u e  d u r i n g  FY 83.  T h e  i m p l i c a t i o n  i s  t h a t  
n o n p e t r o l e u m - r e l a t e d  t a x e s  w o u l d  h a v e  t o  b e  i n c r e a s e d  by  a b o u t  25 
p e r c e n t  i n  o r d e r  t o  o f f s e t  t h e  l o s s  o f  r e v e n u e  f r o m  t h e  n o n p e t r o l e u m  
s h a r e  o f  t h e  c o r p o r a t e  i n c o m e  t a x .  A l t h o u g h  t h e  t o t a l  t a x  c o l l e c t i o n s  
r e s u l t i n g  f r o m  t h i s  t a x  r e v i s i o n  w o u l d  p r o b a b l y  n o t  b e  s i g n i f i c a n t ,
t h e  s h a r e  o f  t a x e s  p a i d  b y  i n d i v i d u a l  b u s i n e s s  a n d  c o n s u m e r s  w o u l d
c h a n g e  d e p e n d i n g  u p o n  t h e  s p e c i f i c  t a x  l a w s  a d o p t e d .  T h i s  s ame  s h i f t  
i n  t h e  d i s t r i b u t i o n  o f  t a x  l i a b i l i t y  w o u l d  l i k e l y  a c c o m p a n y  t h e  i m p o s i ­
t i o n  o f  n ew t a x e s .

As y o u  r e q u e s t e d ,  I  am a l s o  e n c l o s i n g  c o p i e s  o f  t h e  r e c e n t l y  p a s s e d
u n i t a r y  t a x  l a w s  i n  O r e g o n  a n d  I l l i n o i s  a n d  a c o p y  o f  t h e  l a w  r e c e n t l y  
p r o p o s e d  i n  C a l i f o r n i a .  I h o p e  t h i s  i n f o r m a t i o n  i s  h e l p f u l .  I f  y o u  
h a v e  a n y  f u r t h e r  q u e s t i o n s ,  p l e a s e  d o  n o t  h e s i t a t e  t o  c o n t a c t  u s .



A P P E N D I X

When a 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 o m p e t i n g  t a x  
c l a i m 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  t h 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 c d  b y  i d e n t i f y i n g  t h e  i nuu t ue  a t t r i b u t 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 t h o d s  a r e  i n  
u s e  f o r  m a k i n g  t h i s  d e t e r m 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  a nd  
w o r l d w i d e  u n i t a r y  c o m 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  m e t h o d  o f  t a x a t i o n  i n  u s e  
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 m p l o y e d  b y  t h e  f e d e r a l  
g o v e r n m e n t .  U n d e 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  i n c o m e  i s  
d e t e r m i n e d  s e p a r a t e l y  f o r  e a c h  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 m p r o p e r  i n c o m e  o r  p r o f i t  s h i t t i n g  b e t w 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 i d 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  " a r m ’ 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  a n d  s e r v i c e s  b e t w e e n  
r e l a t e d  o r  c o m m o n l y - o w n e d  c o r p o r a t i o n s  a r e  r e q u i r e d  t o  be 
v a l u e d  a t  p r i c e s  c o r r e s p o n d i n g  t o  t h o s e  t h a t  w o u l d  g o v e r n  
t r a n s a c t i o n s  b e t w 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  a r m ' s  
l e n g t h .  U n d e r  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 ,  d o u b l e  
t a x a t i o n  b e t w 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 m p t i o n  f r o m  t a x  by  t h e  r e s i d 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 l a c e  o f  i n c o r p o r a t i o n  o r  m a n a g e m e n t  c o n t r o l )  o f  i n c o m e  
d e r i v e d  i n  t n e  s o u r c e  j u r i s d i c t i o n  ( t h e  p l a c e  t h e  i n c o m e  i s  
e a r n e d ) ,  o r  b y  t h 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 r e d i t  
f o r  t a x e s  p a i d  l u  t h e  s r  > 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  l a w  u s e d  t .  i t t e r  a p p r o a c h .

The  a l t e r n a t i v e  m e t h o d ,  w o r l d w i d e  u n i t a r y  c o m b i n a t i o n ,  i s  
c u r r e n t l y  u s e 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 t a n a ,  New H a m p s h i r e ,  N o r t h  D a k o t a ,  and  U t a 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 i o a c h ,  t h e  b u s i n e s s  i n c o m e  o f  a l l  i n d i v i d u a l  
c o m p a n i e s  i n  t h e  c o m m 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 i c h  o p e r a t e  
i n  t h e  same g e n e r a l  l i n e  o f  b u s i n e s s  ( t h e  " u n i t a r y  b u s i n e s s " )  
as t h 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  t h 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  ( 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 o m p a n i e s  a r e  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 o m p a n i e s  h a v e  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 i i )  w h e t h e r  
t h e  i n c o m e  o f  t h e  o t h e r  i n d i v i d u a l  c o m p a n i e s  w o u l d  be t r e a t e d  
a s  d e r i v e d  f r o m  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 e n e r a 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 r e  o f  t h e  a g g r e g a t e d  i n c o m e  o f  t h e  
w o r l d w i d e  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 m u l a  w h i c h  i s  i n t e n d e d  
t o  m e a s u r e  how much o f  t h e  a c t i v i t y  o f  t h 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 m e )  i s  a t t r i b u t a b l e  t o  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 m e n t  f o r m u l a  g e n e r a l l y  u s e d  i s  b a s e d  on  r e l a t i v e  
a m o u n t s  o f  p a y r o l l ,  p r o p e r t y ,  a n d  s a l e s .  I f ,  f o r  e x a m p l e ,
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 ,  a nd  s a l e s  o f  t h 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 e n  25 p e r c e n t "  
o f  t h e  g r o u p ' s  a g g r e g a t e  i n c o m e  f r o m  t h e  u n i t a r y  b u s i n e s s
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w o u l d  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 c a u s e  t h e  
a p p o r t i o n m e n t  f o r m 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 m o u n t  o f  i n c o m 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  m 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  same i n c o m e  
w h i c h  may a r i s e  f r o m  t h e  u s e  o f  d i f f e r e n t  i n c o m 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 i d e  u n i t a r y  m e t h o d ,  d i v i d e n d s  p a i d  b y  o n e  
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 i n e s s  g r o u p  a r e  
e l i m i n a t e d  a s  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 m e  f r o m  t h 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 m i t a t i o n  on t h e  u n i t a r y  
m 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 l d  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 m e s t i c  a nd  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 m e mb 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 m  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 member  o f  t h 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  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 n d ,  as  
d e s c r i b e d  b e l o w ,  i s  t h e r e f o r e  a d d r e 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  l a 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 nd  d o m e s t i c ,  e x h i b i t s  a r a n g e  o f  
p r a c t i c e .  T h o u g h  d i v i d e n d s  f r o m  a d o m e s t i c  c o r p o r a t i o n  
i n c o m e  t a x ,  m 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 i 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  85 p e r c e n t  o r  
1 00  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  l a 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 m e n t  i s  l a r g e l y  t o  
e x e m p t  d i v i d e n d s  p a i d  b y  a d o m e s t i c  c o r p o r a t i o n  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 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 m  a f o r e i g n  
c o r p o r a t i o n  a r e  s u b j e c t  t o  v a r y i n g  t r e a t m e n t ,  r a n g i n g  f r o m  
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 m m e r c i a l  d o m i c i l e ,  t o  a p p o r t i o n m 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 m 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 m e n t ,  no  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  
b y  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 .

R e a s o n s  f o r  A d m i n i  s f . 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  
T a x a t  i o n

I t  h a s  b e e n  t h 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  m e t h o d  f o r  a l l o c a t i n g  i n c o m e  
among 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 m b o d i e d  i n  t h e  I n t e r n a l  R e v e n u 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 .  Th e  m 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  t h e  O r g a n i s a t i o n  f o r  E c o n o m i c  C o o p e r a t i o n  and  
D e v e l o p m e n t  ( " O E C D " )  a nd  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  i n c o m 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 i d 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  a n d  
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  a n d  i m p e d e s  t h e  a b i l i t y  o f  
t h e  f e d e r a l  g o v e r n m 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 .
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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 m 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  t h 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  m e t h o d .  
D i p l o m a t i c  n o t e s  a r t i c u l a t i n g  t h e  p r o b l e m s  c a u s e d  b y  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  h a v e  b e e n  r e c e i v e d  f r o m  v i r t u a l l y  
e v e r y  d e v e l o p e d  c o u n t r y  i n  t h e  w o r l d ,  i n c l u d i n g  C a n a d a ,  t h e  
U n i t e d  K i n g d o m ,  G e r m a n y ,  F r a n c e ,  B e l g 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 ,  a nd  A u s t r a l i a .  Th e  U n i t e d  
K i n g d o m ,  i n  J u l y ,  1 9 8 5 ,  a d o p t e 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 l d  p e r m i t  t h e  U . K .  g o v e r n m 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 m  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 i d e  u n i t a r y  s t a t e s .  I f  i m p l e m e n t e d ,  t h i s  
l e g i s l a t i o n  w o u l d  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  
i n c o m 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 
p r o v i s i o n  w h i c h  ma k e s  p o s s i b l e  t h e  r e t r o a c t i v e  i m p o s i t i o n  o f  
h e a 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  on  t h e  
w i l l i n g n e s s  o f  U . S .  c o m p a n i e 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 h e  U . K .  h a s  now 
a g r e e d  t o  d e f e r  i m 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 m e  b e i n g . )  Th e  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 o m i c  
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 t s  and  b u s i n e s s e s  t h a t  a r e  s u b j e c t  t o  
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 r g u e  t h a t  t h i s  m e t h o d  o f  
c o m p u t i n g  s t a t e  t a x  g i v e s  r i s e  t o  d o u b l e  t a x a t i o n  o f  f o r e i g n  
i n c o m 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 r d e n s o m e ,  p a r t i c u l a r l y  f o r  f o r e i g n  o wned  
c o m p a n i e s .  T h e s e  r e s u l t s  a r e  i n e v i t a b l e  as  l o n g  as  a f e w  
s t a t e s  r e l y  o n  a m e t h o d  o f  m e a s u r i n g  i n c o m e  t h a t  i s  d i f f e r e n t  
f r o m  t h e  a p p r o a c h  u s e d  by  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  a nd  f o r e i g n ,  
w e r e  t o  a d o p t  a u n i f o r m  u n i t a r y  m e t h o d  o f  t a x a t i o n ,  a n d  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 l d  be  n o  d o u b l e  t a x a t i o n  as  t h e  
f o r m u l a  w o u l d  n o t  a p p o r t i o n  t h e  same i n c o m e  t o  m o r e  t h a n  o ne  
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 m  t h e  f a c t  
t h a t  c o m b i n 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 i c 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 t e 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 l e  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 ,  a n d  
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 i n c o m e  
m e a s u r e m e n t  s y s t e m  b a s e d  on  f o r m u l a  a p p o r t i o n m e n t  i s  i n  o p e 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  a s s u m e s  
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 r e 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 l e 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 l e  
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 t m 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  t a 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 .
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S t a t e  u s e  o£ t h e  w o r l d w i d e  u n i t a r y  m e t h o d  a l s o  c r e a t e s  
a d m i n i s t r a t i v e  b u r d e n s  f o r  t a x p a y e r s .  T h e r e  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 i n g  a n d  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  t h 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  t h e  
u n i t a r y  g r o u p  t o  a f o r m  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 e i g n - o w n e d  
c o m p a n i e 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  
a nd  f i n a n c i a l  a c c o u n t i n g  r u l e s  o n  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 .

T h 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  m e t h o d  b y  some s t a t e s  may 
a l s o  i n h i b i t  a n d  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  i n v e s t m e n t  
c a p i t a l .  I n  t h e  w o r d s  o f  o n e  f o r e i g n  g o v e r n m e n t ,  " t h e  
( u n i t a r y  t a x )  m e t h o d  c a n  c h i l l  i n t e r n a t i o n a l  i n v e s t m e n t  a nd  
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  a nd  e m p l o y m 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  m e t h o d  c a n  i m p e d e  
f o r e i g n  e n t r y  i n t o  t h e  U n i t e d  S t a t e s  m 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 m e n t s ,  w o r l d w i d 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 l o p m e n t  o f  o u r  t r a d e  a nd  i n v e s t m e n t  
r e l a t i o n s h i p s . "  ( N o t e  s i g n e d  b y  t h e  A m b a s s a d o r s  o f  f o u r t e e n  
o f  o u r  m a j o r  t r a d i n g  p a r t n e r s ) .  Th e  U n i t e d  S t a t e s  i s  
s t r o n g l y  c o m m i t t e e  t o  e n c o u r a g i n g  t h e  f r e e  m o v e m e n t  o f  
i n t e r n a t i o n a l  d i r e c t  i n v e s t m 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  u s e  o f  t h e  w o r l d w i d e  u n i t a r y  m e t h 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  c a n  a d v e r s e l y  a f f e c t  t h i s  c l e a r l y  
a r t i c u l a t e d  f e d e r a l  p o l i c y .  The  U n i t e d  S t a t e s ,  as  t h e  
c o u n t r y  h o s t i n g  t h e  l a r g e s t  a m o u n t  o f  f o r e i g n  d i r e c t  
i n v e s t m e n t ,  h a s  g a i n e d  e n o r m o u s l y  f r o m  t h e  i n f l o w  o f  f o r e i g n  
i n v e s t m e n t .  I f  t h e  u s e  b y  some o f  o u r  s t a t e s  o f  t h e  
w o r l d w i d e  u n i t a r y  m e t h 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 ,  t h e  
e c o n o m i c  w e l l - b e i n g  o f  t h e  c o u n t r y  a s  a w h o l e  w o u l d  s u f f e r .  
Some s t a t e s  may be  i n  a p o s i t i o n  i n  w h i c h  t h e i r  u s e  o f  t h e  
u n i t a r y  m e t h 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  a wa v  f r o m  t h 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 m 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 m b e r  1 9 8 3 ,  i n  r e s p o n s e  t o  c o m p l a i n t s  r a i s e d  b y  b o t h  
t h e  U . S .  a nd  f o r e i g n  b u s i n e s s  c o m m u n i t y  and  f o r e i g n  
g o v e r n m e n t s  o v e r  t h e  S u p r e m e  C o u r t  d e c i s i o n  i n  C o n t a i n e r  
C o r p . 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  R e a g a n  a s k e d  t h e n  
T r e a s u r y  S e c r e t a r y  D o n a l d  k e g a n  t o  e s t a b l i s h  a nd  c h a i r  a 
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 o r k i n g  G r o u p .  T h i s  g r o u p  was 
c o m p o s e d  o f  r e p r e s e n t a t i v e s  o f  t h 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 e r n m e n t s ,  a nd  t h e  b u s i n e s s  r n m m u n i r y  e n d  was  a s k e d  r n  
p r o v i d e  r e c o m m e n d * L i o n s  s u i t a b l e  f o r  r e s o l v i n g  t h e  i s 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 i n g  on May  1 ,  1 9 8 4 ,  t h e  W o r l d w i d e  U n i t a r y
T s Y a t i n n  W o r k i n g  G r o u p  i g r o o d  o n  t h r o o  p r i n c i p l o e  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 a  i n c o m 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 m 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 m p a 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 m i n i s t r a t i v e  a s s 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 m 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 l a n c e  f o r  U . S .  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 i n e s s e s .

W h i l e  t h e  f i r s t  a n d  t h i r d  p r i n c i p l e s  w e r e  t o  be  a d o p t e d  
v o l u n t a r i l y  o n  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  by  t h e  W o r k i n g  
G r o u p  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  m e t h o d  was s u p e r i o r  t o  t h e  
w o r l d w i d e  u n i t a r y  m e t h o d  i n  t h e  i n t e r n a t i o n a l  c 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 l d  be a b l e  
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 l e m  a l o n g  t h e  l i n e s  
a d v o c a t e d  by  t h e  W o r k i n g  G r o u p  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 i n c e  t h e  a d o p t i o n  o f  t h e  W o r k i n g  G r o u p  R e p o r t  some s t a t e s  
h a v e  c h a n g e d  t h e i r  l a w s  t o  c o n f o r m  t o  t h e  W o r k i n g  G r o u p  
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  a n d  O r e g o n  h a v e  
c e a s e 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  i m p o s e d  l i m i t a t i o n s  on  t h a t  s t a t e ' s  u s e  o f  t h e  
w o r l d w i o e  u n i t a r y  m e t h o d  and  t h e  s t a t e  l e g i s l a t u r e  h a 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 l d  p e r m i t  
a p p l i c a t i o n  o f  t h a t  m e t h 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 o w 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  u s e  t h e  
w o r l d w i d e  u n i t a r y  m e t h 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  t w 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 j o u r n e d  f o r  
t h e  y e a r  i n  S e p t e m b e r ,  1985  w i t h o u t  t a k i n g  a c t i o n  o n  t h e  
i s s u e .

I n  t r a n s m i t t i n g  t h e  r e p o r t  o f  t h e  W o r k i n g  G r o u p  t o  t h e  
P r e s i d e n t ,  S e c r e t a r y  R e g a n  i n d i c a t e d  t h a t  he w o u l d  r e co mm e nd  
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  h ad  n o t  b e e n  made on  t h e  w o r l d w i d 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  by  J u l y  3 1 ,  1 9 8 5 .  T h a t  d a t e  h a s  l o 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 m e  h a s  come f o r  C o n g r e 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 o m i c  
p r o b l e 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 d s

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  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  a s  an  
a g r e e m e n t  b y  s t a t e s  n o t  t o  i m p o s e  w o r l d w i d e  u n i t a r y  t a x  b u t  
w i t h  n o  r e s t r i c t i o n  on  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 l d  c a u s e  o t h e r  s e r i o u s  
p r o b l e m s .  I n  e f f e c t ,  t h i s  w o u l d  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 m  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  
m 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  
i n c o m 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 l d  
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 i n e s s e s .  T h e  W o r k i n 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  n e e d  f o r  c o m p e t i t i v e  
b a l a n c e  f o r  d o m e s t i c  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 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  
t h 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.
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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  f o r e i g n  d i v i d e n d s  w o u l d  
s u b j e c t  d o m e s t i c  b u s i n e s s e s  t o  s e r i o u s  d o u b l e  t a x a t i o n  o f  
f o r e i g n  i n c o m e .  F e d e r a l  t a x  p o l i c y  h a s  l o n g  b e e n  
c h a r a c t e r i s e d  by  i t s  c o m m i t m e n t  t o  a v o i d  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 n d e e d ,  t h e  U n i t e d  S t a t e s  h a s  b e e n  a l e a d e r  i n  a 
w o r l d w i d 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  a nd  
c o m m o n l y  a c c e p t e d  p r i n c i p l e s  t h a t  m i n i m i 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  m u s t  c o m p l y  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 l e  t a x a t i o n  and  t h e r e f o r e  be  l i m i t e d  t o  
t a x i n g  some 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 .

T h e  l e g i s l a t i o n  d o e s  n o t  m a n d a t e  t h a t  a n y  s p e c i f i c  m e t h o d  o f  
d i v i d e n d  t a x a t i o n  be - i m p o s e d  on  t h e  s t a t e s .  I n  o u r  v i e w ,  
a r g u m 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 l d  h a v e  l e e w a y  t o  t a i l o r  t h e i r  own s y s t e m 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  t h e y  do  n o t  c a u s e  s e r i o u s  f o r e i g n  
c o m m 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 m a t i c  o v e r t a x a t i o n  
a n d  d o u b l e  t a x a t i o n  o f  U . S .  b u s i n 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  a n d  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 r o a d  t e r m 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 an  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 r o a c h ,  t h e  l e g i s l a t i o n  w o u l d  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 m e n t  o f  d i v i d e n d s  i n  s u c h  s t a t e s  as C o l o r a d o ,  O r e g o n ,  
F l o r i d a  a nd  I l l i n o i s ,  s t a t e s  w h i c h  h a v e  b e e n  i n t i m a t e l y  
i n v o l v e d  i n  t h e  w o r l d w i d e  u n i t a r y  t a x  c o n t r o v e r s y .

I n f o r m a t i o n  R e p o r t i n g  a n d  O t h 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  h a v e  l e g i t i m a t e l y  c o n t e n d e d  i n  t h e  W o r k i n g  G r o u p  a n d  
e l s 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  a nd  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 t w e e n  m e mb e r s  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  and  r e l a t e d  f o r e i g n  c o m p a n i e s  o u t s i d e  t h a t  
g r o u p .  T h e  T r e a s u r y  D e p a r t m e n t  a g r e e d  w i t h  r e c o m m e n d a t i o n s  
o f  t h e  W o r k i n g  G r o u p  t o  p r o v i d e  a p p r o p r i a t e  f e d e  i 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  m e t h o d .  The  W o r k i n g  G r o u p  s u g g e s t e 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  
R e v e n u e  S e r v i c e  b y  m u l t i n a t i o n a l  c o m p a n i e s .  T h i s  r e t u r n  
w o u l d  i n  t u r n  be s h a r e d  w i t h  t h e  s t a t e s  and  w i t h  m u l t i s t a t e  
a u d i t  a g e n c i e s  a n d  w o u l d  p r o v i d e  s t a t e s  w i t h  some 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  h a d  a l l o c a t e d  a nd  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  i n c o m e  t o  e a c h  s t a t e .  
The  r e p o r t  w o u l d  a l s o  i d e n t i f y  t h o s e  r e l a t e d  c o m p a n i e s  w i t h  
w h i c h  s e r i o u s  i n c o m e  s h i f t i n g  w o u l d  be  m o s t  l i k e l y  t o  a r i s e .
I n  t h e  s ummer  o f  1 9 8 5 ,  t h e  T r e a s u r y  D e p a r t m e n t  p u b l i s h e d  f o r  
c o mm e n t  a d r a f t  o f  l e g i s l a t i o n  i m p l e m e n t i n g  t h i s  r e p o r t i n g  
s y s t e m .  S e c t i o n  3 o f  t h e  b i l l  i s  b a s e d  u p o n  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  many  c o m m e n t s  r e c e i v e d  f r o m  a f f e c t e d  
b u s i n 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  t h e  
i n f o r m a t i o n  r e p o r t i n g  s y s t e m  p r o v i d e d  f o r  i n  t h e  b i l l  i s  an  
i n t e g r a l  p a r t  o f  t h e  s o l u t i o n  t o  t h e  w o r l d w i d e  u n i t a r y  
p r o b l e m .
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I n  o r d e r  t o  p r o v i d e  s t a t e s  w i t h  g r e a t e r  a s s i s t a n c e  t h e  
T r e a s u r y  D e p a r t m e n t  a l s o  i n d i c a t e d  i n  t h e  W o r k i n g  G r o u p  an 
i n t e n t i o n  t o  i n c r e a s e  t h e  r e s o u r c e s  d e v o t e d  t o  t h e  I R S ' s  
a d m i n i s t r a t i o n  o f  t a x  l a w s  a p p l i c a b l e  t o  f o r e i g n  o p e r a t i o n s  
o f  m u l t i n a t i o n a l  c o m p a n i e s .  I  u r g e  y o u r  a s s i s t a n c e  i n  
a p p r o v i n g  t h e  i n c r e a s e d  b u d g e t  a p p r o p r i a t i o n s  t h a t  a r e  b e i n g  
r e q u e s t e d  f o r  t h i s  p u r p o s e .
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COMMISSION ON TAXATION

PROPOSED WATER’S EDGE LEGISLATION IN ALASKA

S ta te m e n t on Unitary Taxation

1. The International Chamber of Commerce (ICC) is 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 inyestment.

2. The ICC has over many years consistently opposed the use of worldwide unitary method 
of taxation (’worldwide unitary’). Worldwide unitary conflicts 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 
accepted 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 1986 in connection 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 be 
found through federal legislation. Even so the ICC seeks to encourage States to 
introduce 'w ater’s edge legislation* (taxing multinationals only on income derived from 
the territory o ‘ the United States). Such legislation should not reach out beyond the 
United States to tax companies, 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 
worldwide unitary by passing SB35 is to be welcomed, it is unfortunately true that as a 
solution to the problem of worldwide unitary the Californian legislation is seriously flawed.
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(1) It does not grant an unconditional tight to he taxed on the water’s edge basis. 
Instead it makes the right to elect water's edge subject to a number of undertakings and 
conditions.

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 com pany’s water’s 
edge election with retroactive effect and to subject it mandatorily to worldwide unitary.

The protection afforded by the Californian legislation is thus hedged about the conditions 
and uncertainty. The door is left open to the mandatory reimposition 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 alreaay 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 confining 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 foreign-based 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 concluding, the ICC warmly welcomes the positive initiative which has been taken in 
Alaska by the introduction of SB119 followed, in substitution, by the Senate Finance 
Committee Substitute Bill. 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.

In particular:




