





HOUSE BILL 472
April 6, 1998
House Finance Committee

1. Introduction
L February 20 of this year, the Alaska Supreme Court issued a unanimous decision

that a federal tax exemption does not apply in Alaska. The case is 0SG Bulk
Ships v. State.
2. The federal provision exempts income from foreign-owned ships and aircraft.
3. Result of the decision is that ships and aircraft that do business in Alaska will be
taxed regardless of ownership.
2. History of the dispute
1L Assessment issued in 1990, for lax years 79 -'88.
2. Upheld at DOR formal hearing — decision signed by Commissioner Rexwinkle in
June, 1990.
3. Superior Court held against the state; the state appealed to the Supreme Court; the
state appeal to the Supreme Court and prevailed.
3. The 0SG case

L State effect
L A good decision for the State. Will be helpful, whether this bill passes or

not, to future interpretations of state tax law.

2. Holds that Alaska’s tax policy, as articulated in tax laws, should govern
when reviewing the interplay between the Internal Revenue Code and the
State’s Corporate Income Tax.

2. The case:
L The state incorporates much of the Internal Revenue Code into the Alaska

tax unless "excepted to or modified by” Alaska law.

2. The federal exemption essentially codifies federal tax treaties: if your
country doesn’t tax our ships and planes, we won’t tax yours.

1. These treaties are at national level —don’tbind "subnationals” like
states.

2. Tax by Alaska could subject Alaskan carriers to retaliatory taxation
by foreign sub-nationals, but those carriers would get a $for $
credit against their federal taxes for any foreign tax paid.

3. The issue for the court was: does Alaska’s Corporate Income Tax system

“except or modify" the federal exemption (section 883)?

1. Thecourt found that the State’s use of the apportionment method
of taxation was so different from the federal "separate accounting”
approach to defining "income”that Section 883 was not
incorporated into Alaska law.

4. This bill would reverse the court’s decision.

L The result would be that foreign transportation businesses would

be taxed exactly as Alaska transportation businesses are taxed.
4, Alaska’s corporate income tax system.
il The State has always — since before statehood - used formula apportionment to



determine the in-state income of businesses that earn income in the state.
i Looks at a business’everywhere income, and apportions it by a formula
related to business presence.
1 Payroll, property, sales.
2. In 1970, we joined the Multistate Tax Commission and adopted the "Uniform
Division of Income frr Tax Purposes Act" (UDIPTA).
3. Originally, like many other states, applied this form la to a corporation and all of
its affiliates (parents, subsidiaries, sibling corporations) worldwide.
1L There was a great deal of international resistance to this approach
2. Pressure from foreign taxpayers & governments
3.
4, In 1991, we adopted (for t axpayers other than oil) the “waters’edge”approach
i We were the last state to change.
2. This approach excludes from the corporate family those corporations that
don’tdo any business, or do a very small amount of business, in the United
States
3. lronically, the ships whose income was taxed in 0SG would not be
included in our tax base today
1 0SG wasaworldwide case,
2. Now would be waters’edge
5. Pursuant to the Court’s decision, we will tax foreign ships and aircraft by formula
apportionment, using a “days in port”or "ground time" approach to their factors.

5. Retroactivity
1 Rep. Rokeberg asked me to think about the retroactivity provision

2. | asked Law to look at it -their memo is before you.
1 Raises serious legal questions about constitutionality of retroactive repeal
of a tax.
3. If there is no provision, DOR is unlikely to assign any of its scarce resources to
compliance efforts under a repealed tax.
6. Fiscal Note

1 Since most of these transportation companies don't file tax returns (even though
they are required to do so, and claim the exemption), we don’t have direct
information from the taxpayers

2. We analyzed the cruise ship, air carrier and fishing export components and
developed a range of potential loss — $3 to $8.5 million
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HB 472 - Apportionment of Business Income
HB 472 would amend Alaska’s Corporate Income Tax to specifically incorporate Section 883 of
the Internal Revenue Code. Alaska would exempt from tax the income of foreign owned aircraft

and ships, under the legislation.

Overview of Section 883

The Alaska Supreme Court, on February 20, 1998, decided a case that determined that the federal
corporate income tax exemption that applies to income from foreign owned ships and aircraft
does not apply in Alaska. TTie federal provision is Section 883 of the Internal Revenue Code. The
court held that, while Alaska incorporates much of the code into the Alaska Corporate Income
Tax (AS 43.20), Section 883 was “excepted to or modified by” Alaska's choice of the
apportionment method of determining taxable income in Alaska. The decision makes it clear that
these entities are subject to tax in Alaska.

Revenue Effect
The state will collect less revenue by changing the statutes to exempt income from foreign owned

ships and aircraft from Alaska income tax. We have had little time and we have very limited
information available to develop projections of potential corporate tax revenue from the recent
court decision on the taxation of foreign shipping corporations. Consequently, we have developed
a range based on estimates of Alaska corporate income tax revenue from foreign cruise ship
corporations, foreign air cargo corporations and foreign corporations shipping fish. We do not
have financial information available to review the other segments of the shipping industry
(mining and timber). To develop this range we used publicly available fina' rial statements,
information from taxpayer returns, and other industry specific data available from State agencies

and other sources.

Based on the above paragraph our estimate of the range of potential annual revenue lost due to
the passage of this bill is $3.0 million to 58.5 million.
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G OV.TONY Knowles has spent much ofhis term convincing
the international business community that Alaska is a good

place to do business! Unfortunately, one ofthe departmentsin his’

administration has been busy sending out the opposite message.

The Department of Revenue, with the backing ofthe state
Supreme Court, Rians to collecta corporate income tax on revenues
earned by foreign flagged ships and aircraft carrying cargo and
passengers to and from Alaska. The taxes WI|| be applied
retroactively to 1979,  *

Until now, Alaska — like the other 49 states —foIIowed the lead
ofthe Internal Revenue Service, which exempts the income of
foreign carriers from taxation in the United States. Individual states .
have been discouraged from imposing their own levies because of
the federal government$ reciprocal tax exemption agreements with

sother countries. e

=« ButAlaska is taking a go-it-alone approach. A late- February
« ruling from the state’ highest court gave the revenue department’
-the go-ahead to tax the income of foreign carriers.~,f*

” What impact will this have? 'S:

ACCORDING TO Juneau economist David Reaume, who ”
was commissioned_by the cruise ship industry to”analyze the effects,
' the fmandal pinch'could be'widespread — not limited to theforeign **
carriers, but also extending to many companies doing business in
.international markets, ranging from tourism to resource* w -
~development A" v L7- C "
He predicts, for instance, that operational costs for the proposed
deIiver?/ system to exportAIaska natural gas will increase betweefrt?jj
*-$20 million and $30 million a year as a result ofthe applicationof’\’\

this
yr - The impact ofthe tax will be'bome by Alaskans,"saysj?epr?2Y
“ Norman Rokeberg, an Anchoragie Republican who has iritoSducg*/\*- ¢
.legislation to apply the applicable IRS exemption to Alaska law.
«"The tax will translate into higher transport fees or Iower purchase -
prices for Alaskan resources."” -A'
Moreover, says Reaume, the tax will require companies to reduce *
expectations of future profitability in Alaska. In turn, that xvill
affect private sector investments here, and .ultimately, jobs.
This is the exact opposne ofwhat Gov. Knowles has been trying to
achieve since taking orfice |
Rokebcrgs bill, and a companion measure in the Senate by
Anchorage Re ublican Loren Leman, will make it clear thatthis ' |
state — like 49 others — will not skim the income offoreign carriers
doing business here.
The bill deserves Lop priority.

"o * n 3 (1]
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Anchorage Economic Bevelopment corporation
The Center of Opportunity

March 26,1998

Representative Rokeberg, Chairman ‘C
House Labor and Commerce Committee

State Capitol, Room 24
Juneau, Alaska 99801

Dear Representative Rokeberg:

The Anchorage Economic Development Corporation supports HB 472, An Act Relating
to Apportionment of Business Income. This bill will overturn the recent decision of the State
Supreme Court to allow the state to tax income from ships and aircraft owned by foreign
corporations doing business in Alaska. The Alaska Corporation Net Income Tax would be
applied to past, present and future net operating income, The State of Alaska depends on tourism
and trade as its principal economic engines. Trade includes the export of oil and gas as well as
seafood, timber and air cargo. The AEDC believes the implementation of business income taxes
on foreign carriers selectively will have a significant deleterious effect on trade for the State of

Alaska farin excess of any direct revenue obtained by the measure.

1 The State of Alaska would be the only state in the nation to impose such a tax.
This would send a negative signal to some of Alaska’s most important trading
partners, such as Japan. The 1972 income tax treaty between Japan and the United
States would be compromised. Ifany American state imposes such a tax, Japan
would reciprocate against all American carriers. This principle has already been
tested in New Jersey and New York several years sl'o,

2. Imposing this tax would negate the recently secured U. S. Department of
Transportation ruling for Alaskan international airports to allow expanded cargo
transfer among international and domestic carriers with traffic rights in Alaska.
The recently concluded bilateral aviation agreement would be compromised by this
action. The promotion ofthe air cargo industry and related logistics and value
added manufacturing would suffer a severe setback at a crucial time. The market
forinternational cargo trade is extremely competitive, with narrow margins
determining the distinctions among competing locations. The imposition of a
selective tax on international carriers would have a negative effect on some of

Alaska’s strongest contributors to cargo trade.
3. The imposition of this tax will discourage high valuejob developmentin Alaska.

For each $50 million generated in taxes, approximately 1,000 existing jobs would
be lost. Such atax discourages investment in Alaskan projects and operations

660 WoGt Seventh Avenue, Suite 1400 mm Anchorage, Alaska 09501 mm phono 907-258-3700 mm (ax 907-256-6646 mm e-mail BodcOalaska.nel
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because it raises the cost of transportation to foreign destinations. Alaska depends
on foreign markets for the economic value ofits export products. The Alaska
market is not large enough to sustain the economy here aione, and the American
domestic market is not the only destination of Alaskan goods.

4, The imposition of this tax retroactively to 1992 connotes a punitive approach to
international carriers, This sends the wrong message to foreign corporations and
poses troubling questions for all business investors regarding the prospective
Taxation policies of Alaska toward business.

The growth and diversification of the Alaska economy is essential for the long term
viability of the state. A prosperous future will only occur in an environment where taxation and
revenue policies are fair and evenly distributed on a sound policy basis. The imposition ofa tax
on foreign carriers unfairly affects Alaska’s mostimportant trading partners. This measure will
have anegative effect on Alaska’s competitive standing in world trade. This selective foreign
carrier tax must notbe implemented unilaterally by Alaska.. The AEDC urges your favorable
action on HB 472 to remove this impending disaster.

Please contact the AEDC President, Patricia DeMarco, should you require further
information un this matter.

Sincerely,

Ernie Hall
Chairman ofthe Board of Directors

cc: Governor Knowles
Senator Pearce

C:AEDC/Commirt«,liOlll<ilw/HB'!72 proposed support,wpd
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April 6,1998

Representative Norman Rokeberg
Alaska State Legislature
State Capitol - Room 24
Juneau, AK 99801-1182

Dear Representative Rokeberg:

I write you today not only as a representative of Alaska Airlines, but in my official capacity as
State of Alaska Public Affairs Coordinator for the Air Transport Association as well.

The Air Transport Association (ATA} represents the major U.S. domestic airlines. Our Alaska
members include Alaska Airlines, Reeve Aleutian, Federal Express, United, Northwest,
Continental, Delta, Reno Air, America West and United Parcel Service. We arc gravely
concerned about die possibility the .Alaska Depa-.—ent of Revenue is poised, as a result of rr
recent Alaska Supreme Court decision, to implement what amounts to a new tax on foreign

flagged air carriers.

Ln addition to negative impacts otvioreign flagged carriers and their customers in / laska, the
imposition of such a tax is likely to have a serious negative impact on international airline tax
agreements that depend on reciprocal provisions for non-taxation of foreign flagged carriers.
Simply put, any time a state or local government in die United States imposes * tax on foreign
carriers, it exposes U.S. carriers to the imposition of similar taxes in nations around the globe.
In addition, the imposition of such a tax would seriously imperil the International Airpoit
system's attractiveness as a scop between Asia and Europe.

In the past, whenever states have contemplated implementing such a tax, ATA has successfully
worked with the states as well as the U.S. State and Treasury Departments to head off actual
implementation. Most recently, tire states of California, New York and New Jersey have
withdrawn proposals to tax foreign flagged carriers. To our knowledge, Alaska would lie the
only state in the Union imposing such a tax if it decides to move forward.

Therefore, ATA and its members respectfully urge you to refrain from imposing any new taxes

on foreign carriers and asks you to consider supporting legislation to correct diis problem. If
we may be of assistance or should you require additional information, please do not hesitate to

contact me.

Sincerely,

5O X fKv00O SEATTLE, WA ¥si1 0s CpOoOm O(<I1iml100
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CONVENTION BETWEEN THE GOVERNMENT
OF THE REPUBLIC OF KOREA AND THE
GOVERNMENT OF THE UNITED STATES OF AMERICA FOR
THE AVOIDANCE OF
DOUBLE TAXATION AND THE PREVENTION
OF FISCAL EVASION WITH RESPECT TO
TAXES ON INCOME AND THE

ENCOURAGEMENT OF
INTERNATIONAL TRADE AND
INVESTMENT

Signed at Seoul June 4. 1976

I Entered into force October 20. 1979
of

il

The Government of the Republic of Korea and the Government
of the United States of America, desiring tn conclude a
convention for the avoidance of double taxation of income and
the prevention of fiscal evasion and the encouragement of
international trade and investment, have appointed for that
purpose as their respective Plenipotentiaries:

The Government of the Republic of Korea:

His Excellency Park Tong-Jin

Minister of Foreign Affairs of the Republic of Korea:’

The Government of the United States of America:

Hie Excellency Richard L. Sneider

Ambassador Extraordinary and Plenipotentiary of the United
States of america Lo the Republic of Korea:

who having communicated to each other their full powers, found
in good and due form, have agreed upon the following articles.
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Notwithstanding Article 8 (Business
Profits), income which a resident of one of
the Contracting States derives from the
operation in international traffic of ships or
aircraft shall be exempt from tax by the other
Contracting State. For purposes of this
Article, income derived from the operation in
international traffic of ships or aircraft
includes income incidental to such opera-
tion, such as income derived from the use or
lease of containers, trailers for the inland
transportation of containers and other
related equipment, but does not include
other income from the inland transportation

of containers.
22601-299 90/06/02
-4 N
(mM"NQ 22601-316 88/08/16
Jdsld M4 44
(4)7°d 22601-391 87/08/29

4)-JTH 44 "1 *M4 44 StSxMrU

Article 1
Related Persons

1. Where a person subject to the taxing
jurisdiction of one of the Contracting States
and any other person are related and where
such related persons make arrangements or
impose conditions between themselves which
are different from those which would be
made between independent persons, any
income, deductions, credits, or allowances
which would, but for those arrangements or
conditions, have been taken into account in
computing the income (or loss) ot, or the tax
payable by, one of such persons, may be
taken into account in computing the amount
of the income subject to tax and the taxes

payable by such person-
2. For the purposes of this Convention, a

person is related to another person if either
person owns or controls directly or indirectly
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Article
Non-dl*crimlInatlon

1. A citizen of one of the Contracting
States who is a resident of the other Contrac-
ting State shall not be subjected in that other
Contracting State to more burdensome taxes
than a citizen of that other Contracting State
who isa resident thereof.

2. Apermanent establishment which a
resident of one the Contracting States has in
the other Contracting State shall not be
subject in that other Contracting State to
more burdensome taxes than a resident of
that other Contracting.State carrying on the
same activities. This paragraph shall not be
construed as obliging one of the Contracting
States to grant to individual residents of the
other Contracting State any personal
allowances, reliefs, or deductions for taxation
purposes on account of civil status or family
responsibilities which the first-mentioned
Contracting State grants to its own indivi-
dual residents.

3. A corporation of one of the Contracting
States, the capital of which is wholly cr
partly owned or control."-id, directly or
indirectly, by one or more residents of the
other Contracting State, shall not be
subjected in the first-mentioned Contracting
State to any taxation or any requirement
connected therewith which is other or more
burdensome than the taxation and connected
requirements to which a corporation of the
first-mentioned Contracting State carrying
on the same activities, the capital of which is

wholly owned or controlled biy one or more
ILJtuuilty Ul VIIC yllot-taCtILtutlu VAUIITULLIIUIL

State, is or may be subjected.

Atticle 8(>+)-<]£-7=)
Business Profits

1. Industrial or commercial profits of a
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US.A. 38/

Article 1(4]-y-"*fl)
Taxes Covered

I. The taxes which are the subject of this
Convention are: )
(@) In the case Ol Korea, the income tax
and the corporation tax (the Korean Lax), and
(b) In the case of the United States. llie
Federal income taxes imposed by llie Inli-rnnl
Revenue Code (the UnjJxjl.SLntrsJjjLx).
' ,& This"s-tTnvenLion shall also apply joHayis
substantially similar to those eovuredAhy
paragraph 1. which are .imposed in addition
to,(or in plna of, existing taxes after ihfuaie
of sigjiature of this Conventicii-u_""
3r I'or tne purpcTSci of AriTcTe7 (Nomliso-j'
mination), this Convention shall also apply
to taxes cf every kind imposed at Ilu*
national,state, or local level. For the purpose
of Article 28 (Exchange of Information) this
Convention shall also apply to. taxes of every
kind imposed at the national level.

Article 2(tHyh™ ~ S\)
General Definitions

1. fn this Convention, unless the cimtex|
otherwise requires:
(a) (1) The term "Korea” means Un-
Republic of Korea; and
(2) When used in a geographical SENse,
the term "Korea" means all the territory in
which the laws relation to Korean tax are in
force, The term also includes:
(A) The territorial sea thereof, ami
(13) The seabed and suhsnil of lhv
submarine areas adjacent to the const
thereof, but beyond the territorial sea. over
which Korea exercises sovereign rights, in
accordance with International law. fnr the
purpose of exploration and exploitation nf the
natural resources of such areas, but only lo
the extent that the person, property, in-
activity to which this Convention is being

PAGE:02



o PAGE 01
01/07/1935 04:50 90724335%** cathay pacific

JOINT-STOCK COVPA N

P.O. Box 91602
A ER O FLO T  aAnchorage AK99509-1602

_ Russian International Airlines Tel: 0907) 248-8400

April 1.1998 Fax: (907) 248-8404
_ SITA: ANCTOSU

Representative Mark Hanley
Co-Chair House Finance Committee
Fa X:(907) 465-4939

via facsimile

Dear Representative Hanley:

lam writing to you to express Aeroflot Russian International Airlines full support of house Bill
412. Wc are an International passenger/cargo airlines that has been doing business in Alaska
for more than 10 years.

Aeroflot employs 7 people in our Anchorage office 3nd many other jobs at the airport am tied to
our landings at Anchorage International Airport.

Recently we have seen a decrease in our passenger traffic from Anchorage and an increase in
passenger boardings from our Seattle office. With the lower passenger numbers in Anchorage
we are trying to reduce costs everywhere we can. 1/ this new tax is enacted in Alaska it would be
the only State to which we flv that we would be required to pay such a tax. The additional tax
burden could force our headquarters to look at over-flying Anchorage on our Russian Far East
flights, if the mandatory stop for Anchorage is removed from the bilateral air treaty between
Russia and America.

| thank you for your consideration of this mutter.

Sincerely,

Alexander Balaur
Manager, Alaska Region

P o® t-ir Fax- N ote 7671 0 — a /I~ 1

To6rRtt CHArtPIt* Fam dzvzrj Su*)

CoyDopi. Co.

Phon, . . cj Pnooa *

Fo'*w -.* 7"~ hr
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im Cathay Pacific

C *ttl»y »»cf(lo Airway* lim ited
Room Na. 203. Nc-Ifi Terminal
P.O. Dot 170104

Ancnorag* InteruaVonal Aroon
AncOorage, AX U SA. 69519-0104

T Ttlcpnonc; (307) 2*3-3954
April 1", 1998 Facsimile; (907| 2*J 36G3
SITa ANCK2CX

Representative Mark Hanley
Co-Cluir House Finance Commracc
FAX: (907) 465 - 4939

VIA FAX TRA.VSMISSfO}V

Dear Representative Hanley"

I am writing to you ioday to express Cathay Pacific Airways' fill! support of House BiU 472. Wo
are an international passenger/cargo airline that has beeti conducting business in Anchorage for

more rhnn 7 years.

| am sure you wilJ appreciate that one of the most attractive benefits of utilising Anchorage as a
transit point for international air cairiers, are the various costs associated with a transit operatkXi.
Many carriers, such as Cathay Pacific, that do not uplifl revenue cargo 'passengers from
Anchorage, greatly depend on the cost efficiency of Anchorage as a viable transit point between
Southeast Asia and North America. We are committed to achieving the most economical means
ofoperating in Anchorage without compromising service.

If this income tax were enacted. Alaska would be the only Suto in lha Unite S States to levy such
a la*. Currently the international cargo growth is currently estimated at an impressive 15% per
month. The City of Anchorage benefits significantly from this growth, however this tax could
lead international airlines to view .Anchorage as 211 unfavorable place to do business. The
ramifications of this tax nra tremendous and will no doubt hove an extreme impact on

international aviation in Alaska.
Your consideration in tin’s matter is greatly appreciated

Sincerely.
CATHAY PACIFIC AIRWAYS LTD

Airport Services Manager

S*[Ir Cnni|>



Sheraton A nchorage V
N 0TEL

IH3Shefaton!

March 31, 1998

Represenraiive Mark Hanley
Co-Chair House Finance Committee
Fax: (907) 465-4939

Dear Representative Hanley,

Tam writing to you in lull support of House Bill 472, as the General Manager of the
Sheraton Anchorage Hotel and Inter-Alaska Hotels Incorporated and sister company to
Hanjin International Corporation (a foreign corporation) the parent company of Korean
Air, | also represent the interests of Korean Air in Alaska.

As long term partners with the City of Anchorage and State of Alaska, we have been
involved in a variety of business based in Alaska. Our holdings have or do include real
properly, apartment buildings, cargo/passenger flights, in-flight catering facilities,
laundry/linen cooperative company, and of course, the Sheraton Anchorage Hotel. Our
Alaska operations account for a total in excess of 350 full rime AJaskan employees including
airport staff. Our investments show a desire to participate at all levels of both business and
social growth for the city and state. Our commitments to date encompass more than just
economic stability for our employees, but the reality of participating in significant ways to
a long list of charitable, organizations and groups that provide for the greater well being of
the entire community.

To provide a little history on the Anchorage International Airport and our business
operations, please recall approximately ren (1.0) years ago 1987. During this time period
Anchorage lost nearly every foreign air carrier as a result of the opening of Russian
Airspace and increased technology. The reason business was lost was that the carriers found
significant economic gains by using Russian Airspace and the ability to eliminate Anchorage
as a technical stop. Moreover, as fees, taxes, landing rights, and other taxes continue to
escalate all carriers will again be forced to evaluate oprions and costs. Since Anchorage is
not a final destination for any or the 12 foreign carriers, please consider that other options
are and will become available. It has already been determined that Stockholm is over 15



minutes closer to the Hast Coast for a majority of flights from Asia, a significant savings to
daily operations. In addition, as Russians locations continue to improve facilities and
logistical concerns these locations will again receive future consideration. The current

economic crisis in Asia also plays a role iu these decisions. In addition, regardless of the
State Supreme Court decision Korea and the U.S. Government have a standing law rhat
eliminates double taxation scenarios, clearly this new law would violate that Federal

agreement. (See attached partial document.)

At this time, the cost of doing business has been in favor of not only maintaining Alaskan
operations but to significantly develop systems and infrastructure that will lend itself to
increases to the year 2000 and beyond provided Anchorage remains economically

competitive.

In closing, if this income tax is enacted, Alaska would be the only State in the nation to levy
such a tax. Tin's tax would lead many nations to view Alaska as an unfavorable place to do
business and open the door co these countries to levy similar taxes on American based
operators. The ramifications of this rax are immense and will have a drastic impact on this
state and virtually all business ventures including tourism, natural resources, and future
business development. | cannot think of a more devastating blow to the economic growth

that Alaska has enjoyed for the last several years.

| would be happy to provide any additional information or comments that you desire and
will be in Juneau on Wednesday and Thursday ifyou have time to schedule an appointment.

Sincerely,

Greg Champion
Genera! Manager



International Air Transport Association
1ATA Centre, Route de I'A£roporr 33

IATA P.0. Box 416
CH'1215 Geneva 15 Airport
Switzerland

Facsimile No: +1 (907) 465-2040 Honourable Mark Hanley _
(2 Pages) Co-Chair, House Finance Committee

Alaska House of Representatives
State Capitol, Room 507
Juneau, Alaska 99801-1182
United States of America

6 April 1998
Ref: 044/9S

Re: House Bill No. 472

Dear Representative Hanley.

On behalf of the International Air Transport Association (IATA), the trade association
comprised of 256 member airlines from over 150 countries, | wish to express the strongest
support for House Bill No. 472. HB 472 would ensure that the income of non-U.S. airlines
serving Alaska would be exempt from the state’s income tax in accordance with U.S.
Internal Revenue Code Section 883.

IATA is deeply concerned with the Potentially far-reaching ramifications of the recent
Alaska Supreme Court decision in Alaska v. OSG Bulk Ships, Inc. Indeed, it is our
understanding that on the basis of this decision, the Department of Revenue plans to levy the
Alaska corporate income tax on the income denved by non-U.S. airlines from the operation
of their aircraft in international traffic.

It is widely known that U.S. IRC Section 883 exempts the income of non-U.S. airlines at the
federal level on the basis of reciprocity. These reciprocal exemptions are generally
embodied in numerous U.S. treaties for the avoidance of double taxation. IATA firmly
believes that U.S. IRC Section 883 is intended, inter alia, to eliminate the risk of multiple
taxation of the income derived by the aircraft of both U.S. and non-U.S. airlines in
international traffic.

If the State of Alaska chooses not to adhere to the reciprocal tax exemption provisions of
US. IRC Section 883, non-U.S. airlines will be exposed to double (and even multiple)
taxation, as they arc already subject to national (and often local) income taxes in their
respective countries of domicile.  Furthermore, one immediate consequence of this lax

Direct Dial- 441(22) 799 2708 . DirectFax: H1(22) 79 267S - TTYrCVACBXB . Eail: kellyt@iata_org
Telephone: 4-H(Z) 799 25 25 = Fax: -11(22) 798 3553 =« TTY: GVAK"EXB = Telex: 415586
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treatment of non-U.S. airlines will be the exposure of U.S. airlines to the reciprocal
imposition of similar taxes in the many foreign jurisdictions which they serve. Ultimately,
the intricate worldwide network of reciprocal tax rtgimes will be seriously jeopardized.

LATA also believes that any imposition of an income tax on the international operations of
the non-U.S. airlines serving Alaska would ignore the taxes and charges already paid by
them for thnir local operations as well as the significant direct and indirect contributions they
make to the economy of the state. We believe that HB 472 sends a strong signal to the
international airline community that the State of Alaska encourages their business on the

basis of long-established international tax regimes.

Based upon the foregoing, IATA strongly urges you to take all necessary steps to ensure the
passage of House Bill No. 472.

Yours sincere!

Tony Kelly
Director
Industry Monetary Affairs
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Alaska Forest A ssociation, Inc

11 STEDMAN SUITE 200
KETCHIKAN. ALASKA 99901-6599

. Phone 907-225-6114
April 2, 1998 TAX 907-225-5920

The Honorable Mark Hanley
The Honorable Gene Them'ault
Alaska House of Representatives
State Capitol

Juneau, AK 99801

Dear Representatives Hanley and Therriault;

The Alaska Forest Association strongly supports House Bill 472. “An Act rriating to
apportionment of business income.” The Alaska forest industry depends heavily on foreign vessels
for shipments of logs and wood products to its trading partners around the Pacific Rim. The recent
Alaska Supreme Court ruling that the exemption in 8883 of the Internal Revenue Code does not
apply in Alaska will have a significant deleterious effect on those shipments.

Fortunately, the problem can be fixed with a simple change in state statute. House Bill 472,
introduced by the House Labor and Commerce Committee, provides the necessary amendment, and
| urge you to take speedy action to ensure passage of tliis bill. | cannot emphasize enough the
importance of making the change this year, before a disruption in Alaska's trade occurs.

Please move MB 472 through the Finance Committee at the earliest opportunity, and support it when
it reaches the House floor.

Thank you for your consistent support lor Alaska’s resource development industries. We would
especially appreciate your help on tin’s new issue.

Sincerely,

Executive Director

cc.  Representative Mulder
Representative Davis
Representative Foster
Representative Kelly
Representative Kohring
Representative Martin
Representative Davies
Representative Grussendorf

lInty9HO4 lir.u'pcl1April 2, 199if PVC |

SERVING ALASKA'S FOREST INDUSTRY
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Reprcsenlalive Moses
Representative Rokeberg
Representative Phillips
Thyes Shaub
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CADWALADER

Cadwaladcr, Wickersham & Taft

1333 No* Hampshire Ay, N.'W

WuhinptDo, 0e 20036yA New York

Tel: 202 862-2200 "KuKingroc

Fan 202 32-2-100 Lot Angele*
N ! ChuLxie

Kmnctfi Klein . londoa

Direct Digl: 2PHUB22482
In{erneeD\(ilﬁzh%Jwvt.com

April 3, 1998

BY FACSIMILE

Mr. Joe Kyle

Executive Director

Alaska Steamship Association
234 Gold Street

Juneau, Alaska 99801

Re:  Potential Retaliatory Impact on U.S. Carriers Abroad 0f State
Taxation of Foreign Carriers

Dear Mr. Kyle:

You have asked me to describe the retaliatory impact abroad on U.S.
shipping and air transport companies that could occur if a U.S. state or locality were
to impose state or local income taxation on foreign shipping and air transport
companies that are not subject to U.S. federal income taxation as a result of U.S.
income tax treaties with foreign countries.

We are not aware of any U.S. state or locality that currently subjects
to state or local taxation the income of foreign carriers that are eligible for the
benefits of reciprocal shipping income agreements. Under such agreements, foreign
countries exempt U.S. carriers from foreign tax if the United States reciprocally
exempts foreign carriers from U.S. tax. U.S. income tax treaties or other
agreements with over 70 countries provide such reciprocal exemptions. However, if
state or local income taxes were to be imposed on foreign carriers by €ven one U.S.
state or locality (as the State of Alaska currently is considering doing), retaliation by
foreign jurisdictions would be permitted under U.S. income tax treaties, as

discussed below.

For example, under the income tax treaties that the United States has
entered into with Japan, Italy, and France, each country exempts from its national

C:VDocsopcr»\Dclih3\KiJan\00266a5. Li
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income tax the income derived by a resident of the other jurisdiction from the
operation of ships or aircraft in international traffic.1 Moreover, through exchanges
of diplomatic notes, these foreign nations also exempt the income of U.S. shipping
and air transport companies from local taxes, such as the enterprise tax in Japan,2
the “TLOR” in Italy, or the "taxc professionnelle” in France,4 provided that no
state, county, or locai government in the United States levies an income tax on
shipping and air transport companies resident in such countries. So, for example, if
no U.S. state or locality taxes the income of a Japanese shipping and air transport
company, a U.S. shipping and air transport!company that moves cargo between the
United States and Japan would pay only U.S. federal, state, and local income taxes
because it would be exempt from Japanese national and local income taxes.
Similarly, a Japanese shipping or air transport company moving cargo between
Japan and the United States would be exempt from U.S. federal, state and local
income taxes and would only pay Japanese national and local income taxes.
Although Congress has not enacted a sramte or entered into a treaty that would
require the states to exempt non-U.S. shipping and air transport companies from
state and local income taxes, the U.S. Departments of State and Treasury have
actively enlisted the cooperation of the U.S. states and localities in advancing this
policy. For example, in recent years both the States of New York and New Jersey
contemplated taxing foreign carriers. State and Treasury Department officials had
discussions with tax officials from those states, encouraging them not @ tax foreign
carriers because of the retaliatory impact such taxation could have on U.S. carriers
abroad. Both New York and New Jersey decided not to impose their taxes on
foreign carriers.

If any U.S. state or locality (e.g., Alaska) were to tax the income of
shipping and air transport companies residing in, Japan, Italy, or France, the
equivalents of states or localities in those countries could then impose their taxes on
U.S. shipping and air trans-port companies.: To illustrate, in the 1971 exchange of
diplomatic notes, the Japanese government stated that if a U.S. locality were to levy
an income tax on Japanese shipping and air transport companies, the Japanese
government would “take necessary measures” to let local Japanese authorities levy
the Japanese enterprise tax on all U.S. shipping and air transport companies.
Therefore, regardless of whether it is a resident of the state or locality that initially
imposed the income tax on Japanese shipping and air transport companies, a U.S.
shipping or air transport company that moves cargo or passengers hetween the

! Income Tax Convention, March 8, 1971, U.S.-Japan, Article 10. Income
Tax Convention, April 17, 1984, U.S.-Italy, Article 8(1). Income and Capital Tax
Convention, August 31, 1994, U.S.-France Article 8(1).

Exchange of Notes, March 8, 1971, U.S.-Japan.

Exchange of Notes, April 17, 1984, U.S.- Jtaly.

Exchange of Notes, August 31, 1994, U.S.-France.
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United States and Japan could become required to pay local Japanese income taxes
in addition to its U.S. income taxes, although the company would still be exempt
from the Japanese national income tax. The corresponding Japanese shipping and
air transport company would similarly pay U.S. state and local income taxes in
addition to its Japanese income taxes. Similar provisions arc included in the
exchanges of diplomatic notes with Italy and France.

While Japan, Italy, and Frdnce have formal agreements with the
United States in this regard, we understand that informal agreements of a similar
nature exist with many other of the 70 countries which provide reciprocal
exemptions to U.S. carriers. Thus, the taxation of foreign carriers by Alaska could
directly result in retaliatory taxes being imposed on U.S. earners in a number of

foreign jurisdictions.

i
If 1 can provide you with additional information in this regard, please
let me know. :

Sincerely,

Kenneth Klein

** TOTAL PAGE.004 **



EJgON COMPANY, U.S.A.

POST OFFICE eOX 18S60T + ANCHODAGE, ALASKA 99515-8801 -TELEPHONE (907) 581-C331

PRODUCTION DEPARTMENT
ALASKA INTEREST

JAMES F. 2RANCH
PRODUCTION MANAGER ¢ ALASKA

March 30,1908

The Honorable Norman Rokeberg
Alaska State Legislature

State Capital (MS 3100)

Juneau, Alaska 99801-1182

Dear Representative Rokeberg:

Exxon continues to support efforts to make Alaska's tax statutes more consistent

with the Internal Revenue Code, including clarifying the Legislature's intent to
adopt Internal Revenue Code Section 883. Since House Bill 472 is consistent

with this principle, Exxon supports your efforts with the bill.

DMSidgo

AOIVISION OF EXXON CORPORATION



Testimony of Robert B. Stiles
Before the Alaska House Labor & Commerce Committee

March 30, 1998

The Problem

« The Alaska Net Income Tax Act (ANITA) incorporates, by reference, groups of
sections of the US Internal Revenue Service Code.

« The Alaska Department of Revenue (or more likely an attorney working for the
Department of Law) opined that Alaska, for the purposes of calculating tax liability
under ANITA, could/should include the worldwide net income of slipping
corporations without regard to the country of registration(flag) of the vessels operated
by the corporation. As a result, the DOR attempted to implement the attorney’s
opinion and was sued by OSG Bulk Ships, Inc. OSG is US subsidiary of a parent US
corporation, which parent has subsidiaries which operate foreign flag vessels. Having
not seen the legal opinion upon which DOR acted, there is no way of knowing if the
opinion addressed non-US corporations which have foreign flag vessels or foreign
registered aircraft servicing Alaska.

« |t appears that the OSG argument in court centered around the so-called Section 883
exemption granted under US IRS code. Section 883 is included in a block of IRS
sections included by reference in ANITA.

« 0OSG prevailed in Alaska Superior Court, the Department of Revenue prevailed on
appeal to the Alaska Supreme Court. In ruling in favor of the Department of Revenue
the Alaska Supreme Court eliminated the 883 exemption which exempts foreign flag
vessels and foreign registered aircraft from taxation if the country of registration
grants an exemption to US flag vessels and US registered aircraft.

Consequence of Alaska Supreme Court Decision

All non-US corporations which operate foreign flag Vessels and/or foreign
registered aircraft calling at Alaskan ports/airports are subject to taxation
under ANITA. Their worldwide net income can be taxed in proportion to the

time spent at a port/airportin Alaska.

Except for North Slope oil, all seaborn Alaska exports (coal, timber, fish, ore & ore
concentrates, gravel) to foreign destinations move in foreign flag vessels owned by non-
US corporations. In the absence of restoring via statute the 883 exemption, the world
wide net income of-the of the non-US corporate owners of these foreign flag vessels will

become subject to taxation under ANITA.

This would be a new tax. Alaska would be the only state which assesses such a tax.
While the federal government cannot dictate State taxation policy, such a new tax would
violate federal trade treaties with Alaska’s most important trading partnef:Japan. Sub
national governments in foreign countries could impose income taxes on US corporations
not now subject to taxation without violating treaties with the US.

The Alaskan consumer (imported 'oods) and the Alaskan producer (exported goods)
would pay for this new tax in higher freight rates. Depending on specific circumstances,
this new tax could kill an existing export deal or cause a potential export deal to be
stillborn. Alternatively, depending on specific circumstances, imposition of this new tax



Testia jny of Robert B. St es
Before the Alaska House Labor & Commerce Committee

March 30, 1998

could create additional collection and audit costs and result in no new revenue being
collected.

| would question whether, in enacting and/or modifying ANITA, it was ever the
legislature’s intent to attempt to impose corporate income taxes on the foreign owners of
foreign flag vessels or foreign registered aircraft. Nor do | believe that it is an unstated
policy of the current administration to attempt to tax foreign owners of foreign flag
vessels or foreign registered aircraft. | do believe that the Alaska Supreme Court had no
idea of the potential consequences of their opinion. The net result is that the Alaska
Supreme Court was in effect setting policy rather than interpreting law.

HB 472 is a simple, clear and unambiguous statement that it is not the policy of the State
of Alaska to impose corporate income taxes on foreign owners of foreign flag vessels or
foreign registered aircraft.

In the absence of enactment of such a bill, Alaska:

« Will have the dubious distinction of being the only state in the United States to
attempt to tax entities that even the federal government does not tax..

« Sends a clear message that Alaska can’t be trusted to abide by international trade
treaties executed by the federal government.

» Add to the cost of foreign goods imported to Alaska and the cost of goods exported

from Alaska.
« Would impose a new tax in the absence of any understanding of the revenue

production potential, cost of administration, or probable consequences.
« Has the potential of severely effecting economic viability of existing resource export
deals and po.ccibly destroying the economic viability of developing resource export

deals.

Thank you for the opportunity to present this testimony and | respectfully request that the
Alaska Legislature address this important problem by passing HB 472 at the earliest

possible date.

To use the words of an Assistant Commissioner of Revenue the State’s action with regard
to taxation of foreign flag vessels is “ail over the Internet”. It is only by decisive action
by this legislature that the damage to Alaska’s image as “open for business” can be

minimized.
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COMMITTEE MEMBERS: INTERIM:
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COMMITTEE HEARING ROOM 17 STATE CAPITOL

Laborand Commerce Comm ittee

SPONSOR STATEMENT
HOUSE BILL 472

“An Act relating to apportionment of business income; and providing for an effective date.”

This bill originated at the request of the industries effected by the recent Alaska Supreme
Court ruling, State of Alaska vs OSG BULK Ships, Inc., dated February 20, 1998, that the Alaska
Corporation Net Income Tax ("ANITA") applies to the income of foreign flagged ships and aircraft
bringing goods and oassengers to and from Alaska.

This new tax burden will have a chilling effect on commercial development, international trade
and job creation in this state. It will slam the door on the myth that “Alaska is open for Business". If
the Department of Revenue implements this new tax, Alaska would be the only state to have such a

tax.

The court held that the exemption from taxation granted in 26 U.S.C. Section 883 "is impliedly
excepted to [or modified] by the ANITA" (italics added). The Legislature adopted Section 883 when it
enacted AS 43.20.021 (a) "Sections 26 U.S.C. 1-1399 and 6001-7872 (Internal Revenue code), as
amended, are adopted by reference...", (See the bill.). The Court found otherwise.

The issue for the Legislature and the Administration can be posited as: Should the public
policy of the State of Alaska be to tax the net income of foreign flagged/owned ships, aircraft, railroad
roll*g stock and communication satellites contrary to the tax law of the United States and it's
agreements with foreign governments engaged in commerce in our state?

A strong indication that the Legislature intended to adopt Section 883 without exception is
evident by the rejection of legislation sought by the Department of Revenue in 1991-1992. This
legislation specifically stated that Section 883 was not adopted into Alaska tax law.

Commerce of the state of Alaska will be severely impacted without passage of HB 472. The
following business sectors would be directly taxed; subject to foreign retaliation or secondarily
effected: international air cargo, air couriers, and airlines; fishers and seafood processors; mining
and coal companies; cruiseship lines and tourism; timber and wood products; manufacturing firms;

and oil and LNG exports.

The imposition of a new business tax, for an as yet unknown amount, will have a detrimental
effect on the business and employment of Alaskans.

3/28/98
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auoa department of revenue

MEMORANDUM RO geeofleda

to.

FROM:

1 OMMIOSIGNIER'S OFFICE Department of Law
Deborah Vogt DATE: April 6, 1998
Deputy Commissioner
Alaska Department of Revenue
FILE:

TEL no.:  465-3600

Stephen C. Slotnick”- suBJEcT: Retroactive repeal oftaxes
Assistant Attorney General

You have asked about the constitutionality ofretroactivity provisions in
HB 472 and SB 345. Both of these bills provide an exemption from tax for certain
foreign corporations. Under current law, these corporations would not be entitled to this
tax exemption. Although we have not had time to exhaustively research this question, we
conclude that retroactive application of this exemption probably violates the public
purpose clause ofthe Alaska Constitution.

DISCUSSION

Article IX, Section 6 of the Alaska Constitution provides that “[n]o tax shall
be levied or appropriation of public money made, or public property transferred, nor shall
the public credit be used, except for a public purpose.”

In general, prospective application of a tax credit or exemption is entirely
consistent with the public purpose clause. Tax exemptions and credits are usually
intended to stimulate the economy and promote development. Certainly, to qualify for
the credit or exemption the taxpayer will have to earn some income in the state. By
adopting a prospective tax credit, the legislature necessarily has found a public purpose,
and courts will not second guess these reasonable legislative findings. DeArmond v.
Alaska State Development Corp., 376 P.2d 717, 721 (Alaska 1962).

Retroactive application of a tax exemption or credit, or retroactive repeal of
a tax, on the other hand, presents a different question. In this case, the adoption ofa
retroactive repeal resembles an appropriation to individual taxpayers. The liability
created by the tax has resulted either in money being paid to the state treasury or in a debt
to the state. In either case, the right to the money has clearly vested in the state.
Moreover, the rationale of encouraging future investment or industry in the state is clearly
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D eputy Com m issioner Page 2

Re: Retroactive repeal oftaxes

absent—the taxpayer will have already earned income in the state which has accrued a
tax liability.

No Alaska case ofwhich we are aware addresses this issue. Two previous
Attorney General Opinions, however, have discussed the question, and concluded that in
most circumstances, a retroactive tax repeal would violate the Alaska Constitution. See .
1980 Inf. Op. Att’y Gen. (663-81-0215; 663-81-0187; Sept. 22) (retroactive repeal of
income tax for 1978 and earlier would violate public purpose clause, but retroactive
repeal for 1979 would serve public purpose because it would fulfill promise ofearlier
unconstitutional legislation that had repealed or dintinished tax liability); 1980 Inf. Op.
Att’y Gen. (J-66-160-81; Nov. 19, 1980) (proposed retroactive exemption ofnonresident
commercial airline employees from stale income tax would violate public purpose clause,
even though tax had not been collected and was unexpected because of employer’s failure
to withhold). Both ofthese opinions acknowledge that a retroactive repeai of a tax is
constitutional where it serves an overriding public purpose, such as discharging a “moral
obligation.”

The September 22 opinion found such a moral obligation for tax year 1979.
For that tax year, the legislature had, in 1979, adopted exemptions to tax that would have
eliminated or significantly diminished the state income tax liability for most individuals.
These exemptions were later held unconstitutional, thus restoring full tax liability for all
taxpayers. See Williams v. Zobel, 619 P.2d 422 (Alaska 1980). Because many taxpayers
had a reasonable expectation that they would not have to pay tax for 1979, and others
reasonably expected a diminished tax liability, the opinion concluded that the state had a
“moral obligation” to meet the expectations that »thad raised. Accordingly, the repeal

was found to have a public purpose.

Given our limited time, we have reviewed only a few cases from other
jurisdictions on this question. These cases have supported the conclusion reached by the
two Attorney General Opinions. The general rule is that retroactive tax repeals do not
serve a public purpose. Estate ofAustin v. Austin, 254 Cal. Rptr. 372, 374 (Cal. App. 4th
1988) (“The repeal of these provisions cannot be applied retroactively, for to do so would
effect a prohibited gift of state funds.”); In re Estate ofSkinker, 303 P.2d 745, 748-49
(Cal. 1956) (“Where a tax has become due, a subsequent act of the Legislature reducing
the tax by reason of the change in the exemptions, tax rates, or for that matter in any way,
is held to be a gift of state monies and is prohibited by article 1V, section 31 of the
California Constitution.”); Wilentzv. Hendrickson, 38 A.2d 199, 205-06 (N.J. Ct. of
Errors and Appeals 1944) (legislation providing forgiveness of delinquent interest on
back taxes is unconstitutional as an appropriation of public money lor private purpose
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because itis not supported by a legal, equitable or moral consideration).1 In some
circumstances, however, a public puipose is found to justify retroactive reductions of tax
liability. E.g., JapanLine, Ltd v. McCaffree, 558 P.2d211, 214 (Wash. 1977)
(retroactive repeal ofa property tax is not unconstitutional gift of state resources where
tax has been replaced by an excise tax); State ex rel. Adams v. County Com'rs of
Fairfield County, 121 A. 800, 803 (Conn. 1923) (principles of equity and fair dealing
support constitutionality of Act providing for refund of fees for liquor licenses after
selling of liquor became illegal).

The question here is whether the facts of this tax repeal create a “moral
obligation” sufficient to justify applying the tax repeal retroactively. In our view, a court
is unlikely to find such a moral obligation.

Here, the proposed legislation would allow certain taxpayers to claim an
exemption. The taxpayers who would qualify for the exemption are those who would be
exempt under IRC § 883—foreign corporations with income from ships or airplanes
whose country of origin provides a similar exemption for United States corporations.
Most of the taxpayers eligible for this federal exemption have not been reporting their
883 income to the Department or paying tax on their 883 income under the Alaska Net
Income Tax Act for many years. Although the Department of Revenue has considered
this income taxable, it has been unclear whether section 883 was incorporated into the
Alaska Net Income Tax Act. Given that 883 income has not been reported to the
Department, only in isolated cases has the Department been able to audit returns and
Issue assessments requiring payment of tax on that income.

In the 1980s, the Department pursued an enforcement action regarding its
interpretation of section 883 in a series of assessments against a taxpayer that included
foreign shipping corporations in its unitary business. The Alaska Supreme Court recently

1 One state court has held that die limitation on legislative power to retroactively
reduce tax liability “does not apply before the taxes have been collected.” Seattle-King
County CouncilofCamp Fire v. Dep't ofRevenue, 711 P.2d 300, 303 (Wash. 1985).
This result is not consistent with the other cases that we have found, and appears to be
based on the language of Washington’s constitution, which is different from Alaska’s.
Moreover, we do not find this reasoning persuasive. We think Alaska’s courts are more
likely to follow the California Supreme Court’s opinion that “[t]he Legislature cannot by
a subsequent act increase or decrease the rate, remit die tax, or in any way surrender,
impair or limit rights Uiat have become fixed.” Skinker, 303 P.2d at 748.
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affirmed the Department’s position that section 883 was not incorporated into the Alaska
Net Income Tax Act. State v. OSG Bulk Ships, _ P.2d , Op. No. 4951 (Alaska Supreme
Court, Feb. 20, 1998). Thus, it is now clear that 883 income is taxable under the Alaska
NetIncome Tax Act. Inresponse, the legislature is proposing to adopt legislation
reversing the outcome of the OSG decision, and allowing foreign coiporations to claim
the 883 exemption on their Alaska returns.

We recognize thatthe taxpayers other than OSG €re likely to assert that the
state has a moral obligation to retroactively apply the tax exemption to them. They will
assert that they did not have an expectation that they owed this tax. They will bolster this
argument by pointing out that Alaska’s position is unique: other states have incorporated
the 883 exemption into their tax codes.

Although we understand the taxpayers’ arguments, we do not think a court
will find them persuasive. The court does not view itselfas “making” law; in its view,
the court merely “finds” the law. Thus, the law has always been that the 883 exemption
is not incorporated into the Alaska Net Income Tax Act. Taxpayers are charged with
knowledge of the law. Thus, even when the prevailing understanding of the law ch?r” s
as aresult ofan enforcement action, courts are not likely to acknowledge an expression

of surprise by taxpayers.

The reason for this interpretation is driven home by the very facts ofthis
case. Enforcement of tax laws begins with a self-report by the taxpayers. Here, most
taxpayers affected by the 883 exemption have never reported any 883 income to Alaska.
Had they reported this income in the first place, the Department could have initiated an
enforcement action years ago that would have put them on notice as to the correct
interpretation of the law. The taxpayers’ failure to report cannot be used as a grounds to
justify a “reasonable expectation” that they would not owe the tax.2

Moreover, in these circumstances, it is difficult for taxpayers to claim that
they had a reasonable expectation that the tax would not be due. Here, Commissioner of
Revenue Daryl Rexwinkel issued a formal hearing decision in the OSG case on June 16,
1993. The decision became public when the taxpayer appealed to the superior court.

2 We understand that 883 income has been assessed against taxpayers other than
OSG and that, in at least one case, the assessment has been paid. Furthermore, we
understand that some taxpayers with 883 income have filed returns lor past years, and

that those years are now closed.



D eborah Vogt April 6, 1998

D eputy Com m issioner Page 5

Re: Retroactive repeal oftaxes

This put the taxpayers and, indeed, the world, on notice as to the correct interpretation of
the law.3 Although the superior court reversed the Department, the Department appealed

to the Supreme Court. Further, an organization that represents many taxpayers, the North
West CraiseShip Association, participated in both the superior court and supreme court as
amicus curiae. Clearly, many, if not all, taxpayers had actual notice of the tax liability.

Finally, we are aware of the argument that a retroactive exemption serves a
public purpose.because it demonstrates that Alaska is “open for business.” We
acknowledge that this is a legitimate legislative objective as to.prospective exemptions
and credits. Applied retroactively, however, such ajustification would swallow the
public purpose rule. Any appropriation of funds from the state treasury to a business or
industry could arguably be justified on the grounds that it demonstrates that Alaska is
open for business. Cf. 1980 Inf. Op. Att’y Gen. (Sept. 22) (rejecting argument that
income tax refund serves a public purpose because it would “stimulate the economy” on
grounds that, although true, this argument would apply to any appropriation of public
funds). A retroactive tax exemption that forgives a liability owed to the state is the
equivalent of a direct appropriation, and cannot be made unless it serves a public purpose.

CONCLUSION

We conclude that the retroactive tax exemption proposed in HB 472 and
SB 345 is equivalent to an appropriation of public funds for private purpose. Applying
this exemption retroactively is likely unconstitutional under Article IX, Section 6 ofthe

Alaska Constitution.

SCS:bm

.3 Furthermore, in 1991 Governor Hickel issued a transmittal letter in support of
HB 329 which gave notice of the state’s conclusion that IRC § 883 was not incorporated

in Alaska law.
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FacsimUa No: +1 (907) 465-2040 Honourable Mark Hanley
f2PtIM) Co-Chair, Houae Finance Committee

Alaska House of Representative*
Stzte Capitol, Room 307
Juneau, Alaska 99601-1182
United Statesof America

6 April 1998
Ref: 044/98

lie: House Bill No. 472

Dear Representative Hanley,

On behalf of the International Air Transport Association (IATA), the trade association
comprised of 256 member airlines from over 150 countries, | with to express the strongest
.uppart for House Bill No. 472. HB 472 would ensure that the income of non-U.S. airlines
crying Alaska would be exempt from the state’s income tax in accordance with U.S.

Internal Revenue Code Section 883.

IATA is deeply cancemec with the potentially far-reaching ramifications of th;: recent
Uaska Supreme Court decision in Alaska v. OSG Bulk Ships, Inc. Indeed, it is our
..nderstanding thru on the basis of this decisioa. the Department of Revenue plans to levy the
"diska corporate income tax on the Income derived by non-U.S. airlines from the operation

ftheir aircraft in international traffic.

is widely known that U.S. IRC Section 883 exempts the income of non-U.S. airlines at the
edend level on the basis of reciprocity. These reciprocal exemptions are generally
‘mbodied in numerous U.S. treaties for the avoidance of double taxation. TATA firmly
elieves that U.S. IRC Section 883 ia intended, interalia, to eliminate the riik of multiple
ixarion of the income derived by the aircraft of both U.S. and non-U.S. airlines in

ateruational traffic.

f the State of Alaska chooses not to adhere to the reciprocal tax exemption provision* of
J.S. IRC Section 883. non-U,S. airlines will be exposed to double (and even multiple)
jLxaiion, as they are already subject to national (and often local) Income taxes In their
espective countries of domicile. Furthermore, one immediate consequence of this tax

)ii«ct Dial' +41(22) 799 7708  Direct Fox: +41(22) 799 26 78 « TTY: GVAGBXB * E-mad: kallytQistjLorg
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xstnent of non*U.S. airiinei will be the exposure of U.S. airlines to the reciprocal
upositioa of similar taxes ia the many foreign jurisdictions which they serve. Ultimately,
Fntricate worldwide network of reciprocal tax regimes will be seriously jeopardized.

ATA also believes that any imposition of on income tax on the international operations of
ilie con-US. airlines serving Alaska wouid ignore tho taxes and charges already paid by
Item for their local operations as well aa the significant direct and indirect contributions thsy
‘Hike to the economy of the state. We believe that SB 345 sends a strong signal to the
iuiernaiicoal airline community that the State of Alaska encourages their business on the

Lisi* of long-established international tax practice.

3'wed upon the foregoing, IATA strongly urges you to take all necessary steps to ensure the

lusage of Senate Bill No. 345.

Industry Monetary Affairs
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April 3,1998
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Mr. Joe Kyle !

Executive Director

Alaska Steamship Association

234 Gold Street

Juneau, Alaska 99801 _
|

Re:  Potential Retaliatory Impact on U.S. Carriers Abroad of State
Taxation of Foreign Carriers

Dear Mr. Kyle:

You have asked me to describe the retaliatory impact abroad on U.S.
shipping and air transport companies that could occur if a U.S. state or locality were
to impose state or local income taxation on foreign shipping and air transport
companies that are not subject to U.S. federal income taxation as a result of U.S.
income tax treaties with foreign countries.

We are not aware of any U.S: state or locality that currently subjects
to state or local taxation the income of foreign carriers that are eligible for the
benefits of reciprocal shipping income agreements. Under such agreements, foreign
countries exempt U.S. carriers from foreign tax if the United States reciprocally
exempts foreign carriers from U.S. tax. U.S. income tax treaties or other
agreements With over 70 cr mtries provide such reciprocal exemptions. However, if
state or local income taxes were to be imposed on foreign carriers by €ven one U.S.
state or locality (as the State of Alaska currently is considering doing), retaliation by
foreign jurisdictions would be permitted under U.S. income tax treaties, as

discussed below.

For example, under the income tax treaties that the United States has
emered into with Japan, Italy, and France, each country exempts from its national

C:\DocsopesVDxitvAKKIER 0026685,
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income tax the income derived by a resident of the other jurisdiction from the
operation of ships or aircraft in international traffic.1 Moreover, through exchanges
of diplomatic notes, these foreign nations also exempt the income of U.S. shipping
and air transport companies from local taxes, such as the enterprise tax in Japan,2
the “ILOR" in Italy, a: the "taxc professionnelle" in Frarce,4 provided that no
state, county, or local government in the United States levies an income tax on
shipping and air transport companies resident in such countries. So, for example, if
an U.S. state or locality taxes the income of a Japanese shipping and air transport
company, a U.S. shipping and air transporricompany that moves cargo between the
United States and Japan would pay only U.S. federal, state, and local income taxes
because it would be exempt from Japanese national and local income taxes.
Similarly, a Japanese shipping or air transport company moving cargo between
Japan and the United States would be exempt from U.S. federal, state and local
income taxes and would only pay Japanese national and local income taxes.
Although Congress has not enacted a statute or entered into a treaty that would
require the states to exempt non-U.S. shipping and air transport companies from
state and local income taxes, the U.S. Departments of State and Treasury have
actively enlisted the cooperation of the U.S. states and localities in advancing this
policy. For example, in recent years both the States of New York and New Jersey
contemplated taxing foreign carriers. State and Treasury Department officials had
discussions with tax officials from those states, encouraging them not to tax foreign
carriers because of the retaliatory impact such taxation could have on U.S. carriers
abroad. Both New York and New Jersey decided not to impose their taxes on

foreign carriers.

If any U.S. state or locality (e.g., Alaska) were to tax the income of
shipping and air transport companies residing in, Japan, Italy, or Fiance, the
equivalents of states or localities in those countries could then impose their taxes on
U.S. shipping and air transport companies. To illustrate, in the 1971 exchange of
diplomatic notes, the Japanese government stated that if a U.S. locality were to levy
an income tax on Japanese shipping and air transport companies, the Japanese
government would “take necessary measures" to let local Japanese authorities levy
the Japanese enterprise tax on all U.S. shipping and air transport companies.
Therefore, regardless of whether ii is a resident of the state or locality that initially
imposed the income tax on Japanese shipping and air transport companies, a U.S.
shipping or air transport company that moves cargo or passengers between the

1 Income Tax Convention, March 8, 1971, U.S.-Japan, Article 10. Income
Tax Convention, April 17, 1984, U.S.-Italy, Article 8(1). Income and Capital Tax
Convention, August 31. 1994, (J.S.-France Article 8(1).

Exchange of Notes, March 8, 1971, U.S.-Japan.
3 Exchange of Notes, April 17, 1984, U.S.-Italy.
4 Exchange of Notes, August 31, 1994, U.S.-France.
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United States and Japan could become required to pay local Japanese income taxes
in addition to its U.S. income taxes, although the company would still be exempt
from the Japanese national income tax. The corresponding Japanese shipping and
air transport company would similarly pay U.S. stafe and local income raxes in
addition to its Japanese income taxes. Similar provisions are included in the
exchanges of diplomatic notes with Italy and France.

While Japan, ltaly, and France have formal agreements with the
United States in this regard, we understand that informal agreements of a similar
nature exist with many other of the 70 countries which provide reciprocal
exemptions to U.S. carriers. Thus, the taxation of foreign carriers by Alaska could
directly result in retaliatory taxes being imposed on U.S. carriers in a number of

foreign jurisdictions. ,

If | can provide you with additional information in this regard, please
let me know. j

Sincerely.

Kenneth Klein



(907)274-1056

u«r,m 2 1m
Anchorag«

Dai ]y News

Shipping
firm loses
tax battle

State’s tax act valid,

unanimous court says
%}/ IOSANN EPAOANO . ¢

ANCHORAGE — ANew ork- blased shlg
Pmeg corporacym \I\‘] 8fe tankers s¥
in ovquon ope ol omar et
?Zﬁ tlona state caxes un er terms of an

sa e ourt rul mrg that observers
jay cou eac other Indus l

nantmous rulin cour
sal(PAEfaslk Bgnoterrl %asesné; |Blonaf}
taxehs a%unst \Verseas |?p|n roup baae
ont ka Net [ncome Tax

[n 1993 w en a lower co rtru ed in GSG's
fa ﬁ ack ta esa ejDJnte $789.000.

case askad the Supre e urtto com-
Pare las astaxsys em with the fed er? 53/
ﬁm or exemptions that OSG said would aar
the Revenue Department from collecting

P(**m 944 Pape 3-4, TAX CASE



(W)I71 M

Anchorage
n11v Nowr,

TAX CASE: Alaska Supreme pourt rules against ~hipping company

Conlinuod hom Togo D
gltlonnl ta es. Th ge reachegothe

uBre £ ourtHn erio rt
ogw 0 ruIe In tto

s avor nd the state ap-

p? iMn gl d-of-thc- court brlefs to

uttres s ar

eattle-hase

ssouatwn and t

i‘?an gr usz
Aertge”ecﬁve 50
ilafka gach season, S%I E ru |ng
g[)é))tgt increase the’in ustrys stat
Pstas notgur OShIpﬁ]I
sue g¢ ? i’ Salond t{ ruise 3h|p
? ndustr ytoalrfl)hes and%oothJ

thousan

L\&e& s r\(vgf; RI
aska |3|torJD

gl el
u I’IS'[? 10

ers who

oteptlIly fall within this provi-
eil Stolnlck nstate ass Istant
el i

ey eﬁg %ralﬁalso eheved thiaé

case, " s
n1iso ships, and nir carrtets cou
uling. It cqu

¢ ecﬁ W|(§e(r) {mph ations,” he

Ve muc
shtale nor the Cruise
diate es

Iﬁﬂ ute co
%anter %16

eassoe

either. the
nPassomaton
F ns to lkiw muc
1ze In addifjona

rt opinion. Craysz a|

-
tO

ﬁ eattle- ba
I&r Lﬁwments%nd | not

lawyer

vet 10
hatt lI’ next. ste n
very |sapp0|nte |n en|I-

J_

Al

,hgf

t'%anq %SSCFn”gS't e”é‘ﬁp'r‘én?EtE’oun ’

usines

SGS

th])t)?r?fconlﬁls% MpAres a compa-
la ased ac IVI'% with |s
v)érl wide ﬁ eu

Rlaslka F

fi Ala a'sn o
e !
m mutl a

em wuc
3éers prv crly

€S
fiestglx

tivities to 00

, because

Yon sold "l believe their cOn- ome Ir}:OLttrte OS%rcgaswctrh]e_

ec seh
tonmcn met
% are 0

rat s sect {asﬂk eralfa\g)el’;oacﬁjgs

Ba € sTate

'[IS ate Orfax 0mpac
?I’OVI |ng or exceptions an modal-

I A
nter-

? ractmlno ncome subject to rom-stale t% ased on its
r a pr at|o aﬁ%exc tions.

ﬁ{f eral governme tﬁ)ll sa stlce ert Eastsug h Is-
Te sciur mg gp(t) 0ac n] t mnenk sayin twas
fose ncome t0°U.S. taxes degen nconswtent Wit appor-
onw ere mimey was earned. In- tloament erst Ht and wou reuth

0, livai cannot trace {0 da om- xn e(rstatl gﬂt e company's (arab

s domestic ojicralions.la de Bt
onb%ross Income mid is not su YenuedD artmentl
tr taxes. . gItoco ctad [ taxe r0|
ﬂ/ ems arc alined at Avojd- 19 9through 191U; 19 and lotkd no
ing multiple taxes mi (lie same In-



WHY PASS HOUSE BELL 4727

Tax is Bad for Alaska

With r.he price of oil in the S10 a barrel range and with Asian markets d*vm, hr:,"is a
pardcuiaxly bad dme to increase business taxes. Increasing the cost of . trmg_ou_r
resources to market will have a serious negative impact on Timber, Mining, Fishing, Gas
Expons, Tourism, Airpon Development and a host ol Juppon and Supply industries.

The impact of this tax will be bome by Alaskans, not foreign corporations. The tax will
translate to higher transport fees or lower purchase prices for Alaskan resources. With the
significant downturn in the Asian economies, Alaska’s resource industries cannot afford
increased shipping costs or lower market prices.

Detriment to New Investment

An ag?ressive move to tax business income not only impacts he industries directly subject
to the tax but also sends a negative message to prospective investors. A message hat
Alaska will seek to raise taxes on businesses before it considers oher options will deter

rather than encourage investment

Foreign air and sea carriers will have incentive to move away from Alaska to jurisdictions
hat don’timpose he tax. A mixed message will be sen; in relation to he %as pipeline, with
efforts to establish tax breaks on one hand while increasing costs on he oher.

r
Tax Policy Inconsistent with International Agreements

The purpose of section 833 is not only to prevent he double taxation of foreign income hut
to insure hat income earned by U.S, companies is not taxed in other nations. Section 8S3
upholds a logical concept in international trade.

It says foreign companies doing business in he United States won’t be taxed in he United
States so long as he countries he foreign companies come from don’ttax U.S. companies
doing business here. These reciprocal tax agreements on he taxation of air and shipping
income are in place between the United States and many other nations.

When astate or local government ip he United States imposes a new tax on foreign
international air and sea carriers, it exposes U.S. international shipping companies to he
triggering of retaliatory taxes in oher countries.

Recently, the states of New York, New Jersey and California rescinded
their efforts to impose similar taxes. Alaska will be the ONLY state in the
Union to impose a tax on international foreign air and sea carriers if it

proceeds.
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§ 883. Exclusions from gross income

* (c) Treatment of certain

3 U Uusoc

. (a) Income of foreign corporations from ships and aircraft

The following items shall not be included in gross income of a foreign corporation, and shall be
exempt from taxation under this subtitle: _
0 (1) Ships operated by certain foreign corporations

Gross income derived by a corporation organized in a foreign country from the international
operation of a ship or ships if such foreign country grants an equivalent exemption to
corporations organized in the United States,

0 (2) Aircraft operated by certain foreign corporations

Gross income derived by a corporation organized in a foreign country from the international
operation of aircraft if such foreign country grants an equivalent exemption to corporations
organized in the United States,

0 (3) Railroad rolling stock of foreign corporations

Earnings derived from payments by a common carrier for the use on a temporary basis (not
expected to exceed a total 0f 90 days in any taxable year) ofrailroad rolling stock owned by
a corporation of a foreign country which grants an equivalent exemption to corporations
organized in the United States,

0 (4) Special rules

The rules of paragraphs (5), (6), and (7) of section 872(b) shall apply for purposes of this

subsection. _ _ _ _
0 (5) Special rule for countries which tax on residence basis

For purposes of this subsection, there shall not be taken into account ang failure of a foreign
country to grant an exemption to a corporation organized in the United States if such
corporation is subject to tax by such foreign country on a residence basis pursuant to
prows_lé)ns of foreign law which meets such standards (if any) as the Secretary may
prescribe.

* (b) Earnings derived from communications satellite system

The eamings derived from the ownership or operation of a communications satellite system by a
foreign entity designated by a foreign government to participate in such ownership or operation
shall be exempt from taxation under this subtitle, if the United States, through its designated
entity, participates in such system pursuant to the Communications Satellite Act of 1962 (47
U.S.C. 701 and followin?). _ _

oreign corporations
o (1) In general

Paragraph (1) or (2) of subsection (a) (as the case may he) shall not apply to any foreign
corporation if 50 percent or more of the value of the stock of such corporation is owned by
individuals who are not residents of such foreign country or another foreign country
meeting the requirements of such paragraph,

0 (2) Treatment of controlled foreign corporations

Paragraph (1) shall not apply to any foreign corporation which is a controlled foreign
corporation (as defined in section 957(a)).
0 (3) Special rules for publicly traded corporations
« (A) Exception

Para%raph (1) shall not apply to any corporation which is organized in a foreign
country meeting the requirements of.para%raph (1) or (2? ofsubsection (a) (as the case
may be) and the stock ofwhich is primarily and rePulary traded on an established
securities market in such foreign country, another foreign country *Meeting the

3/27/9S 11:15 AM
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requirements of such Earagraph, or the United States.
- (B% Treatment of stock owned by publicly traded corporation

Any stock in another corporation which is owned (directly or indirectly) by a
corporation meeting the requirements of subparagraph (Ag rhall be treated as owned
by individuals who are residents of the forelgn country in'which the corporation
meeting the requirements of subparagraph (A) is organized.

(4) Stock ownership through entities

For purposes of paragraph (1), stock owned (directly or indirectly) by or for a corporation,
partnership, trust, or estate shall be treated as being owned proportionately by its
shareholders, partners, or beneficiaries. Stock considered to be owned by a person by reason
of the application ofthe preceding sentence shall, for purposes of applying such sentence,
be treated as actually owned by such person.

3/27/93 11:15 AM
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THE OSG BULK SHIPS CASE

What the case says...

& The Alaska Supreme Court held (February 20, 1998) that an exemption from
the Corporate Income Tax that applies at the federal level does not apply in
Alaska.

+ Alaska incorporates much of the Internal Revenue Code into the state

Corporate Income Tax, unless excepted to or modified by the Alaska tax.
& The IRC (Section 883) provides that income from foreign registered
ships and aircraft is no', taxable at the federal level.
& Section 883 is one of the ways double taxation is avoided at the federal
level.
4 The Court found that Section 883 was “excepted to or modified by” the

Alaska Corporate Income Tax.

& The United States taxes by sourcing income to the United States, using a
type of separate accounting.

& Alaska taxes by apportionment - we look at income earned everywhere,
and tax the fraction earned in Alaska by the amount of payroll, property
and sales in Alaska as compared to everywhere.

& Alaska's approach is fundamentally different from the federal approach.

& As aresult, the court found that Alaska's apportionment method modifies
the Code, so that section 883 does not apply.

W hat the case means for Alaska ...

<+ Income from ships and aircraft owned by foreign corporations and doing
business in Alaska is taxable.

& Many foreign carriers already pay taxes on their shore-based activities like
hotels and bus tours.

& These businesses will be placed on an equal footing with Alaskan (or wholly
US) competitors.

& Alaska will include the income from and factors related to these corporations
when calculating the corporate income tax of a

Current status ...

& The taxpayers have petitioned the Supreme Court for rehearing, so the case is
not yet final.

& The Department of Revenue is currently seeking information from taxpayers,

tax counsel and others about the actual effects of the court decision.

& Technically, companies who claim a Sec. 883 exemption are supposed to file a
return and claim the exemption.



& There are about 12 airlines with foreign registered planes; only one files a
return, and claims no income.

& There are about 20 cruise ship companies; those with significant shore
based activities file returns, but claim Sec. 883 exemptions for their income
from ships.

& Those taxpayers under audit have executed statute-of-limitations waivers
pending the outcome of OSG.

& The Department of Revenue has r;ot yet determined what its procedure will be

with respect to prior years under the ruling. No action will be taken until the

court’s decision becomes final.
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ALASKA CORPORATE INCOME TAX
SELECTED PRINCIPLES

1. Nexus

- Presence, measured by activities, that establishes state's right to impose tax
- State is limited by Public Law 86-272; any activity beyond solicitation
- generally establishes nexus.

2. Apportionment

- A taxpayer who has income from activity both inside and outside Alaska is

required to apportion total income per AS 43.19 (Multistate Tax Compact -

apportionment rules) (see paragraph 4, below, for the formula.)

3. Unitv/Unitarv Groups

- The unitary group includes entitles (affiliates) that are under common

direction or control when the activities within and without the state are

contributory and complimentary.

"Three Unities Test"

- Functional Integration
- Centralized Management
- Economies of Scale
- Generally, affiliated corporations will show unity when they are engaged in
the same type of business; involve steps in a vertical process; or there is

strong centralized management.



4. Apportionment: factors

- The portion of tire unitary income apportioned to Alaska is a fraction

derived from the average of three income producing factors.

The formula
The sum of
Alaska Property + Alaska Payroll + Alaska Sales
Everywhere Property Everywhere Payroll Everywhere Sales

... divided by three, equals Alaska Apportionment Factor
5. Waters' Edge
Before 1992 Worldwide Apportionment was required (all unitary affiliates
throughout the world were included in the apportionment calculation.
For tax years beginning in '92 "Waters Edge" has been required, except for
oil producers or pipeline transporters. They pay using the worldwide
approach, under AS 43.20.072.
The corporations included in a waters' edge return are (if unitary):
U.S. domiciled Corporations are included in the unitary group,
and
So called "80/20" corporations (a foreign corporation when 20% or

more of its” average factors are in the U.S.)
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Resource Development Council
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March 30, 1998

Representative Norman Rokeberg, Chairman
House Lat rand Commerce Committee
Alaska State Legislature

State Capitol, Room 110

Juneau, AK 99801-1182

Dear Representative Rokeberg:

RE: Support for HB 472

As you are aware the .Alaska Department of Revenue is poised to
implement a new tax regime on international air and sea carriers as a
result of a recent Alaska Supreme Court decision against an international
transportation company that does business in Alaska.

The Resource Development Council (RDC) is very concerned about new
taxes which could impact current and future decisions to do business in

Alaska.

International air and water borne carriers move Alaskan products to
international markets. Alaskans also depend on these same carriers to
bring our supplies to Alaska. This new tax regime on transportation could
stop some carriers from doing business in Alaska and may discourage

others from investing here in the future.

Even if the companies that currently do business Lo Alaska do not leave,
the additional costs associated with the tax regime will likely be passed
alon% to Alaska businesses and consumers. The net effect then would be
an additional tax on Alaskans, not international companies.

Any way you look at it, the new tax regime has an enormous direct and
indirect impact on Alaska businesses, consumers and future economic

growth in international markets.

It is our understanding that Alaska would be the only state in the Union
with such a tax. California, New York and New Jersey have recently
withdrawn proposals to tax international carriers because of the potential
Impact on business and their economy.
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RDC is very considered about any new taxes on international carriers and we support HB
472 which looks to resolve this issue.

Thank you tor your initiative in introducing this legislation.

Sincerely,

RESOURCE DEVELOPMENT COUNCIL
for Alaska, Inc.

Ken Freeman
Executive Director

.k TOTAL PAGE.005 -«
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March 30.1998

Representative Norman Rokeberg
Alaska State House of Representatives
State Capitol, Room 24

Juneau, AK 99801-1182

Re: Support for HB 472

Dear Representative Rokeberg,

On behalf of Southeast Stevedoring Corporation, | would like to submit this letter of
support for House Bill 472, relating to the apportionment of business income.

Southeast Stevedoring Corp. is heavily dependent upon foreign investment and
presence in the international maritime trade to southeast Alaska. Our business involves
cruise ships and bulk cargo carrier's including stevedoring, tug boat assist, port
management, providing of loading supplies and ship husbandry while in port.

Southeast Stevedoring is very concerned with the Alaska Department of Revenue
implementing a new corporate income tax, called the Alaska Corporation Net Income
Tax, on foreign, international air and sea carriers operating in the State of Alaska.

Our business alone will see a significant reduction in ship loading activity as foreign
shippers may choose ports elsewhere. This will mean decreasing our contracted
longshore workforce in outlying ports and a reduction in tug assist activity for our

company and other local tug companies.

The major Cruise lines may in turn decide to decrease visits to Alaskan ports from their
currant 3 to 4 visits down to a couple short port calls. Tnsse cruise lines will look to
decrease their hours in port, which will in turn hinder the socioeconomic stability of those
ports dependent upon the stability of the cruise industry to their economies.

The Alaska Corporate Income Tax is simply bad government. Aside from the
aforementioned examples, the following should also be noted when rendering legislative

opinions:

e The industry has abided by Section 883 of the Federal IRS code which has
historically exempted foreign air and sea shipping company income from taxation in
the United States. Section 883 of the IRS code exempts such income from the U.S.
Corporation Income Tax provided certain ownership conditions are met and provided
the country in which the corporation is domiciled 'grants an equivalent exemption to
corporations organized in the United States".
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» The Alaska people and companies will be severely affected by the implementation of
this tax. Foreign owned transportation companies will pass the increased taxes and
subsequent costs onto Alaskan customers seeking air or marine transportation of
durable and bulk goods. Alaskan exporting companies will see increased fees for
transportation of their products to foreign markets due to the Alaska tax. In addition,
foreign countries whose companies become burdened with this tax may in turn
implement their own local sur-tax to be imposed on all goods coming into their .
countries, further decreasing revenues to Alaskan companies dependent on Pacific

Rim and other foreign export.
/

*  Additionally, with increased costs to ship Alaska's resource products and subsequent
increased prices on Alaskan resource products, Alaska stands to lose its global
market share for resource products as foreign purchasers will seek similar products
elsewhere in order to keep product and transportation costs at a minimum.

With the implementation of this Supreme Court decision, our customers may find it
difficult to compete and/or show willingness to patronize Alaska for international trade of
timber, fisheries, aggregate, petroleum and bulk products notwithstanding also the
potential decline in presence of major cruise lines to our regional communities.

The message sent by the implementation of this tax will be that Alaska seeks to close its
“fiscal gap' by raising taxes on businesses before it considers other options that are at
the disposal of policy makers. It Is imperative that the legislature take arfion this year to
ensure that Alaska maintains its presence in the global resource markets by ratifying HB
472 and stopping the malicious intent of such an income tax as handed down by the

Alaska Supreme Court.

Yours very truly,

Bob Berio
Chief Executive Officer
Southeast Stevedoring Corporation

Cc: Honorable John Cowdery, House Labor and Commerce Committee
Honorable Bill Hudson, House Labor and Commerce Committee
Honorable Joe Ryan, House Labor and Commerce Committee
Honorable Jerry Sanders, House Labor and Commerce. Committee
Honorable Tom Brice, House Labor and Commerce Committee
Honorable Gene Kubina, House Labor and Commerce Committee
Honorable Speaker Gail Phillips. Speaker, House of Representatives
Honorable Mark Hanley, Co-Chair, House Finance Committee
Honorable Gene Therriault, Co-Chair, House Finance Committee
Honorable Bill Williams, Alaska House of Representatives
Honorable Ben Grussendorf, Alaska House of Representatives
Honorable Kim Elton, Alaska House of Representatives
Governor Tony Knowles

P. 004



March 26, 1998

The Honorable Norman Rokeberg
House of Representatives

State Capitol, Room 24

Juneau, Alaska 99801-1182

Re: Sealaska Corporation Support
for HB 472/SB 345

Dear Representativs Rokeberg:

Sealaska Corporation is the Alaska Native Regional Corporation for
Southeast Alaska. As such, Sealaska relies extensively on marine transportation
for its major businesses of timber production and exporting, and mineral
development. At present, nearly all Sealaska's timber production is transported
by ship or barge. Prospectively, Sealaska is actively developing a major
limestone mine on Prince of Wales Island which will depend entirely on marine
transportation to get its product to Pacific Rim markets.

Sealaska is very concerned that the Alaska Department of Revenue is
poised, as a result of a recent decision by the Alaska Supreme Court, to
implement a new corporation business tax on foreign, international air and sea

carriers operating in the State of Alaska.

Sealaska depends on international waterborne carriers to move our
products overseas to international markets. Given the current economic
conditions of the Pacific Rim countries, any new tax on transportation will, in all
likelihood, be passed directly on to us through the carriers we use. Aside from
the new tax being passed on to businesses operating in Alaska, it will invite
retaliatory taxes on domestic waterborne carriers serving the Pacific Rim.

Recently, the states of California, New York, and New Jersey have
withdrawn proposals to tax foreign, international carriers because they realized

One Sealaska Plaia. Suite JOO Juneau. AK 99801-1276 <Phone (907) 585-1512 <Fax (907) 586-1826



The Honorable Norman Rokeberg
March 26, 1998
Page 2

such taxes were simply bad foi business and the economy. We understand
Alaska would be the only state in the Union imposing such a tax if it decides to

move forward.

Therefore, we strongly urge that you move forward with HB 472 (and its
companion, SB 345) so that the Department of Revenue will be preempted from

imposing this onerous new tax.
Sincerely,

TRATION

Presidenrand Chief Executive Officer

RWLag

cC: Marjorie V. Young, Chair, Sealaska Board of Directors
Sealaska Board of Directors
Southeast Alaska Presidents’ Association (SEPA)
Julie Kitka, Alaska Federation of Natives (AFN)
Alaska Industrial and Export Authority
Alaska Forest Association
Alaska Miners' Association
Resource Development Council
Alaska State Chamber of Commerce

Southeast Alaska State Legislators
The Honorable Tony Knowles, Governor of Alaska



TEL :1-206-286-1709 Mar 30 98 10:01 No.002 P.02

Tel:  (907) 562-8808
su u . ALASKA MARITIME AGENCIES me [
w31 B Street, Suite 101, Anchorage. Alaska 99503 Cabla: ALAMAR

REPRESENTATIVE NORM ROKEBERG
Alaska State House
ST-.te Capitol

Ti.ieald/ Alaska 99801-1182 30 March 1998

RE: LETTER OF SUPPORT FOR HB-472

*

/
Dear Representative Rokebefg:

V 5-
We are writing this letter in support of HB-472.1t 1Is our

understanding that as a result of a recent decision by the Alaska
Supreme Court, the Alaska Department of Revenue iJs preparing to
implement a new corpora” business tax on foreign, iInternational air
and sea carriers ""Operating”"”’in the State of Alaska. As a U.S. company
with six offices )in Alaska which makes a living by providing service
to foreign;-sea carriers, we are extremely concurred about this Iissue.
'“,J
We are particularly conterned about the effect this will have on
transportation fprlth"e fisheries and logging sectors. With the
current economic crisis iIn Asia, Asian shipping companies are barely
surviving, and” the markets they service are also extremely depressed.
This means tyr. foreign shipping companies are ur likely to absorb
these new tjajfesvWithout raising freight rates, increased freight
rates mean that Alaskan products are less compeci tive in markets that
are already staggering from currency,ldevaluation and a serious

economic downturn-. r / V-1
_ _ WY {L o
11"4s also our undersbalding,..-”hat";".recently, the "St.ates of-vCalifornia,
New York and New Jersey:" have”withdrawn proposals "foreign,
international carriers.” because -they realized such taxes™-/Qdjr ~“\bad for
busines 7oA *i— 4j
the
Revenue
J#  ~pr-h"Srretaliatdbry action by foreign governments against
“"and sea carriers would be highly probable. *\n 1)
CEYV " of

Therefore, we strongly urge that you move forward with HB-472 "Sos that

the Department of Revenue will be preempted from imposing this
onerous, new tax which flies iIn the face of iInternational standards.

Sincerely,

A. Blackmore
-Chairman

ANCHORAGE Cordovo Hoinor Konoi Kodink Soweird Whitlier DUTCH HARBOR _ Dillingham  Noknok
KETCHIKAN Holnaa Juneau Sitka Skogwoy Wrangoll VALDEZ
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TRIDENT SEAFOODS CORPORATION

ShilsholeAve NW, Seatlle, WA 98107-4000 * (206) 763-3818 e Fax: (206)782-7195
Domestic Sales: (206) 733-3474 « Fax: (206) 782-7246

Export Sales: (206) 7B3-3618 * Fax: (206) 782-7195 "
March 30, 1998
The Honorable Norm Rokebherg
Alaska State House
State Capitol /
Juneau, Alaska 99801-1182 C-.

Dear Representative Rokeberg:

On behalfofTrident Seafoods Corporation Iwantto make you that the
Alaska Department of Revenue is poised, as a result ofa recent decision
by the Alaska Supreme Court, to Implement a new corporation business
tax on foreign. International air and sea carriers operating in the State
of Alaska. We oppose the new tax and respectfully request the
legislature pass HB 472, to stop the Department of Revenue from

imposing this cost on the industry.

Like others in the seafood industry, Trident depends on international
water bome carriers to move our seafood products overseas to
international markets. Given the current economic conditions on the
Pacific Rim countries, any new tax on transportation will, in all
likelihood, be passed directly onto us through the carriers we use. This
tax will also invite retaliatory taxes on domestic water bome carriers

serving the Pacific Rim—whom we also se.

We understand that the states of California, New York, and New Jersey
have withdrawn proposals to tax foreign, international carriers because
they realized such taxes were simply bad forbusiness and the economy.
We understand Alaska would be the only state in the Union imposing
such a tax ifitdecides to move forward.

Therefore, we strongly urge thatyou move forward with HB 472, so that
the Department of Revenue will be preempted from imposing this
onerous, new tax on an industry thatis in. a very fragile state.

A,Ias,ka -C»_WWAmtrictn CannncUon waS|.1nor0n
Avijlan *Anchorage -ciarks Point Dillingham eDutch Hamer eKelchilcan -Naknek «Send Point -So. Neknek St. Paul Anacortea essiiinc, a~. =soar.™
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A.N.P. SHIPPING COMPANY

P.OBOX 10-1300
ANCHORAGE. ALASKA 90501
(907)272-6 145 Fax (907)276-0033

March 30. 1998

Representative Norm Rokeberg A
Alasi;* State House v
Stale Cipilol

Juneau, Alaska 99801-1182

>

%
Dear Representative Rokeberg,

We are writing this letter to express our concemn regarding the possibility of the Alaska Department of
Revenue implementing a new corporation business tax on foreign, international air and sen carriers flint
operate in the Slate of Alaska, and to express our support of MB 472.

Wc operate a vessel agency that rcprescnls foreign flagged cargo vessels that operate in Alaskan waters
loading coal, forestry products and frozen fish products from Alaskan poris and U.S. Fishing vessels and
transporting these products to Asian and |'acific Rim Forts. Many of our clients’ Alaskan customers
depend on water bome transport exclusively to transport their products to International markets and to

receive needed supplies from Japan and Korea.

Any new L >imposed on our clients by the State of Alaska would likely be passed directly on to their
Alaskan customers in the form of shipping rate increases and, given the cur. cnl depressed markets for all
Alaskan exports in the Pacific Rim, this increase in shipping rates could very well mean lost sales in the
Pacific Rim for many Alaskan Companies. Aside from the potential for Alaskan products being priced
out of soinc Pacific Rim markets, our clients believe any new Lax on shipping will only invite retaliaroiy
taxes to be placed on domestic water borne carriers serving these sonic markets thus raising shipping

rates to Alnskon Companies no morter whnt carrier they choose.

We understand that recently, the states of California, New York, and New Jersey have considered such a
tax and then withdrawn these proposals due to the potential overall negative elfecls such a tax would
have on both their own exporters and their State’s economics. It is our understanding that Alaska would
he the only state in the Union to impose such an onerous tax on international carriers.

In conclusion, wc strongly urge that you and your colleagues in the Jlouse ofRepresentatives move
forward with 11Q 472 so thnt the Department of Revenue will be preempted from imposing a tax so

potentially damaging to the competitiveness of Alaskan produced products.

Yours very truly,
A.N.P. Shipping Co.



March 30, 1998

Mo
House Labor and Commerce Committee

Alaska State Legislature
Juneau, Alaska 99701

Dear Members ofthe Committee:

The Council of Alaska Producers would like to state our support of HB 472 as introduced by the
Honorable Representative Rokeburg through the House; Labor and Commerce Committee.

The recent Alaska Supreme Court decision that states that all non-US corporations which
operate foreign flag vessels and/or foreign registered aircraft calling at Alaskan ports and
airports are subject to taxation under ANITA, will detract from Alaska's position in competitive
world markets. The costs of doing business in a state that has limited road systems and
infrastructure already makes it difficult for mining companies to produce our products at
competitive rates. The imposition of this tax on the foreign vessels which bring us our supplies
and distribute our products to world markets will only result in higher freight and shippingcosts

being passed on to the producers.

The Council of Alaska Producers does not believe the current interpretation of this law to be in
agreement with the Legislature's original intent. We appreciate Representative Rokeburg’s

efforts to correct this grievous situation.

Sincerely,

Charlotte L. MacCay
Vice President
Council of Alaska Producers

Council of Alaska Producers
P.O. Box 22653
Juneau, Alaska 99502



Alaska ssociaiion
234 Gold Street + Juneau, Alaska 99801
(907)586-3107 - Fax (907) 586-1001

March 27, 1998

Representative Norm Rokeberg
Alaska State House

State Capitol
Juneau, Alaska 99801 - 1182

Re: HB - 72

Dear Representative Rokeberg:

The Alaska Steamship Association (ASA) is very concerned that the Alaska
Department of Revenue is poised, as a result of a recent decision by the Alaska Supreme
Court, to implement a new corporation business tax on the former, current, and future
earnings of foreign, international air and sea carriers operating in the State of Alaska.

Our membershiﬁ represents a broad base of marine transportation companies operating
in Alaska, and their agents; who move timber, mining products, fishery products,
petroleum products, and cruiseship passengers — among other products — between
Alaska and overseas ports. The membership consist of the Alaska Maritime Agency,
American President Lines, ANP Shipping, Marathon Oil Company, the North West
Cruiseship Association, North Star Stevedoring and Terminals, Southeast Stevedoring,

and Tesoro.

This new business tax, if inposed by the Department of Revenue, will adversely affect
our member companies, and the companies who rely on our services for import and
export products and tourists. Recently, the states of California, New York, and New
Jersey have withdrawn proposals to tax foreign, international carriers because they
realized such taxes were simply bad for business and the economy. We understand
Alaska would be the only state in the Union imposing such a tax If it decides to move

forward.

Therefore, we strongly urge that you move HB - 472 so that the Department of Revenue
will be preempted from imposing this onerous, new tax.

Sincerely,

Executive Director

Cxplain John Cox, President * James Fcrnic, Treasurer Dan Blackmore, Secretary
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VIA FAX

Honorable Representative Norman Rokeberg
Alaska State Legislature

State Capitol
Juneau, Alaska 99801

March 30, 1998
Re: HB 472

Dear Representative Rokeberg:

lwanted to wine you to stress our strong support for HB 472.

| believe this bill is currently being heard in the House Labor and Commerce committee.
We beiieve the recent Supreme Court decision that allows the State of Alaska to tax

income from ships and aircraft ownad by foreign corporations will send a very poor
message about the economic advantages of doing business in Alaska.

It also comes at an extremely poor time for the Aslan aircraft operators at the
Anchorage International Airport who would be burdened with an extra tax at a particular
time of severe economic hardsnlp and turmoil. This could ultimately motivate them to
either cease or severely restrict activities in Alaska.

We urge you to support H3 472 and oppose this iIMimed tax on a vibrant Alaskan
tourism and commerce opportunity.

Thanking you for your support.

Sincerely,

Richard E. Benedetti
Managing Partner

rb
cc; Perry Green. Paul Reid, Lynn Klassert, Bill Elander, Russ Fortson, Mort Plumb

PO . lko> ::iVo7 =« Arvimr.tcc, Alasu Tol. *»07 K it '107 :45 Hl-wi drejunJHv.oo
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f.«: 206,233.3063
Representative Norm Rokeberg /
Alaska State House
State Capitol
Juneau, Alaska 99801-1182
RE: HB - 472

Dear Representative Rokeberg:

We are very concerned that the Alaska Department of Revenue is poised, as a result of a recent
decision by the \laska Supreme Court, to Implement a new corporation business tax on foreign,

international air and sea carriers operating in the State of Alaska.

Our company depends on international water bome carriers to move our products overseas to
international markets, and in some instances those same carriers bring cargo to us in Alaska.
Given the current economic conditions of the Pacific Rim countries, any new tax on
transportation will, in all likelihood, be passed directly on to us through the carriers we use.
Aside from the new tax being passed on to businesses operating in Alaska, it will invite
retaliatory taxes on domestic water bome carriers serving the Pacific Rim.

Recently, the states of California, New York, and New Jersey have withdrawn proposals to tax
foreign, international carriers because they realized such taxes were simply bad for business and
the economy. We understand Alaska would be the only state in the Union imposing such a tax if

it decides to move forward.

Therefore, we strongly urge that you move forward with HB - 472 so that the Department of
Revenue will be preempted from imposing this onerous, new tax.

Sincerely,
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March 30, 1998 0 Y5 IR 520500

Representative Norman Rokeberg

Alaska State Legislature

State Capitol Room 2 36 /
Juneau, AK 99801-1182

Dear Representative Rokeberg:

It is our understanding that due to a recent Alaska Supreme Court ruling the Deptanment of
Revenue is going to implement a new corporate business tax on foreign international air and sea

carriers operating inthe State of Alaska.

Koncor Forest Products Company depends on international water borne carriers to move our
products overseas to international markets. Koncor charters in excess o f-40 foreign cargo ships
annually so this tax could have a huge impact on our business. Given the current poor economic
condition of the Pacific Rim countries, any new tax on transportation will, in all likelihood, be
passed directly on to us through the carriers we use. Aside from the new tax being passed on to
businesses operating in Alaska, it will invite retaliatory taxes on domestic water bome carriers

serving the Pacific Rim.

Recently, the states of California, New York, and New Jersey have withdrawn proposals to tax
foreign, international carriers because they realized such taxes were simply bad for business and
the economy. We understand Alaska would be the only state in the Union imposing such atax if

it decides to move forward.

Therefore, we strongly urge that you move forward with HB-472 so that the Department of
Revenue will be preempted from imposing this onerous, new tax.

Sincerely,

PosMI* Fax Note Bl Afbo  |r>
Joan Sturgeon CT%SEJJIL% L) (Flr)anS h A .
resident, Koncor Forest Products Company . T

Fax s rj*j
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File: G7

Representative Norm Rokeberg
Alaska State House

State Capitol

Juneau, .Alaska 99801-1182

RE: HB-472
Dear Representative Rokeberg:

We are very concerned that iic Alaska Department of Revenue is poised, as aresult ofa
recent decision by the Alaska Supreme Court, to implement a new corporation business
tax on foreign, international air and sea earners operating in the State of Alaska.

Our company depends on international water borne carriers to move our products overseas
to international markets. Given the current economic conditions of the Pacific Rim
countries, any new tax on transportation will, in all likelihood, be passed directly on to us
by the carriers we use. Aside from the new tax being passed on to businesses operating in
Alaska, it will invite retaliatory taxes on domestic water borne carriers serving the

Pacific Rim.

Recently, the states of California, New York, and New Jersey have withdrawn proposals to
tax foreign, international carriers because they realized such taxes were simply bad for
business and the economy. We understand Alaska would be the only state in the Union
imposing such a tax if it decides to move forward.

Therefore, we strongly urge that you move HB - 472 so that the Department of Revenue
will be preempted from imposing this onerous, new tax.

Sincerely,

LNG Marine Operations

A subsidiary of USX Corporation
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The Honorable Norm Rokeberg

Chairman
House Labor and Commerce Committee
State Capitol, Room 24 AMCI to RAGE
Juneau AK 99801-1182 _VCRtisn
" Basoot oS
VIA FAX: 907-46>2040 (Mo
Dear Representative Rokeberg: me)
IWIWX ZE Crbi.in
The Anchorage Convention & Visiiors Bureau (ACVB) has recently become
aware of toe State Supreme Court’s decision to allow the Alaska Department of
Revenue to impose a net income tax on foreign flagships and aircraft that operate Mulc~c 85
or intend to operate in Alaska. We have been provided information that indicates " Ahio TiatH
this tax can be imposed retroactive to 1992. PR\ Bsrroina 1£CTO
.Vo“*>r*jr C/*"**non
It is our understanding that Alaska could become the only stale in the Union to
levy this tax and, should we proceed, it is possible that the nations of the oo
foreign-based operations could retaliate ag?'nst Alaska and all other states. et anaas v
The major concern from the travel industry’s perspective is that this action will Qg
discourage foreign companies from utilizing Alaska’s seaports and airports as a e

base of operations. The cruise snip industry in Alaska is the largest component of Ot 0iA

statewide visitations during the premiere summer season. The foreign air earners
are slowly' coming back to Anchorage with the international travelers, forecast to
grow significamiy in the next eight to ten years. For Alaska to umlaicrally impose a

M%?[J)éﬁyjf};’rgf A0 ox~
N
OXV T aoca. Cw (lie

tax of this narure would certainly generate repercussions felt by every business in
the state. L
Peny -*Z'r"(il Mwtt risicr
We support HB 472, An Act Relating to Apportionment of Business Income, .
which would overturn live Supreme Court’s irresponsible decision. SUNEACTC
R&Loa[\lﬁjrf]%i. Inc
Respectfully, et e
) ‘ ii K‘ﬁvilr?]cr-wo
Bill F'andcr  nevicua
President & C Lo omartc -
OeJ i
AjyoQ "e'or*
vr.  Awm.
\7,
T 2VIF*- 1A
r-%<|<*yr »
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March 27, 1998

Representative Norm Rokeberg
House of Representatives
State Capitol

Room 24

Juneau, AK 99801-1182
Via Facsimile 907-465-2040
RJE.  House Bill 472

Dear Representative Norman:

YA

«. UWX

" n:j.,

On behalfof Alyeska Resort and the Alaska Visitors Association, we strongly support

HB 472.

The international air and marine market are of vital importance to Alaska and we
cannot discourage it with such unfair taxation.

CC. Tina Lindgren, Executive Director, Alaska Visitors Association
Bill Elander, President & CEO, Anchorage Convention & Visitors Association

Linda Anderson, Legislative Lobbyist
Sam Kito, Legislative Lobbyist
Mitch Gravo, Legislative Lobbyist
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P.O. Box 196650

Municipality Anchorage, Alaska 99519-6650
Telephone: (907) $43*4431
Fax: (907) 343-4499
0 f anchorage.*k.us

Anchorage Rick Mystrom, Mayor

OFFICE Of THE MAYOR
March y:} 1998

Representative Norman Rokeberg
House Labor and Commerce Committee ~ -A L

State Capitol, Room 24
Juneau, Alaska 99801

Dear Norm,

| wanted to take a moment to express my support for HB 472 which overturns the
recent decision ofthe Alaska Supreme Court allowing the State of Alaska to tax
income from ships and aircraft owned by foreign corporations doing business in

Alaska.

Economic development has been and continues to be one of my administration’s
top priorities. Fostering economic development in a city so geographically
removed from the rest of the United States really begins at our airport and port.
The Port of Anchorage expects 9 cruise ships to dock this summer—the largest
number ever to visit Anchorage. The airport serves well over 5 million passengers
per year and employs 1out ofevery 10 workers in .Anchorage.

HB 472 could have far-reaching negative effects on the Anchorage economy,
especially on international trade, logistics, and tourism at the Anchorage
International Airport and the Port of Anchorage.

| support HB 472 as written and urge your prompt consideration and passage of
this bill.

Sincerely,

Mayor

"City ofLights and Flowers"



A LA SKA M IN ER S ASSOCIATION, INC.
601 W. Northern Cighu Blvd., Suit* 703. Anchor*Q«. Ainck» 89S03 FAX; (807) 279-7TWT7 T*i«p7ion*: (907) 776-0347

March 27, 1998

Honorable Norm Rokeberg
State House of Representatives
Capitol Building

Juneau, AK 99801

RE: Houso Bill 472. Apportionment of Income/Foreign Vessels

Dear Representative Rokeberg,

Thank you the opportunity to comment on House Bill 472 which deals with taxation of foreign
lvessels that travel to Alaska. The Alaska Miners Association supports MB-. 472 and wc

encourage its passage.

Unless the law is changed by HB-472, the recent State Supreme Court ruling that allows the
Stale to lax foreign vessels will have a significant adverse impact on business in Alaska. This
ladvcrse impact will include not just the cruise ships and airlines, but will also affect mining,
logging and other industrirs. Ifthis stale tax is allowed to remain, shipments of commodities
from Alaska will have a disadvantage in the markets. The tax would give the State the legal
ability to go into the world wide books for the vessel owners and many companies would
therefore simply not be willing to do business in Alaska. The result would be fewer shippers and
higher shipping costs for Alaska. Furthermore, there arc no U.S. vessels that can transport bulk

commodities such as concentrates and coal.

Wec urge passage of House Bill 472. 1f wc can be of further assistance in this matter please
contact me.

Sincerely,

Steven C. Borell, P.E.
Executive Director

.02
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Zim Pmri-fir lapor-far. Xndirw art nqmtZJid to hriaff «zrar» to thm
arceacUoa at tMm of cA* AppmJ-x4** Courcs, 303 M JUMt,
Aechaw, U**k* 99S0I, ?hanm (907) 2(4-0*00, far (907) 2*4-0070.

THE SUPREME COURT OF THE STATE OF ALASKA

TA[L, LASKA, DEPARTMENT
8r KE\&D\Q, ) Supreme court No. S-749S

Appellant, Superior Court No.
") 3AN-93—815 CI
V.
fl-g_i-E.i a a
OSG SOU B5HXTS, INC. ) -
[No. 4951 - February 20, 1996]
Appellee
Appeal frou the Superior Court of the state of
Alaska, Third Judicial District, Kodiak,
Donald D. Hopvood, Judge.
Appearances: Stephen C. Slotnick, Assistant
Attorney General, and Bruce M. Botelho,
Attorney General, Juneau, for Appellant. Ann
K. Bruner, Brian W. Durrell, Bogle i-Catos,
Anchorage, and D. Michael Young, Sogle "I
Gates, Bellevue, Washington, and ;W alter
Hellersteih, University of Georgia, -Atlanta,-. -

Georgia, for Appellea. Susan A. Burke and
Avrum H. .Gross, Gro«c 6 Burke, Juneau, for
Aoicus Curiae Alaske. Visitors Association.
Xerneth Klein, Cadwalader, Wickerahaa i Taft,
W ashington, D.C., and Ronald L. Saird,
Anchorage, for Aaicus curiae North West
CniiaeShip Association.

Beforec Rabinowito, Kattheuc, Eastaugh, and
Fahe, Justices. [Coopton, Chief Justice, not
participating.]

EASTAUGH, Justice.

INTSfIDgCTIgti
Thi« appeal raises questions about the tar payable under

the Alaska Net Incoae Tax Act, AS 43.20.011-43.30.350 (ANITA), for
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tax year* 2981 through 19«s cn income derived by the taxpayer frca
dcrmaetic and foreign chipping operations and investments. The
State of Alaska, Department of Revenue. (dor) *s««e««d additional
income taxes against the taxpayer, OSG Bulk Ships, Inc, The
superior court reversed dor*a deCiSion and dor now appeals, we now
reverse in part and remand for further proceedings.

[, facts anp raocmIHSS

X. Tacta

OSG BuDc Ships, Inc. (OBS), a New York corporation, is a
wholly-owned first-tier subsidiary of overseas Shipholding Group,
Inc, (0SG), a Delaware corporation. OBS and OSG both have their
commercial domiciles in New York. OSG has more than a fifty
percent ownership interest in over one hundred subsidiaries and
partnerships, ac6t of which are shipping companies. The shipping
companies collectively own approximately sixty-five ocean-going
vessels used in different types of trade throughout the world. OBS
owns all 'of the" domestic ""shipping companies; OSG International,
Inc., which is also a first-tier subsidiary of OSG, owns most of
the foreign shipping companies.

O0SG, including its subsidiaries, 1is engaged in the ocean
transportation of liquid and dry bulk cargoes in both the worldwide
and U.S. domestic markets. It owns the largest independent fleet
of unsubsidized U.S.-flag tankers, and is a major participant in
the Alaskan oil tirade. The rest of OSG's fleet is registered under

foreign flags. OSG also owns several other companies, including

-2 - 4951
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holding companies, financial couponlcs, aorvi« acmpmjuime, ;md an
insurance company-

QB5 is the taxpayer. It owned coa.porationo et la tant
owned or chartered tanker vessels entering Alaska waters during
audit years 1981 to 1988.4 OBS and its domestic shipping companies
reported their Alaska taxes ea a unitary basis (as IT they were a
single taxpayer engaging in a single business) . obs did not
include in the wunitary group the foreign corporations related by
ownership to OSG- Nor did OBS include the- investment subsidiaries
because OBS claimed they had no connection with Alaska and were not

part of OBS's unitary business. OBS also claimed investment tax

credits for new vessels.
b. rroccgdinsa
Following audits by dor®s Income and Excise Audit
Division (Audit Division), DOR assessed OBS additional income taxes
for tax years 1979 through 1983, 1985 through 1936, and 1933.
The Audit Division included' approximately ninety -foreign
corporations in OBS's unitary group, determining that "OSG and all

its aore-than-50-perck.nt-owned subsidiaries, including OBS, were

engaged in a single, wunitary business during the period under

audit." This had the effect of including in the "worldwide unitary

1 Those corporations were: Cambridge Tankers, Inc.; Juneau
Tanker Corporation; San Diego Tankers, Inc.; San Jose Tankers,
Inc.; Santa Barbara Tankers, Inc.; Santa Monica Tankers, Inc.; and
Lake Michigan Bulk carriers, Inc. DOR treated these corporations
as one taxpayer for audit purposes, and referred to them as "OSG
Bulk Chipo, 1inc." because thet ie how the taxpayer referred to
itoelf in its consolidated Alaska Corporation Net Income Tax
Returns. We follow the sane convention here.

_3. 4951
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incoxe” 0f OEB"e corporate group tho incca* or the foreign
corporation! and all or th« cubeidiaxieo In which CSC had aors than
fifty parcant evncxohip. The taxabl* corporate incciea ettributeble
to the group®s Alaska business was then calculated by multiplying
-fda worldwide wunitary 1inoome od the entire group by an
"apportionment fraction” derived by dividing the value >f the
group"s Alaska buaineae activities by the value of ita worldwide
business activities. See AS 13.19.010 art. Iv, 5 9, This
adjustment increased otss"s iIncome taxable iIn Alaska, and tha Audio
Division assessed additional tares.3

OBS protected tne aaeessaenu. Following acninlstrative
proceedings, DOR"s hearing officer issued a recommended decision
which DOR®"8 Commissioner adopted. In pertinent part, the decision
held that (@) income earned by CBS"s foreign subsidiaries firm
operation of foreign flag vessels was not exempted by 26 U.S.C. 5
833 and was therefore includable iIn OBS"s apportionable income;<(2)
DOR did not exceed its statutory authority by promulgating-15 AAC
20.110(d), a regulation that reduced OBS"s investment tax credit;
and (3 O0SS"a investment income was properly treated as business
income TfTor Alaska tax purposes. As of July 1993 OBS"s tax

assessments totaled $769,495.
OBS appealed to the superior court, which reversed each

of these three rulings.

3 OBS states iIn ice brief that while It does not agree with
DOR"e 1ndueion of approximately ninety foreign corporations in
OBS’s unitary group, It does not contest this i1ssue on appeal.

-4- 4151
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DOR :tow appeals the superior court’c rulingc an tiuua

threeeissues.

in . nTscrrsaTOM

A. Whether 1nternal Revenue Cade Section 883 “Exempts
yarMgn shipping Tneone fron Taxation bv AlaflXa

Tb* Alaska Net Income Tax Act (ANITA) , AS 43.20.011-
43.20.350, taxes a corporation®s "entire taxable 1income . . ,
derived from sources within the state."” "AS 43.20.011(e). When OBS
filed 1ts 1981-88 Alaska tax returns, i1t excluded from i1ts tax base
all income derived fron vessels owned by the foreign subsidiaries
in ita unitary group. In doing so, O03S reasoned that AS

43.20.021(a) had 1incorporated subsection 883(a)(1)3 of the

3 The version of section 883 In effect after amendment in
1986 provided:
@ lacoae of foreign corporations from
sfeipe and aircraft. — The Tfollowing i1tems

shall not be included iIn gross incone of a
foreign corporation, and shall be exempt from
taxation under this subtitle; (para.](X) Ships
operatad by certain' foreign “‘corporations”. m—

Crou income derived by a corporation
organized in a foreign country from the
operation of a ship or chiPs if such foreign
country grants an equivalent exemption to
citizens of the United states and to
corporations organized iIn the United States.

26 U.S.C. S 883(a)(1) (1968).

Prior to 1i1ts amendment in 1986, subsection 883(a)(1)
coated:

@ imeoaa of foreign corporations from
ahlpe and aircraft. — The Tfollowing 1items
shall not fe included In gross Income or a
foreign corporation, and shall be exempt from
taxation under this subtitle: (para.) <i)

snipe under foreign flag, — Earnings derived _
(continued...)
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federal DVCamal Revenue code (IRC), etlifiud a 36 U.5.C. 5
St3 @ (), 1Into ANITA, and that auction 683 «xcaptod foreign
shipping incoaa,

Alaska Statute 43.20.021(a) i1ncorporates sections of the
ISC into tha ANITA and the Kultiatate Tax Compeer (KTC), A3
43,19.010-43.19.050, 4 unless the ISc provisions are 'excepted to or
aodified by* other ANITA provisions.5 The sections adopted by

reference encompass IHC section 883.

J(...continued)
from the operationof a ship or ships
documented under the laws of a foreign country
which grants an equivalent exemption to
citizens of the United States and to
corporations organized iIn the United States.

26 U.S.C. S 883(a)(1), amended by Pub. L. 99-514, S 1212(c)(3)-(5).
100 Stat. sab o) 25 gy M ©@®-G)

The amendments to subsection 883 @) (1) , effective for tax
yoarc aftar 31, 1936, simply change the focus for the
exemption”from the” country '6?the shipls "documentation to-"the
country of the corporation®c organisation. <This change doss not
affect the section 8B3 analysis for OBS because all of 0SG"s
foreign shipping soboidiariea that the auditor included as part of
the unitary group both axe organized under the laws of a foreign
country that grants an equivalent exemption and own or operate
shina documented under a*country that- grants an equivalent
exemption.

* The "KTC 1s a restatement of the Uniform Division of
Income for Tax Purposes Act (UDITFA), which was adopted in Alaska
in 1959, but was then repealed in 1975, see See It- al

ypolTUP V. Amrxtn Prod. Co.. 676 ?.2d 595, 598 £ n.3 (Alaska 1984).

3 AS 43.20.021(a) provides that " (s]ecrfcions 26 US.C..- 1—
1399 and 6001-7S72 (Internal Revenue Code) , as amended, are adopted
by refhrtinea as a part of this chapter. These portions of the
Xyrtzartial Ratranua Code have full for*-e and effect under this chapter
unless excepted toor modified by other previsionsof this

chapter."”

. 4951
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DOR dlaelloved the axaeption, TfTinding “tet: oas had sot:
proven That ite ;onifn shipping incccm was txnpt froa QFIS's
apportignatlo tax baa*. Reversing, tha superior court hold, that AS
43.20,021(a) had incorporated subsection 683(a)(1) i1nto Alaska lav,

thus exempting oaol8 foreign shipping incase.
DCs contends on appeal that subsection 963(a)(1) 1is
"excepted TO or modified by" the AJITA, given difference* iIn the

methods employed by the State of Alaska and by the federal
government Tor determining taxable income.* obs argues that
Alaska®"s 1ncome tax scheme is "entirely consistent” with the

section as3 exemption, /

We independently review the merits cf an administrative
decision. Handley v. State. Deoll of Revenue. 833 P.2d 1233., 1233
(Alasha 1992). Ho deference iIs given to the superior court’s
decision when that court acts a3 a. intermediate court of appeal.

Id*.

The iInterpretation of a rax statute is a question of lav
for which we have articulated two standards of «review. We have
d.Latinguished between the rational basis test for guestions of law
“'involving agency ‘expertise, "and the substitution--of judgment
standard for questions of law that do not involve agency expertise.
Farth -Resources Cc. V. State. Dan"t of Revenue. 665 P.2d 960, 964-

65 (Alaska 1963).

In this case, we must determine whether a particular 12C
provision is excepted to or modified by the ANITA. This 1is a
matter or pure statu .ory construction which is not within the
particular expertise of the agency and which requires us. to
exexcioe our independent judgment. We have previously held that
where the issues to be resolved *"turn on statutory interpretation,
the knowledge and expertise of the agency is not conclusive of the
intent of the legislature iIn passing a statute.,H Tch AlaflXa
Petroleum Co. v. Xenai Pine Line .C&@, 746 P.2d 696, 9 (Alaska
1987) (citation omitted). We therefore substitute our judgment for

that of dor.
! Two amlci curiae, the Alaska visitors Association (AVA)

and North West cruiseship Aoaociaticn (NWCA), filed briefs
(continued.,.)
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This 1« nat tho first time vs have ooncidcrod whether
Internal Revenue Code provieione, eatenaihly adopted by rtfcmnoe
by AS 43.20.021(a), were "excepted to ox modified toy' other ANITA
provision*. In culf ailL-Coro, v. Stzte. Department: of Revenue. 755
p-2d 372, 380 (Alaska. 1960), ve held that, a portion of the IRC
dealing with the foreign tax credit was "excepted to or modified
by* AS 43.20, which allowed neither a deduction nor a credit lor
foreign income taxes. In so holding, we noted that "(tjhat iIs not
to say that Alaska law incorporates no Coda provisions and no
federal regulations having to do with the foreign tax credit.
Future cases cay reveal that it is desirable to conform our law to
certain aspects of those federcl provisions.0 Id. The source of
the exception In Gnlf Oil was the absence iIn AS 43.20 of any
provision for a deduction similar to that provided by the IRC.

In this case, we must decide whether the tax scheme
employed by the ANITA implicitly excepts to or modifies application
of "section™&L".'"™ We "first compare the" different methodologies
applied by the United States and the State of Alaska to determine
taxable income.

When a state seeks to tax the income of a multinational
business, it must determine the income properly allocable to iIn-
state activities. Td. at 374. At all relevant times, Alaska has
employed the worldwide formula apportionment method to calculate a

multinational or Interstate corporationa income earned iIn Alaska.

[ (...continued) L
supporting OBS’s pCBiticn on this issue.
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AS 43.20.06S; AS 43.19.D10, am. 1V, J 9. TJIndcr 'that method, in-
state i1ncase la determined by aultiplying a corporationma worldwide
income by an eapportionment fraction.” as 43.19.010, art. rv, 5
9 * A taxpayer"s apportiooaant fraction is the numerical average
of three factors — 1ts "property factor,” its 'payroll factor,"
and 1ts 'sales factor” - which ccnpare 1iIts in-state busineoo
activities with 1ts worldwide.business activities.1

The United State® does not utilize the 'formula
apportionment® method when it calculates the federal taxable incoae
of multinational corporations. Instead, it uses 'sourcingd
provisions to allocate income to the United States or to other
sources, depending upon where the incone is earned. 26 U.S.C. SS
861-63; see also 26 C.F.R. 5 1.861-1 (1996). |Income that cannot

reasonably be '"sourced" to the United States is deducted fron the

* A corpor?7 tionls "worldwide” income is all of i1ta business
incoae, whether 1°; was eamed 1inside or outside of Alasdca; iIn
acsence, vorldvi™Y Jicoaa™is” pre-tax incone"/~Cdfctemined withctrt-
deducting 1incoae -ixea aesesGod by othar jurisdictions) . AS
43.20.065; see Guif oil Corp. v. State. Decll of Revenue. 755 ?.2d
372, 373 (AlasXa 19*8).

3 These three factors are fractions; each is calculated by
dividing the in-atate amount of the taxpayer's subject business
activity by the worldwide amount of the taxpayerld subject
activity. AS 43.1S.010, art. IV, 55 10, 13,-15. For axaople, the
property factor ie calculated by dividing the average value or the
taxpayer®s property owned or rented and used iIn >*lacXa during the
tax period by the average value of all of Its property owned or
rented and used during that period. AS 43.19.010, art.” 1V, 5 10.

The formula apportionment uethod 1is based on the
assumption that an effective way to fTairly measure the locally
taxable i1ncome of a multinational business i1s to compare the value
af 1t# local and worldvidb budinasc activities and attribute iIncome
on the basis of that c-smparisoh. Gulf oil Corp. . 755 P.2d at 374-

75 .
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taxpayer 0 groa* inooa* and is not inoluriad wtwi a taifpaycrra U.S.
incoae 10 ntleulatod.. Id,

There i1d consequently » fundamental diffoarunca iIn the way
th«M govammar.tm calculate the taxable i1ncome of a multinational
corporation. Alaska eeeoopliohea its cftloul*tion by applying to
all income an apportionment fraction that aaparataa the leeal
inccaa frcm that earned elsewhere. The key to proper separation
under this method is the apportionment Traction; It is In the
calculation anc application of this fraction that -the separation 10
made. In comparison, the united states makes this separation when
it first allocates income t sources iInside and outside the united
States.

OBS and DOB agree that.Alaska*s adoption of the worldwide
apportionment method in AS 43.19 establishes an exception to IRC
sections 861 through 865, which relate to the 'sourcing” of income
for tax purposes. They disagree, however, about®™ whether IRC
section 883, which" is contained iIn—-—the sane IRCesubchapter, is-a
'sourcing” provision. OBS claims and the superior court held that
It is not, because it grants an exemption, and consequently there
i1Is nothing in AS 43.20 that excepts to adopting IRC section 883
into Alaska™s corporate tax scheme.

The ANITA does not expressly except to or modify the
provisions of IRC section 833. Nonetheless, the scheme of
allocation and apportionment provided iIn the MIC, AS 43.19, is

fundamental to the ANITA In the context of taxation of taxpayers

-10- 4951
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with foreign Incoac. See AS 43.30.0CS-10 Several dxcuastancea
convince us that, iIn the context of oBS"e claim that i1ts foreign
snipping inccaa afao-ld k« exempted fro» taxation iIn Alaska,
subsection 883(a) (I) 1* impliedly excepted to by the ANITA.

W* First note that the MTC provide® a comproheneive
methodology lor the allocation end apportionment required by the
ANITA, AS 43.20.063. AS seen above, the key to that methodology is
the apportionment fraction. 1In our view, It is Inconsistent with
the MTC, and therefore the ANITA, to exempt an entire class of
foreign-eamed 1i1ncome from the taxpayer®s worldwide income for.
purposes of attempting to distinguish between locally taxable and
nontaxable income. Under the MIC, this separation is accomplished
through the application of the apportionment fraction, not the
calculation of worldwide income. The legislative history of
section 883 demonstrates that i1t was enacted to eliminate the
""double taxation,M of shipping income. M/V <«Nonsuco. Inc. w.
Corhiss®ibr.er of Revenue. 234 F.2d 583v-587--(4th Cir .-==199H)"-
(citing S. Rep. No. 275, 67th Cong., 1st Sess. (1921), 1939-1 (Part
2) C.a. 181, 191). The danger of multiple taxation i\ that context
arises because multinational shipping activities subject the

taxpayer to taxation by more than one nation. Avoidance of

AS 43.20.063 provides:

A taxpayer who has income from business
activity that 1is taxable both inside and
outside rns- state or Income from other sources
hath 1nside and outside the state shall
allocate and apportion net Income as provided
in A3 43.13 ultistate Tax Compact) , or as
provided by this chapter.

-11- 4931
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aultiple taxation is tfe® <tma purpose served by tbo MTC through the
apportionment fraction.

DOR contends that allowing the section 903 exemption
would have the effect of doubly protecting foreign shipping Income.
It reasons that because the denominator of a taxpayer®s
apportionment fraction la taaed on the value or all property,
sales, and payroll, wherever and however derived, me inclusion of
the values relating to foreign-flag vessels when calculating those
factors under AS 43.19.010 art. 1V, 9, 10, 13 £ 15, reduces the
apportionnent factor. |If section 883 also applied, thus reducing
the taxpayer®s worldwide income, i1t wculd cause a further reduction
when the already-reduced apportions-ant fraction is multiplied by
the newly reduced worldwide income. COR concludes that this result
would understate the taxpayer®s Alaska taxable income. We agree
that this would be tha efrect of granting the section 883
exemption

" It is¥al"Sd'significant that the ANITA contains a statute -
that appears to deal specifically and comprehensively with the
problem of multiple taxation of foreign or aultistate water
transportation carriers. Sea AS 43.20.071. That statute provides
for apportionment of all business income cf water transportation
carriers iIn accordance with the MTC"s apportionment formula
methodology by modifying the property, payroll, and sales factors

from which the apportionment fraction is calculated, by applying a
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"daye-in-port* fraction.1l Thie »*thOd further reduces the three
statutory KTC factor*, and thus the KTC1ls apportionment fraction.
The result is a reduction iIn taxable inooae.

OBS argues that AS 43-20. 071 is compatible with statutory
exemptions like that provided by section 883, because section .071
alaply applies the apportionment method for water transportation
carriers after thsir apportionable tsac baoe 1a determined by
eliminating exempt income. We reach a contrary conclusion. We
think the reference iIn AS 43.20.071(a) to 'all business income"™ of
water transportation carriers iIs more consonant with rinding the

section B83 exemption inapplicable. Reading <all business income4&
at face value suggests that i1t encompasses all income of a business

origin, without reduction for any class of income of foreign

11 AS 43.20.071 1s antitied "Transportation carriers”™ and
provides, In pertinent part,

@) All  Dbusiness incone of * water

® transportation carriers shall "pe apportioned m %«
to this state In accordance with As 43.19
(Mulr_istate Tax Compact) as modified by the
following:

(D) tho portionc of the numerator of the
property, payroll, and sales factors-which are
directly related to interstate mobile property
operations are determined by a ratio which the
nu*bex of dayn spent in port* iInside the etate
bears to the total number of days spent in
ports inside and outside the state; the term
""days spent in ports®l does not include periods
where ships are tied up because of strikes or
withheld from Alaska service for repairs, or
beoaUse of ceaeorusl reduction of service; days
In port axe computed by dividin? the total
number of hour* in all ports by 2%.

-13- 4951



-sai U Pt e

origin. Purther, it appears that m the foderal ooh«M, Motion
983 u«ea separata accounting methodology to avoid tho probloa of
multiple international taxation of traneportation oirners by
assigning incoa* to a eourca through reciprocal exeoptions. The
daye-in-pert ratio adoptad by AS 43.20.071 avoida multiple taxation
of transporcaclon carriers by formula apportionment. As DOR argues
in i1ts reply brief, "Alaska has no need to incorporate a reciprocal
exeinption to avoid possible unfair double taxation of foreign or
domestic vessels." aors fundamentally, tnere iIs no rearion to think
that the legislature which adopted AS 43.20.071 to provide for
sophisticated adjustments to the MTC apportionment fraction,
specifically to prevent aultiple taxation of water transportation
carriers, contemplated that any other unspecified adjustments would
be needed to avoid aisallocaficn of this class of business income.”
0SS argues that the exemption provided by section 8383 is

not inconsistent with AS 43.20.oil, which taxes "the entire taxable
income of every corporation derived from-sources within*the State."
It also argues that section 8a3 i1ncome can be earned either within
or outside Alaska waters, and that AS 43.20.011, which
geographically limits taxation to income derived fron 'sources
within theStvtaoperates alongside and independently of section
883. It similarly interprets AS 43.20.065 to provide .for
apportionment of income after reductions for applicable exemptions.
1a He note mat all at one"s snips mat called iIn Alaska

wera registered under the U.S. flag; therafore, none of the

nranarcy, Payroll, or sales of obs s foreign flag sbips was
included N° thé numerator of the proporty/poyroll/aaleo

apportionment fraction.
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08G also arguao that Mcrtion al3 is not: inherently incompatible
with -the general apportionment provisions of the NIC, and not*a
thet DOR dooe not object to applying other exemptions, ouch as IRC

aectian 103, which exempts iInterest.

DOR respondo that provisions such as section 103 40 not
have the effect of assigning Income to a foreign or domestic
source, unlike section 663. We agree with that distinction.

We conclude that the arguments for finding that AS 43.20
impliedly excepts to section 883 are stronger than tnase to the

contrary.1* If we ware to accept obs’ position, i1t would

13 In so holding, ve reject arguments, advanced by OBS and
AVA, that legislative events In 1991 and 1992 establish that the
legislature did not intend to except to section 8B3. In 1991 and
1992, the Alaska legislature proposed, but ultimately rejected,
amendments that would have expressly excepted to incorporation of
section 883. OBS and AVA rely on consents at committee and
subcommittee hearings regarding the proposed legislation In support
of their position that the legislature realized™ section 883 had
already been ‘incorporated into Alaska law. such oonaents, provided®
in context of legislation which was not adopted, offar no inaigfat
into the thinking of the legislature when i1t enacted AS 43.20.021
in 1975. Willman v . Matinnwide Kut." Fira Inc. Co.. 758 P.3d
1248, 1252 (Alaska 1988) .CWhile the legislature is fully empowered
to declare present law by legislation, i1t i1s not institutionally
competent to 1iIssue opinions as to what a statute passed by an
earlier legislature meant.'). See also Wright Y.—Scot/ 505 U.S.
277, 295 n.9 (1992); William N. Eskridge, Jr., 1Jib Textualisu,
In 2A Norman J. Sihger, author land statutory Cpnatnjction 560, 570
(Sth. ed. 1992) .(noting the U.S. Supreme Court®s "occasional
villingneao to consider “subsequent legislative history,"" but also
noting that the Court has "often iterated that "the views of a
subsequent congress fora a hazardous basis for inferring the intent

of an earlier one™").
Our holding on the exemption issue makes it unnecessary

for U4 to consider DOR"S alternative argument that i1ncorporating
eaction 6«3 into JLlaaka law would diaorIminate against interstate

commerce.
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inevitably xwolt in understating OB6"» Alaska taxable inooas in a
vay not intended by the Alaska legislature.

a. Ifcrther non Raceeedgd Tta Sga-uterv >uther”Y Xdnprlpg
15 MC ZQ.-11QW)

DOS next argues that the superior court erred In holding
that DOR exceeded its authority by promulgating a regulation

limiting the statutory investment tax credit.l4

The legislature enacted the Investment tax credit as part

of the ANITA by adopting 25 U.S.C. § 38 by reference. AS
42.20.021(a)-. Section 38 provided an investment tax credit for
taxpayers who invested in tangible personal property used iIn a

trade or business.15

The legislature adopted several statutory limitations cn
the credit. It limited the credit for corporations to eighteen
percent of the federal credit which was "attributable to Alaska."
AS 43 .20.021(d).14 It also United the credit;ito the amount of
federal credit on 'the first 50,000,000 of qualified investment

% DOR claims that the regulation’s "'first use" requirement
IS not at issue here because OBS was not denied a credit on this
basis. It appears, however, that DOR applied this limitation In
disallowing the credit for OBS ships that did not visit an Alaska

port on their initial voyages.

15 Because the Tax Reform Act of 1986, P.L. 99-514,
generally repealed the credit for property placed in service after
December 31, 1985, the credit is not applicable to all tax years
that are the subject of this appeal,

as 43.20.021(d) states, *(w]here a credit allowed under
the Internal Revenue Code 1s also allowed iIn computing Alaska

income tax, it is limited to 18 percent for corporation* of the
amount of credit determined for federal Inoone tax purposes which

is attributable to Alaska."
-16 4451
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put. Into us* iIn the state for oaoh taxable y**r.n AS
43.20i036(b) .i7 - [

DOR promulgated on investment tax credit regulation, 15

AAC 20.110, and i1n doing ao cited at authority AS 43.05.050, AS

43.20.021, and AS 43.20.020. Subsection (d) of that regulation

treated transportation aquipaent MFirst used" iIn Alaska a* *rav

property.”4* 1t also prorated qualified expenditures by coopering
the number of days the property vas used iIn Alaska and the number

of days 1t vas used elsewhere.

OBS claimed investment tax credits, calculated as

eighteen percent of the first $20 million of qualified iInvestments

AS 43.20.036(b) states, ''(fjor purposes of calculating
the 1ncome tax payable under this chapter, the taxpayer may apply
as a credit against tax liability the investment credit allowed as
to federal taxes under 26 U.S.C. 32 (Internal JUvanue Code) upon
only the first S20,000,000 of qualified iInvestment . . . put into
use In the state for each taxable year."

18 IS AAC 20110 (@) states:

For®” purposes of this section-,‘placed ’In-
service iIn the state’” means that the first use
of the qualified investment is iIn this state.
If the propar 1Is ucad alcawbara in tba
taxable year of acquisition and brought to
this state during that same year, that
property 1is considered used property and 1is
aubjecrt to rhe limitations as provided iIn the
Internal® * /enue cade. 1T the proBerty is to
be used jevherc during the taxable year of
acquisit n and brought to this state 1in
another _arable year, the property does not
qualify for the investment credit-
Transpon tion equipment used within and
outside of this state whose use commences 1In
mis state I» considered now property, me
qualified _ expenditure for interstate
traneportation aq%::paant must be based on a
proratad formula dayo used in this state
compared to days used elsewhere.

7. 4951



put into use for each taxable year, and prorated under 15 JAC
20 110 @@ by coopering days of in-state and out-of-ebate uee. The
auditor diaollowed any oredit fere veaaela that had not viaited
Alaskan ports on their initial voyages, per 15 AAC 20.110(d). o>
appeal by QBS, ouperior court held that DOR had exceeded ita
authority by promulgating a regulation containing first use and
pro rata apportionment .limitations in addition to the limitations
imposed by AS 43.20.021(d) and AS 43.20.036(b).

When reviewing the validity or an agency"s regulations,
we initially determine whether the agency had the authority to
adopt such regulations. This determination i1s a question of law to
which we apply our independent judgment. S££ Warner v. State, Real
pgtat.p catg™"n. 819 P.2d 28, 31 (Alaska 1991).

To be -within the agency®s grant of rulemaking authority,
a regulation aust be "consistent with and reas mably necessary to
carry out the purposes of the statutory prov® <€ins conferring rule-*
making authority on the agency.” State, Dy tv.fifc ShiVinue. v;..CQsla«
858 ?.2d 621/ 624 (Alaska 1993) (citations omitted). This test
ensures that in promulgating the regulations the agency did not
exceed the power delegated to it by the legislature. Id. We next
determine “whether the regulation iIs reasonable and not arbitrary."
Id*

"We accord an administrative regulation a presumption of
validity; the party challenging the regulation bears the burden of
demonstrating its invalidity.” Archaragr Sch. aist- .v. Halo. 357

p-2d 1136, 1188 (Alaska 1993) (citations omitted). Further, we
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will not "substitute our judgment Tor that of the agency with
respect to the efficacy of a regulation nor review the “wisdom* ol
a particular regulation.” 1d. (citation omitted) . However, we
vill apply the substitution of judgment standard of review when
reviewing the validity of an administrative regulation because this
IS a question Of statutory interpretation. 1Id. at U8« n.3.

Whether 15 AAC 20.11.0(d) io valid depends here an whether
it iIs consistent with the tax credit statutes and reasonably
necessary for their enforcement. See AS 43.05.0a0; AC 44 .62 .030.10
See also Casifi, 8SB P.2d at 624.

citing the plain language of as =43.20.036(h), 1its
legislative history, and canons of statutory construction, DCR.
contends that 15 AAC 20.110(d) 1is consistent and necessary because
the regulation simply clarifies when a credit 1is allowed for
transportation property not used exclusively in the state.

OBS argues that 15 AAC 20.110(d) 1s unnecessary ar.d
inconsistent®™ with the statutes providing -~far the aadit-'"~ It
asserts that the regulation®s pro rata apportionment requirement
results iIn a double reduction of the credit, because the statutes
already limit the credit to property used in Alaska. Implicit in

DBS"s argument s the assertion that a taxpayer is entitled to. the

19 Even though as 43.05.080 grants DOR authority to adopt
regulations, it limits that authority to regulations 'necessary for
the enforcement of the tax - . . laws administered by 1t."
Likewise, Lf a department®™ has authority to adopt regulations, a
regulation i« not valid "unless consistent vitn the statute and
reasonably necessary' to carry out the statutory purposes. AS
44 .62.030.

-19- 4851
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full credit regardleec of th« laour.t of time the property La uaed

in Alaska.
&- ifcylalatiYft nlsta™y

Before it waa amended in 1981, AS 43.20.036(b) provided
a credit for any 'section 38" property, and did not limit the
credit to property put into use iIn Alaska. The 1isal anwdaents
wr-ye introduced iIn Senate Sill. 924, and added the requireaent that
the equipment or property be put Into use "in the state.' Senate
Bill (S.B.) 524, 12tn Leg., lst sess. (1981). The Houae Finance
committee also adopted a letter or Intent union stated mat "HCSS3
524 (Fin) providee an increase In the Investment tax credit allowed
for in-state inveetments Tfor corporations doing business iIn
Alaska." 1981 House Journal 2009 (June 8, .1981). Thus, the
legislature iIntended to encourage commercial investments iIn Alaska
in order to benefit Alaska"s econoay.

b. hfcal ru™-Egnstriic:Liaii ;

The"tax credit statutes™ have two features salient hae.™°
Alaska Statute 43.20.021(d), a subsection of the statute that
adopted the XRC section 38 investment tax credit by reference,
limits the state credit to a percentage of the federal credit
"which 1is attributable to Alaska.” Alaska Statute 43.20.036(b)

limits the credit to a qualified Investment "put iInto use In the

state for each taxable yeeor."

"Statutory construction begins with an analysis of the

Ianguage of the etatuue construed iIn view of Its purpose. Sorgt
Mwsr.mfc. gnrn oY aa** sao p.aa hH2a, 533 n.12 (Alaska
(citation emi ed) "The plainer the language or the statute, the

more convincing any contrary evidence must be." >dl.
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The latter statute can reasonably ba road to require that
the equipment first. be ueed iIn Alaska a* a g.ialification for the
credit. Both statutee con reasonably be read to require a
determination of tha extent to which the credit “in attributable to
Alaska"™ or the iInvestment is “put iInto use" iIn AlasJca. Such, a
determination neceeecurily involves dio-fcinguii-hing use 1n Alaska
from use elsewnare. Absent such a determination, a taxpayer would
be entitled to a full tax credit in Alaska even though the property
received little use iIn Alaska.

From the legislative history and me statutory language
"put Into use iIn the state,” 1t iIs clear that the legislature
intended the credit to apply to "property put into use within the
state during the taxable year. The amendment was adopted in order
to benefit Alaska™s econoay by encouraging investment in the state.
Thus, dor " iInterpretation of the language "'put iInto use in the
shat as "first use” clarifies an ambiguity left by the statutory
language — the meaning of "put iInto use iIn the state” — “In a
manner consistent with [legislative intent. The ™"first use"
requirement guarantees that the equipment or property i1s not used
up outside the state, and is not brought just momentarily to the

State at the end of the taxable year.2l DOR has interpreted.the

21 Rurthermora, while DOR could have employed a test other
than first use to effectuate legislative intent, this court will
not "'substitute [i1ts] judgment for that of the agency with respect
to the efficacy of a regulation nor review the “wisdom®™ of a
particular regulation.” 11nennragn mu — PISEt IL— hELIE, »57 ?.2d

1186, 1188 [Alaska 199%8 g:ltatlon omitted SQC Olarl Sfcatu Tlep™f
pf Revenue v Ccslo 2d 621, 624 (Alaska 1993) .
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first ua« requirement for tranaportation equipment to taean an
initial voyage iIn which Alaska was a -port of call.
DOR*a adaption of the pro rata apportionment fomnia for

transportation equipsant and proparty is also consistent with the
statutory purpose. Without ouch a requirement, *wnorc of
interstate transportation equipment could receive a full tax credit
from every state i1n which their property was ueed in a given year.
The Hliaitad tax credit based upon days in port also Tairly
determine* the "contribution” the taxpayer ie making to Alaska
without giving credit for investment outside of the state.

we fFind there 13 AAc 20.110 (@ is consistent with and

reasonably necessary to irpleaent the provisions of AS 43.20.021(d)
and AS 43.20 .036 (0) .13 Cur conclusion is also consistent with the
fallowing canon of construction: Exemptions are narrowly construed
against the taxpayer, stats, Den"t of revenue v. Alaska Pula Aa. =

Trc.r 674 P.2d 268, 276 (Alaska 1983). In effect-, DOR"s regulation®
interpreted the tax credit -statutes. COR did not exceed its

N OBS tersely asserts in a footnote iIn i1ts brief that the
regulation ia potentially unconstitutional, on the theory that it
burdens iInterstate transportation property. It also asserts that
the statutes should be Interpreted to avoid unconstitutionality.
Although this cursory treatment daan not justify our sub«tantiv«
consideration of tha issue, If appears to us that the regulation
and the. statutory schema ore internally consistsnv., and would, not
result in taxation of mare than all of a unitary business 1s income
if awary taxing jurisdiction adoptod idontioal provisions. 1L
container Corp. of An. v. Franchise Tax 2d.. 463 U.S. 1S9 (1983).

In that case, the Court defined "internal consistency,"* stating,
"(tjhe_ TFirst, ain_ again obvious, component of falrness_ 1iIn an
apportionoant formula 10 what might be called internal consistency
— that 1s, the formula nust be such that, if applied by every
Lj)UI’_ISdICt_Ion, it would result in no more than all of the unitary
uaineae Income A»eihg taxsd. m - 12, @®c I1<53; »1« nlao TrInOya QQITPm
«/. Michigan Pea®"t of -Treasury. 498 U.3. 35a, 3A0 (1991).
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authority in doing ao. We conclude that the superior court erred

in holding to the contrary.

C. W hether QMSx»c Apnarf|enab|a JnCDBO ShO_U'd Inaluda
Tnetm* of the Related Investment Companies

The DOR hearing officer concluded that CBS had not proven
that investment 1income (consisting of 1interest, dividends, and
capital gains) earned by corporations within OBS®"s unitixy group
was not operational business thccne. The hearing officer therefore
included that income 1n OBS"s apportionable tax base. The superior
court reversed, holding that the 1Investment income vaa not
“pbusiness 1ncome™ because 1T was not used as operating capital in
OBS"s shipping business and because 1t was earned through
investment activities unrelated to Alaska. DOR argues on appeal
that the iInvestment 1income should be i1ncluded iIn OBS"s
apportionable tax base.23

Two tests govern our resolution of this issue: (@) the
statutory test set out iIn the Alaska tax statutes to determine if
the 1i1nvestment 1income was ‘"business'” 1ncome, and (@ the
constitutional test adopted by the United States supreme court iIn
Allied-Signal. Inc. v. Director. Division of Taxation, 504 U.S.

769, 7B7-88 (1992) to dctoraine i1f the iIncome was used for an

investment or an operational purpaae.*"4

53  The only investment income iIn dispute is that of the
investment companies. The taxpayer confirms iIn its brief that it
does not assert on appeal that any part of i1ts own iInvestment
income iIs not apportionable incone.

2 whether DOR properly characterized particular investment

income of OBS"e inveetment companies as “business' or operational
(continued...)

-23- 4951



Wt 1 hEABH FiRg CATES SULTSY HS4 ?2.2!/1a M?u3

0SS state* that the only iInvestment income at tceue is
that of 1ts related investment companies which the auditor included
in CbS"a unitary group.Xn SOS contends that at the hearing before
DOS, OBS argued that none of i1ts iInvestment income was
apportionable. Neither the dor hearing officer nar obs aagregetad
the investment income of the ahippijjg companies from the iInvestment
income of tile investment companies within och®a unitary group.

1. rha atatutorv standard:__ business vs. nonbusiness
laCaae

Taxing a corporation®s "entire taxable income
derived from sources within the state,” see AS 43.20.011(e), in
part requires allocation and apportionment of income to iIn-state
and out-of-state sources 1In accordance with AS 43.19, the
Multistate Tax Compact (KTC). See AS 43.20.065 (A taxpayer who
has i1ncoae from business activity that is taxable both inside and
outside the state or income from ether sources both inside and

outside the state shall allocate and apportion net income as

) 24 (.. .continued) ) ) )
income subject to apportionment presents a mixed question of law

and fact. The legal question raises issues of constitutional and
statutory interpretation which we review with our independent
judgment. = SCO Aiii.-d-slgr.al v. Director. Div. af Taxation, 504
U.s. 768 (992)s -h Co. v. fitata. Daa"t of P.ft.ena.
66S P.2d 960, 965 n.8 (Alaska 15B3). tfe will uphold an agency®s
finding* of fact i1If they are eupported by eufcetuantial evidence.
Handlev v. State, nen"t of Revenue, 838 P.2d 1231, 1233 (Alaska
1992) . Substantial evidence 1i1s wsuch relevant evidence «s a
reasonable sinrf might accept as adequate to support a conclusion.

Td. (citation omitted).

OB5 concedes that i1ts shipping companies had certain
"ohort term" iInvestments that produced operating capital and long
term InVeetments of non-operating capital. The auditor also
included the iIncase from those investments a* business income. OBS
does not argue in this appeal that It was error to do so.
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providad®ifl AS 43.1B @tnlriaTate Tax Compact), or as provided by
ttie e<chapter.”) . The KTC dxxaifiea corporate i.ncaae fTron
intangible property into two categoriea, 'buaineaa income® and
enonbu»in«*a Incone.* AS 43.13.oi0, art. 1V, J 1(&), (e). Tha KTC
atatoo that "bueineaa incoie* iIncludes:

[11ncoM arising from transactions and

activity iIn taa regular course of the

taxpayerls trade or busineee and iIncludes

income from tangible and intangible property

if the acquisition, manageaent, and

disposition of the property constitute

integral parts of the taxpayera regular trade
or business operations.

AS 43.13.010, art. rv, 1 1(a)- A taxpayer®s taxable Alaska 1ncome
IS its business income as apportioned according to the three-factor
formula apportionment method. AS 43.19.010, art. IV, 5 9.3
"Nonbusinass iIncome"™ encompasses '‘all income other than
business income."™ AS 43.19.010, art. IV, 1 1(e). Under the KITC,
nonbusiness income from capital gains from the sale of intangible
property, 1interest, and dividends must be Allocated to the
taxpayer®s commercial domicile; thus, If the taxpayer®s commercial
domicile is outside Alaska, the taxpayer®s apportionable Alaska tax
base does not include Income generated from these sources. AS
43.19.010, art. Iv, 15 4, «(c), 7. The taxpayer®s cara.rcbil
domicile 10 '"the principal place from which the trade or bucinccc

of the taxpayer ia directed or managed.” AS 43.13,010, art. XV, 1

AS 43.13,010, «rt. IV, 1 3 atatca, "All buaincsa income

shall be apportioned to this state by multiplying tha income by a
rxactibn, the numerator of vhich ia the property factor plus the
payroll factor plua th« aalea factor, and the denominator of vhich

is throe."
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1(b). z£ the i1ncoM fraa dividend*, interest, or capital gains
tram Intangibles is "business Income™ es it iIs defined abova, 1t is
properly included in the taxpayer"s apportionable tax base. Thus,
whether ANITA, taxes a corporation's out-of-state income depends iIn
part on whether it is "business income™ under the MTC.

ire Bust determine whether the- heari.ee/ officer correctly
applied Alaska®"s statutory ..tax standards tn obs"a investment
income. The Oregon Supreme Court in Sperry i Hutchinson Co. wv.
Department erf Revenue. S27 P.2d 729 (or. 1974), waa the first stats
supreme court to -determine whether a corporation®s interest income
from investments constituted business income under UDITFA. sae 1
Jerome R. Hellerstein & Walter Hellerstein, state Taxation S
9.10(1] [a], at 9-48 (2d ed. 1993). The court there concluded that
earnings from short-term securities held to satisfy the
corporation®s needs for liquid capital In its Oregon operations
constituted business income, but that earnings from short-term
securities held pending acquisition of other-companies:or-favorable
developments in the long-term money market, and long-term
securities held for iInvestment purposes, were non-business Income.
). at 730-31. See also Lone Star Steel CP. V. Dolan. 668 P.2d 910
(Colo. 1983) (following sterry j Hutchinson and holding thav. under
UDJTPA, interest iIncoae on short-term loans made by Lone S’it to
1ts parent caapany from surplus funds not immediately needed for
Lone Star®s operations was business income); Cincinnati OflIflAaa
nnd Tex. Pac. rv. v. Kentucky Dca"t of Revenue, 684 s.w.2d 303 (Xy.

App. 1984) (holding interwt income eam«d by railroad company from
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short-term securities purchased with surplus caeh from i1ts railroad
operations vae business incoaa).

In the instant case, although the disputed incon™ vu
generated rrca investments and New fork in the domicile or 0SS and
the related i1nveataertC corporations, the hearing officer found the
disputed 1i1ncome wee bueineee Income on the theory that the
acquisition, a&nageaont, and disposition of this intangible
property (dividend*, interest, and capital gain*) constituted
integral parto of the taxpayer®"s regular trade or business
operations. The payors or this income were not members or OBS"s
unitary group, but were generally major, publicly-owned business
entities, 1iIncluding AT&T, Bankamerica corporation, Northwest
Bancorp, Sears, Roebuck & Co., and Citicorp. Tha bearing officer
reached her conclusion by examining 0OSC*"s annual reports to iIts
stockholders; the affidavits of Alan earns,37 0SG"s controller; and
the minutes from 0SGlj board meetings.

According tCJ"Garus,’earnings totaling over $200 million”
were tha priaary source of investment funds OSG accumulated before
it commenced its Alaska shipping activities. Proceeds, totaling

about $17 million, fron public stock offerings in 1970 and 1972

2/ DOR asserts that Alan carus"s supplemental affidavit
subeiittsd to the DOR hearing officer was untimely and was filed
"aver the objection of the division.it However, ao OBS correctly
notes, OBS requested permission to supplement the record and to
file a post-hearing brief after the supreme Court decided Allled-
slynai. 304 U.S. 7«e, and tha hearing otricsr granted that request.
DOR i#nitially objocted to this request, but lator retracted its
objection end chose not to fila a responsive brief_ Thus, DOR did
not preaervo i1ts contention that Carus®a euppleaental affidavit was

untimely,
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were another aouxce. Caraa also affied that the iInvestments ira
not operationally related to OBCle Alaska shipping bueinoec, and
that ''shipping income of the shipping subsidiariaii, rather than
investment incnae, was generally ussd to cover ths costs of
operation of the shipping operations.” Carus stated that OBS
intended to aaxe these Inveotaenta for iInvestment purposes only,
and that the 1ncome generated did not serve an operational
function. Carus conceded that because “dollars are fungible," it
vac Impossible to say that no Investment Incone strayed into use
for OBS ea operating costs; however, he also stated that It was
highly unlikely that any significant amount of the iInvestment
income was iInvested iIn the companiesl ve; s that called in
Alaska. He also affied that the "overwhelming majority” of the
investment i1ncome was reinvested, and that the cost basis of the
investment assets grew fron $97 million at the beginning of the
audit periods to $261 million at the end of the audit periods.
"The shipping subsidiaries that-"called” iIn Alaska were self-
sufficient, 1.e., they generated sufficient revenues from their own
operations to cover their expenses.” He also affied that M[n]one
of the stocks, bonds, or other investment- assets was used as
collateral for any debt of the shipping subsidiaries.™

In determining that OBS"c investment income was ‘‘business
income” under AS 43.19.010, art. IV, 3 1(a), the hearing officer
found that 'concrete evidence™ did not support Carusa statements
that the i1nvestments were made for an investment function and that

the ohlppihg companies covered thelr operating costs with operating
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revenue (gather then investment; i1ncoaa) . The hearing officer
focused upon Carua®e Tangibility admission. Baaed in part upon
that admission, the hearing officer aonoluded that 0OB6 had not
carried 1t* burden of shoving that its investment income
constituted sonbueineae iIncome.

The Audit Division also relied on 0SG"S 1990 annual
shareholder* report. That report etated that osg™s "strong and
highly liguid Tinancial condition provides a sound foundation for
future progress . . . . [OSG’s) significant cash flow has enabled
(it] to reduce its long term debt to equity ratio to its lowest
level . . . and to continue to upgrade its fleet and to pursue
opportunities as they arise,” From this, the hearing officer
concluded that "[1]t is clear that building i1ts financial strength
was a key component of [OBS"s] overall strategy to be In a position
to pursue opportunities for expansion when they arose." The
hearing officer therefore concluded that the 'acquisition,
management ad. disposition of [DBS"s] investments was an integral
part of [CBS"s] business" since the investment decisions were
"obviously aimed at building 1ts financial strength overall."

In our view it is unwise to construe the two MTC
categories, "business income” and '‘nonbusinesa income,” without
reference to the constitutional standard which has been established
by decisions of the United States Supreme Court. The compatibility

of these standards has been suggaated by the Court iIn ftllicd-

a- The valour given to statements made in an affidavit is
determined by the trier OfF fact. TiregOT Y-, CltY of rairltfihks,
539 P.2d 743, 745 X1.10 (Alaska 1379).
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fila-nal. To avoid oowfusion and naadlass separata dlscucclon of the
KTC and constitutional standards, v« will consider that one
roquireswmt for finding that income i1a "bueinase incoee" under the
MTC 1d that 1t 1a income vhich Is taxable under the constitutional
standard. We now discuss that standard.

2. The eonntitutipnai standard:__ _InYsitacnt lasme
versus operational incoaa

"The principle that’a State nay not tax value earned
outside 1ts borders re6ts on the fundamental reguirsnent of both
the Due Process and Cnnaerce clauses™ of the U.S. constitution that
""3oae definite link, soae ainiaua connection™' oust exist
""between a state and the person, property or transaction it seeks
to tax."" Allied-Slanal. 504 U.S. at 777 (quoting Hiller hXOS™. .
v. Maryland. 347 U.S. 340, 344-45 (1954)). The Coaaerce Clause
imposes this limitation because corporations would be subjected to
severe multiple taxation vhich would negatively affect the national
economy i1f each state were permitted to tax values earned outside
iIts borders. Allied-Signal. 504 U.S. at 777-73.

The ™"aininha connection” requirement of the Due Process
Clause requires that when a state seeks to tax incone earned by a
aultistato or multinational corporation fraa a particular-activity,
there oust be a connection between the otate and the activity,
—ether than a connactioji only to tha ecrCor whom tho state seeks to
tax. Td. at 778. The supreme Court has held that whan a
nondamicillary corporation doing same buoineao within the atate
receives dividends fron a subsidiary having no other connoction

with tha state, the state may not coruJtitutlor.ally tax the dividend
-30- 4951
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IncOM ualeas r.h« recipient taxpayrrr CAvpccmtion and i1to underlying
subsidiary payor vara engaged in a unitary buair.eeo. AfiARca Tg,
v. Tdwho State Tar Ctm"ri. 4S8 U.S. 307 (19«2) .

In at 1led-sitm*! th« Supreme Court reaffirmed the unitary
business principle an the linchpin lor determining whether a state
nay constitutionally tax the dividend Income or a nondoniciiiary
corporation.8* T3zee court went on to hold, however, that a unitary
relationship between the payor of the intangible income (there, a
corporate dividend) and the payee is not invariably a necessary
prerequisite for appcrtionaent or income to a nondcmiciliary state.
504 U.S. at 787. The test i1s whether the ™"capital transaction
serve[s] an operational rather than an iInvestment function.' Id.
As an example of an "operational’ function, the Supreme Court cited
short-term iInvestments that provide working capital for a
corporation, ouch as "the interest earned on shortsterm deposits in
a bank located In another state i1If that income forma part of the
working capital of the corporation®s unitary business.” Idl at

787.

The hallmarks of an acquisition that is part
of the taxpayer®"s unitary business continue to
be functional iIntegration, centralization of
management, end ecancoica of scale. Container
CoT-p. clarified that these essentials could
respectively be shown by: transactions not

2 The U.S. Supreme Court in Allied-signal rejected New
Jersey"s request to adopt the UDITFA definition of business income
as the constitutional test. 504 U.S. at 786-87. The Court also
made it clear that if stock on whose sale a taxpayer realizes d
capital gain served only an "investment" function and not an
"eperAtlonel™ function, the gain as not subject to apportionment
for purposes of that state®s corporate tax, even though i1t say
constitute "business incoae" under the UDITFA. Id... at 767-68. .
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undertaken at ar»’« length; 4 G&nage««nc srolc

by the parent: that s grounded In 1Its own

operational expez-ti.ee “end. operational

strategy; and the fact that the corporations

axe engaged in the ease line cX business.

504 u.s. at 7*9 (citing Container Carai at Aa> V.
franchise T»r Bd..463U.S. 159, 178, 180 (1983)) (Citations
oaittsd).

The taxpayer must prove by "clear and cogent evidence™
that the state is seeking to tax extraterritorial values. Seq
Container fnrp. of Am . 443 U.S. at 17S. In CBDt»In«- QOfI?, the
Supreme court noted that ' ’(tibia burden iIs never net merely by

showing a failr difference of opinion which as an original natter

Blight be decided differently. . . . (Wle will (nhot] re-exanine, as
a court of Ffirst 1instance, Ffindings of fact supported by
substantial . evidence. IsL. at 176 (quoting HorSon Y2
Department ofBevenue. 340 U.S. 534, b537-33 (1951)). Sth

also MI led-Signal, 504U.S. at 794 (O’Connor; J. , dissenting)
- (citingrnrp. and asserting that” the taxpayer had® not net
its “heavy burdan- of proving by clear and cogent evidence that its
capital gains were not operationally related to 1its in-state
business) .
The Court held iIn xnipd-sicmal that the "mere fact that

an i1ntangible asset was acquired pursuant to a long-term corporate

strategy of acquisitions and dispositions does not convert an

otherwise passive iInvestment iInto an integral operational one."

Td. at 7B8.
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Applying &llicd-sii-Tial ta th* OBS tviduica in context: of
the statutory business/nonbusiness Incbhnk distinction, tlsa hearing

officer concluded that the income generated by OBSlo related

Isv« « tsfiirt coapanies was opsrational and preparly includabl* in
OB6*m apportionable tax ba«e.30

The DC* hoaxing affioer also rejected «JS«erticns found in
the supplemental Carts affidavit that the purpose of making the
investments was for an Investment function and not an operational
function- _.The hearing officer stated that obs" claims were not
"supported hy any concrete evidence.” me nearing officer found
that given the rungibillty of dollar*., "investment” monies may have
been used to fund the shipping companies within the unitary group,

and that OBS had failed to aeet its burden of showing that its

income from investments clearly constitutes investment income.

The hearing officar stated: $

[DBS*"s] annual reports are replete with
exaltations regarding “its strong and highly
liguid financial condition. It is clear that
burlding i1ts financial strength was a key
component of its overall strategy to be in a
position to pursue opportunities for expansion
when they arose. Its substantial financial
resources, including its 1investment income,
allowed 1t to secure long-term borrowing and
to incur capital lease obligations to finance
>»»«el addition*, thereby strengthening its
competitive position in both domestic and
worldwide bulk shipping markets.

Under these circumstances, it would be
difficult to conclude that the IiInvestment
transactions at 1i1ssue dud not serve an
operational function, aa reguired under
AN ari-s. gl |

(citation omitted. )
33. 4951
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lias oonfnds that: the facts relied upon by tfia bearing
officer do nod aatiefy Allied-signal *= “operational™ income teat.
It arguae that evidonee of ©c*wingling acne isveataent Inccma with
income used for shipping operations is iInsufficient to shew that
the 1nvestment i1noone 10 '‘operational."

Although at3icdsfllgSttl provides exaaples of the types of
income that can properly be characterized as 'operational i1ncome,""
the Court there noted that determining whether Income serves an
operational or investment function Is fact iIntensive. [1d. at 785,
In the case at bar, any commingling by OBS of investment income of
ita nondoaiciliary iInvestment companies with income used for the
operational expenses of the shipping companies with vessels that
called iIn Alaa)ca appears to have been dp nin-imis. See generally
HJA. WQJIworth Co, v. Taxation and Revenue Den"t. 4S8 U.S. 354,
363-64 i n.11 (1932) ('All dividend income — irrespective of
whether i1t iIs generated by a “discrete business enterprise” -
would become part of a unitary business if''the test were®" whether
the corporation commingled dividends from other corporations

(citation omitted) (emphasis omitted)).

The Court held in ATlied-sicmai that out-of-state
investment income may be taxed only when the investment amounts to
the acquisition of capital for the corporation®s unitary business,
or when the investment iIs so short-term that i1t amounts to a bank

account for the unitary business. 504 U.S. at 783-90. The
hallmarks of an iInvestment that becomes part of the unitary

buaitnaua ar* 'functional integration, centralization of management,
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and econoaloo of seals.” Tn. at 789. Th« court thara eeneludod
that -tha patitloner corporation“k iInvestment iIn the stock of a
macond corporation did not qualify as operational becausa tha two
corporationsl activities war* unrelatad, and tha first corporation
did not avan acquire a controlling stake iIn the second corporation.
Id, sc 798. The Court v«* careful to reitazntc that hov the
investment 4naoag ia uaod 1is irrelevant; It"™ noted that «ven iIf
those procsads ar« used to acquire capital that becomes part of the
unitary business, out-of-state iInvcotaent income cannot be taxed
unlua the < "waa ran as pert of [the] unitary
business.”™ Id, at 789.

Income from Investments that are r.ot part of the unitary
business aay still be taxed If the Income accrues fro® ''short term
deposits In a bank™ and 'that income forms part of the working
capital of the corporation®s unitary business.” Id. at 787. The
Court found 1n m led-signal that stock held 'for over two years"
could not amount to "a short term iInvestment of working capital
analogous to a bank account. 1d. at 790.

The hearing officer concluded that OBS"s 'investment
decisions were obviously aimed at building i1ts financial strength
overall.n In our view, the hearing officer®"s definition of

income™ would swallow the distinction between
operational and investaent income. SAE£ Allisd~SiBTifll« 504 U.S. at
784-85 (rejecting New Jersey"s argument that since "multistate
corporations . . . regard all of their holdings as pools of assets,

used for maximum long—tan profitability, . . . any distinction
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between operational and 1Investment ascetv is artificial"),
rurther, Caru» explicitly affied that non* of.the inveatasrvt uaats
vu used » collatvral fcr any debt of the shipping subsidiaries.
Because tile hearing officer applied a standard that the Supreme
court, rejected in Aiiled-fllgnal. and because ve cannot say as a
matter or law that OhS met 1its burden at proving that the
investment ihccae was not operational, we reverse the determination
made by the DOR hearing officer. We remand so that OBS"s
investment income may ©x* segregated as between investment or
operational functions. On remand, the corporation®s out-of-etata
investment i1ncome may be apportioned for state taxation only if
either (@ the iInvestment 1itself constitutes part of the
corporation®a unitary business (where unitariness is indicated by
functional integration, centralization of management, and economies
of scale) , or (2 the iInvestment is short term and the i1ncome is
used to fund the .unitary buaineae, such that the investment 1is

analogous to a bandc account for the unitary business.

IV.  CONCLIJSIOh
For these reasons, we REVERSE the superior court judgment

to the extant it Is based on that court"s holdings that the section
883 exemption applies to OBS here and that DOR exceeded its
statutory authority when it promulgated 15 AAC 20.110(d). Wwe
REVERSE the superior courtls holding that obslo investment iIncome

was nontousiness income, and ve REVERSE and REMARD for a

redetarmination by the DOR hearing officer whether 035"s income 1a

-36- 051
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operational or inveataant inoeaa purauant to th« constitutional

toot aanounoad In Allied-signal.
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THE STATES OF
NEW JERSEY AND NEW YORK
WITHDREW THEIR STATE TAXES
ON FOREIGN FLAGGED
TRANSPORTATION IN
THE FACE OF FEDERAL
OPPOSITION



United -uteri Department of hun

It-'ajhi.n/".on, D.C 202X0

April G, 1994

Dear Mr. Thompson:

X am writing to seek your cooperation on an important
matter affecting U.S. international aviation relations.

Several countries have brought: to our attention by means ct
diplomatic notes the intention of the State ofNew Jersey to
Iimpose a corporation business tax uponforeign ailr carriers
operating in and outof New Jersey.

The proposed taxwould effectivelyundermine the principle
of reciprocal tax exemption at the national level contained iIn
many international agreements we havg concluded over the yeafs
with foreign governments. It also would invite retaliatory
taxation of U.S. airlines which have international operations.
Foreign governments have tcld us that they have the authority
already in place to permit their state and/cr Iccail tax
authorities to begin taxing U.S. carriers should New Jersey
proceed with the corporation csc.

Taxation by state and local authorities i1s a significant
"papoMeni~for the iInternational aviation comitur.icy. Concerns 1iIn
"thiss recently prompted the Council of the Internationai
C5ixii.~Mj~1ation Organization (ICAO), the main forum for
cgpcsflucation and coordination on international air transport
matters, to strengthen a number of aviation tax exemplion
resolutions opposing the iImposition of sub-national faxes on
international air carriers. We supported and voted for these
resolutions as being in the best interests of the United Stares.

Other state governments have considered taxation of
foreign carriers as a possible source of revenue. In previous
cases, most recently New York in 1991. state authorities

Mr. Robert Thompson
Acting Director. Division of Taxation
State of New Jersey
5U Pacraok Street CN - 209
Tcuntufi, New Jersey 086ifi



ultimately concluded that i1t would be unwise to iInsist _on
taxing foreign airlines at the pries of bringing retaliatory
sub-national taxes upon U.S. carriers. Tit-for-tat taxation
clearly would impact sevarely on U.S. airlines, some of whom
have major operations iIn New Jersey.

The Department of State, therefore, strongly encourages the
State of "New Jersey to reconsider its plan to impose a
corporation tax on air carriers al countries_that exempt U*S.
ailr carriers from income taxes. Such reconsideration would aid
our long-standing national goal of fostering international air
transportation as a facilitator of economic growth and
development.
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W atalor, Cottaioaiojiryr
Iluti OF Mev for*
Dapartaant of Taxation and Tlnanea
V. a> Hsrrisan Caaoua
Albany, KT 12227

Dear Jia:

Ttunk you for yoa* i«icur onou-KiInf tli« Vav Jfotk 9tita
corperafea frenchloa tax a* it appliaa airJJxia oerpoxatiana. X
apelogixa for th* IwvjtAy (Ulay in «ttwaring*

JU you paiHi tot feWib uma fFraatiflS U tS K&ttSMF SBh. t
tw conflict* viti aha ability et th« Baltad ftatai to IpttX vifch
ona voioa, as daaoribad In tha Japan tina* QUO. | do not Viafa
to aagpto*» * viav on thu oaistltotlODal iijHUk it thil tiM . It
ia olwarr hctMvar, that sr«r tart'* practica Bay srostrata tadaral
policy <n oh(«i a-FTMt*-I?r». aa a tatimisal t&attar, tho pwvioieno
e i.U .i. i-nocva tax traatlaa arad tb* frrtarnal Jtava&Ud COda B&ich
‘Tcaapt foreign airlinaa froa ?.!« taxation on tha baaia .of
reciprocity apply only to Tedarti tixti. Navartbhalaaa, tfatir
'rfaotlvaftaaa dapwrv&o to a larga criant on a parallal axaartion
cron mmuhnahionei incosa taxas. JT that daoa JWt axLat on tha
part of both oountrlax, tat objactiTa of tha Padaral prcvlilona,
and tha reciprocity thay obtain for U .f. ocopaniaa operating

arrcad, ia not fully aojuatrad.

?na osjcetiva of tna reciprocal ameiteas la to raaacva tha
taxation of iIncera* from Intaxnvtional (@hlpplatd and) airllna
transportation to tha country of raa.ldanca of the cparatar. 2wt
country can aggravate tha global Inccaa and uxpcnaaa and baat
dttaraiaa tha net inccaa to ba taxad. |If each country vieifcad
ispoiaa a tax, ovas*taxation of the oat inaatm la alaore Inavi-
tabla; glvan tha difficulty of detaxoiaiof tha ineiaw aad aagpanaa
«iLrlbul«til« to aacti portion dr tna voyage,. it la a cowan
praetiea to lapoaa tax on oroae reaalptalor, like Pw York state,
to uoa a fforauia to aaalgn tha tax baaa. Xa addition/ tba
ispoaition of aultipla I"vaia ..of .taxation involve* a aubatasrtial

coapllanca burden for the effected ooapaniaa.

Th« exeaprion of U-x- elxlinee troa foreign taxation la
conditioned an reciprocity, Other oountriaa frequently object ta
oar not: providing an exception fraa etate and local, ad vail la
Fadaral, tax iIn our -taX treaties or ifi axcheagea 0S notas under
tha Coda. To data, va have been obi* to persuade thaa to prowid*
ejfenption beeed on outran*. practice, 1l.a.m Qia absence of atata
*s«C In *uch caaaa. California, by acatota/ follova fadarai
praatioa in thia caae, ail I baliava that. BIVSil doaa a™ae. TO



ay knowledge, no state cvi'ih th# important axo.tpcion of Haw York)
lapoaa* on a foreign airLUe which la mxmé&t free rifiiril

incoasa tax-

Serna foreign ©euntriau Um € egtee to ermnpt U.J. airline™*
fhoa their euanational taxo# (a* wall as thbair national taxes) by
treaty h»v«i insisted on an explicit atataaaixs in tha treaty that
condition# ch«ir exemption free wsbnational tu tl OO Continued
exemption by the 9t.t« erf tha BhitaS ISt«a. ?hia W »
iaportant leeu* In per i1neuaa tax treatlee with Trance and Japan,
tor axaspla. z *m enclosing cools* of tha acts* attashad to
tho#* tr«ti«« cn thie Issue* even wtiax* ear treaty partners
have not i1naietad on an e xilicit stataasnt, tha issue of euh-
n*-clonal taxes 1* a ctnacn coacsra. Tha 117oaitloa of tat hy
even one state 1a likely to cake it aora difficult for a# to
obtain on tvxaolpclsA In new or revised egreaaaata because of Ij&r

absence of full reciprocity,
| recognise that New IcrX aay~hav* different interests- Z
however, that « saasurs which i» of Halted revenue

an troubled,
significance.in taran of over-all atata finances uy have a

disproportionate effect oa tha ability of the federal government
to Inpiaaerxt a .policy which is approved by Cangr««cr eooeotec by
cur 40 treaty partners, and. consistent with sound tax policy,

Hcrowar, to the extent that the longstanding and widespread
policy of reciprocal esasptiona break* down, there could be a
revenue cost to tha tf-f, covermant, an we give a credit for £
foreign income ta***, including rubaetlonal ijneosa taxaa, against

the LT-3- tmii cn foreign income.

X Teop«r In lighh thee* concerns, that 1t Will he poaaiblt
for new Yerr state to follow tha Federal policy in t&is area and -
1apoar. @rf only on foreign airline* of eountri** which do not
provide a reciprocal exsaptlon tO U.*» airlinoe, whether by
treaty or doneetio law. Fltasa let he know your reaction*

- P hilip b- Mcrrimo**-
Intem etiorw LI Tjix. Cdbbm

Enclosure* -
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AN ALASKA TAX ON FOREIGN FLAGGED SHIPS AND AIRCRAFT:
A CRITICAL ANALYSIS
David M. Reaume

A fTew years ago the Alaska Department of Revenue surprised the
owners of foreign flagged ships and aircraft operating in Alaska
by telling them that the Alaska Corporation Net Income tax
applied to their past, present and future net operating income.
In a stroke, Alaska became the only state in the union levying
such a tax. Indeed, not even the federal government does so, and
for good reason. One such owner (0SG Bulk Ships Inc.) challenged
the Department of Revenue iIn court and won, but the decision 1is
still 1n doubt because the State of Alaska has appealed the
lower court®"s ruling to the Alaska Supreme Court.

Taxing foreign flagged ships and aircraft will soon become a hot
topic because the Alaska Legislature will soon be petitioned by
one side or the other for a revision to the tax statutes.
However the Supreme Court rules, the losing side can be expected
to take its case to the capital where the economic pros and cons
will be weighed and not just the legalities. Placed on that set
of balances the decision should be no contest because this is a
very bad tax for Alaska.

Three reasons why it is a bad tax are: (@ it will deter
future private sector investment far more than the dollars
involved might _suggest, @ 1t will be paid largely by
Alaskans, not by Tforeign corporations and (3 it can fTairly be
described as "arbitrary and capricious"™ because any revenue
which 1s raised 1is unlikely to be related to the true net
operating income of the corporation which i1s taxed. (Which, of
course, i1t should be 1f DOR"s purpose iIs to tax nret: operating

incomel)

WILL DETER INVESTMENT An aggressive move to tax business
income not only iImpacts the iIndustries which are directly
subject to the tax but also sends a message to prospective
investors iIn other industries. The message 1is that Alaska will
seek to close its "fiscal gap” by raising taxes on businesses
before 1t considers other options which are at the disposal of
policy makers. For that reason a tax on fToreign TfTlagged ships
and aircraft may have much Tfarther reaching effects on new
business formation than seem likely at first glance. Indeed, one
of DOR"s own consultants (Pedro Van Meurs) has made this very
point with regard to the Alaska natural gas pipeline project. He
talked about the need for a 'coherent long range fiscal plan,”
but his meaning and mine are much the same.



WILL BE PAID BY ALASKANS Because most Alaska residents and
busin sses lack nrrket power relative to most foreign
corporations, much o,, the burden of paying the tax will fall on
Alaskans. In effect many of the foreign corporations upon whom
the tax 1s initially levied will act as tax collector; for the
Alaska Department of Revenue, simply passing the tax onto

Alaskans via higher transport fees (e.g- LNG, minerals) or lower
purchase prices (e.g. seafood, timber products). For example, a
tax. on the ships which transpot red salmon to Japan will almost
certainly be paid by the harvesters iIn the form of a Ilower

dockside price for their catch.

ARBITRARY AND CAPRICIOUS For at Ileast twenty vyears the
federal government has made i1t clear that i1t does not wish to
see Alaska or any other state levy such a tax. There 1s some
question as to how much cooperation could be expected from the
federal government if the State of Alaska intrudes iInto an area
that 1s not taxed under the U.S. Internal Revenue Service code.
IT DOR were unable to gain access to all relevant corporate
accounting records, @ not so Improbable happening) the amount
finally levied on each foreign.corporation would not necessarily
be determined by applying statutory rates to the true Alaska net
operating 1i1ncome of the corporation but would 1instead be
determined by either (@& what the corporation deigns to pay or
G what is determined via negotiation and litigation. This is
the very definition of "arbitrary and capricious.”

The fTollowing analysis of the effects of taxing foreign flagged
ships and aircraft under the Alaska Corporation Net Income Tax
proceeds iIn a question and answer format and is supplemented by
five technical appendices. This format was chosen because
complex topics are better understood iIf they are broken down
into smaller, self contained topics.



[1] What 1s Section 883 Income ?

The business“income which a foreign corporation derives from the
international operations of its ships or aircraft. (See section
883 of file U.S. Internal Revenue Service <code) A foreign
corporation is one which is domiciled In a country other than

the United States.

Section 883 of the Internal Revenue Service code exempts such
income from the U.S. Corporation Income Tax provided the country
in which the corporation is domiciled ™"grants an equivalent
exemption to corporations organized in the United States,” and
also provided certain conditions of ownership are fulfilled.

In particular, section 883applies only i1f the stock of the
corporation in question 1iIs publicly tradedon an established
securities market iIn either the United States or its country of
domicille or, 1in the case of corporations whose stock is not
publicly traded, i1f 50 percent or more of its shares are owned
by a resident of the United States or the country of domicile.

[2] Why 1isit that a provision of federal tax law also
applies to the Alaska Corporation Net Income Tax ?

Sections of Che 1.R.S. codehave been adopted by Alaska statute
into Alaska tax law (AlaskaStatutes, Chapter 43.) The issue of
the applicability of section 883 1s the principal point of
contention iIn 0OSG Bulk Ships Inc. vs State of Alaska, Department
of Revenue (3An-93-7851 civ.) This case 1iIs awalting a decision
from the Alaska Supreme Court.

Corporations which do business in Alaska and which benefit from
section 883 in determining their federal Income taxes may Tface
higher Alaska taxes 1f that section is ultimately deemed not to
apply to the Alaska tax. Moreover, they may Tace these higher
taxes for past tax years as well as current and future tax

years.

[3] Suppose that the section 883 exemption 1iIs deemed not
to apply for purposes of determining a foreign

corporation®s Alaska taxable 1income. Must the ships or

aircraft 1in question do business in Alaska iIn order for

the 1ncome derived from their operations to be 1i1ncluded

in Alaska taxable 1ncome?

This 1s an 1issue iIn the OSG case cited earlier with respect to
tax years prior to 1992. In order to be covered under section
883, a foreign corporation must do business iIn the United
States. However, nothing in section 883 requires that the ships
or aircraft themselves service the United States.



IT the section 883 exemption is deemed not to apply to the
Alaska Corporation Net Income Tax, a Tforeign .corporation which
did business~ In Alaska prior to 1992 (when Alaska adopted a
"water®"s edge" edge method of determining Alaska taxable income
for most corporations) and which operated ships or aircraft in
other parts of the world might belatedly find that the iIncome
derived from those ships and aircraft should have been included
in their worldwide income for purposes of determining their pre-
1992 Alaska tax. If so, they may be required to file an initial
Alaska tax return or an amended return for those years (as was
OSG Bulk Ships, 1Inc.). For tax years 1992 and after this
particular issue does not arise except In the case of oil and
gas producers or pipeline operators. However, there still
remains the 1issue of taxing the income derived from Tforeign
flagged ships and aircraft which do operate in Alaska.

[4] Which corporations doing business iIn Alaska have
income which 1is exempt from the U.S. Corporation Income
Tax under section 883 of the 1.R.S. code?

This information i1s not publicly available. However we do know
that most cruise ships are foreign flagged as are virtually all
of the cargo ships which carry minerals, seafood and timber
products from Alaska to foreign countries. In addition, foreign
flagged air carriers operating out of or stopping over iIn Alaska
airports may come under the provisions of section 883 and may,
therefore, pay additional Alaska taxes 11f the section 883
exemption is deemed not to apply to the Alaska Corporation Net
Income Tax. In general, any i1tem which is transported by air or
sea In either direction between Alaska and a foreign country 1is
likely to be carried in a ship or aircraft which Is owned by a
foreign corporation. All of these corporations are what might be
called '"section 883 wvulnerable,” in that they may be faced with
higher Alaska tax bills should section 883 be deemed not to
apply to the Alaska Corporation Net Income Tax.

Finally, certain corporations which transport oil and gas
between ports entirely outside Alaska and which also do business
in Alaska report income on a worldwide basis rather than on a
water®s edge basis. These corporations may also be subject to
higher Alaska taxes for both current and past tax years should

section 883 be deemed not to apply.
[5] Please name some names.

We cannot be sure without going beyond information which is
publicly available. However, the following partial list of
companies may suggest the potential scope of the tax. These are
some of the companies doing business in Alaska which may either
be subject to the tax or which may have the tax shifted onto
them by others who are subject to the tax.

CRUISESHIP LINES: Holland America Line Westours, Princess
Cruises, Cunnard Steamship Lines, Norwegian Cruise Lines,



Celebrity Cruise Liner, Carnival Cruise Lines, Royal Caribbean
Cruise Lines

INTERNATIONAL AIR COURIERS: Airborne Express, United Parcel
Service, Federal Express, DHL Airways

INTERNATIONAL AIRLINES: Korean Ailr, Japan Air, China Airlines,
Aeroflot

SEAFOOD  PROCESSORS: Trident Seafoods, Unisea, Peter Pan
Seafoods, Oceantrawl, Ocean Beauty Seafoods

MINING COMPANIES: Cominco Alaska, Usibelli Coal Mine, Greens
Creek Mining, Placer Dome, Fairbanks Gold, Coeur-Alaska

OILFIELD SERVICE COMPANIES: Nabors Drilling, Parker Drilling,
Rowan Drilling

TIMBER COMPANIES: Kake Tribal Corp., Sealaska Timber Corp.,
Klukwan Forest Products

OTHERS: Yukon Pacific Corp (natural gas pipeline), Ketchikan
Pulp (sawmills division)

[6] How would Alaska businesses and 1individuals Dbe
affected i1f section 883 1i1ncome were subject to the
Alaska Corporation Net Income Tax?

Any additional taxes which are levied for tax years prior to
1992, would fall as a lump sum burden on the foreign corporation
and for that reason are unlikely, to have much of an effect on
the current and future price/wage decisions of corporations
which are already doing business iIn Alaska. It would be as 1iIf
the corporation suddenly incurred an additional one time TfTixed

cost of doing business.

This 1s not to say, however, that raising taxes retroactively
would have no impact on Alaska. Almost certainly, a relatively
aggressive move such as this would send a message, so to speak,
and would thereby influence future investment by causing
investors to Iicrease the amount of tax they expect to pay on
future ventures iIn Alaska. In other words, Investor expectations
of future profit,ability would be Ilowered. For this reason, new
business formation could be reduced even iIn .industries which are
not directly affected by section 883. This point is discussed In
some detail iIn Appendix A, below.

An iIncrease 1In present and future Alaska corporation i1ncome
taxes will not only alter 1investor expectations of future
profitability, but will also have an 1impact on present and
future prices and wages. When a firm finds that its presentand
future iIncome tax has been iIncreased it has two options. It can
simply pay the higher tax and realize lower profits or i1t can
attempt to shift the tax onto another player (i.e. another



individual or firm) . In general, the ability of a firm to shift
a tax onto other players differs on a case by case basis
depending upon a number of factors. However, because Alaska
players are usually not iIn a strong market position relative to
the foreign corporations upon whom the higher tax would
initially be levied, i1t seems™likely that most of the additional
revenue which is raised would ultimately be paid by Alaskans and
not by the foreign corporations from whom 1t 1is collected.
Appendices B,C, and D examine four cases in point. The common
ingredient in all of the cases which are discussed is a marked
difference iIn market power between the foreign corporation which
initially pays the tax and the Alaska firms and individuals who

ultimately pay It.

In summary, even if the higher taxes are ultimately borne by the
foreign corporations upon whom they are levied they will reduce
investor expectations of future profitability and may thereby
significantly reduce new business formation in Alaska from what
it would otherwise be. To the extent the foreign corporation 1is
able to shift the higher tax onto other Alaska players, the tax
becomes a "hidden"™ tax on Alaska residents with i1mmediate

impacts on Alaska employment and income.

[7] Is the tax likely to be shifted onto Alaska players?

Yes, at least iIn part, possibly in large part. The second of
three principal conclusions we have reached iIs that iIn the cases
identified In appendices B, C, and D, the bulk of the tax Iis
very likely to be paid by Alaska individuals and resident
businesses. There are two reasons for this. First, as emphasized
in Appendix B thf tax may be better viewed as a value added tax
than as a tax on corporate profits. Value added taxes are more
readily shifted than are corporation profit taxes. Second, In
general, Alaska players lack market power relative to the
foreign corporations which own the vessels whose i1ncome iIs to be
taxed. The degree to which as<tax on one side of a market can be
shifted onto the other side of the market is determined largely
by differential market power. (In textbooks of the 1950"s and
1960"s the same point was couched In terms of relative price
elasticities of supply and demand.)

[81 What are the dollar amounts involved?

An overall total is not at hand because the required information
is simply not publicly available. Case by case estimates iIn all
or even a majority of cases could not be made iIn the available
time. The difficulty 1involve;, 1In preparing such estimates is
illustrated in appendices B and C. The Alaska Department of
Revenue would experience similar difficulties iIn responding to a
fiscal note from the Alaska Legislature on this matter. This
means that the requisite iInformation on tax Impacts could not be
available to decision makers without a considerable expenditure
of time and effort. Some preliminary conclusions we have reached

(appendices 3 and C) are as follows.



— Bristol Bay Hlimited entry permit holders can expect «)
experience Qlower ex-vessel prices TfTor sockeye salmon which
may cost them up to $ 1,000 per permit holder, (taxation of
foreign flagged vessels carryit salmon to Japan)

— The proposed Alaska natural gas pipeline can expect to pay
approximately $ 22 million to $ 28 million annually in
higher LNG tanker costs. (taxation of foreign flagged LNG

tankers)

One major problem involved In estimating the dollar yield of the
tax i1s i1ts potentially arbitrary and capricious nature. In order
to accurately determine a foreign corporation®™s Alaska net
operating iIncome, the State of Alaska would need to audit not
only the books of the corporation upon whom the tax is levied
but also 1ts parents and its affiliates. At the present time the
Alaska Department of Revenue relies on the voluntary cooperation
of the foreign corporations which 1t audits. In virtually all of
these cases, the information given to the State of Alaska 1is the
sane as that given to the U.S. .Internal Revenue Service.

In contrast, there iIs some question as to how much cooperation
could be expected i1If the State of Alaska intrudes iInto an area
that 1s not taxed under the U.S. Internal Revenue Service code.
(The federal government does not wish to see the states extend
their reach iIn this manner and i1s unlikely to pressure foreign
governments to comply with State of Alaska i1nformation requests.
See [10] below.) If DOR were unable to cr-xn access to all
relevant accounting records, Tforeign com®"- _ations could easily
reduce their net operating income to zc-o through judiciously
determined inter-groyp transfer prices. Under such
circumstances, the amount Ffinally levied on each foreign
corporation would not necessarily be determined by applying
statutory rates to the true Alaska net operating income of the
corporation but would iInstead be determined by either @ what
the corporation deigns to pay or (@ what is determined via
negotiation and Ilitigation. This 1i1s the very definition of

“arbitrary and capricious."
[9] How many jobs are at stake?

Time constraints precluded making a detailed estimate. When and
iIf such an estimate is made the answer will turn rather heavily
on the number of jobs which are never created and the number of
investments which are delayed. Such an aggressive move to raise
taxes on business can be expected to send a clear message to
prospective investors that they may be next iIn line for higher
taxation. Under these circumstances these investors can be
expected to revise downward their estimated returns. (That the
move to tax Tforeign Tlagged ships and aircraft is aggressive
cannot be denied because it will have been made despite
opposition from industry, the TfTederal government and foreign



governments and also because Alaska will be the only state 1iIn
the union which levies such a tax.)

More to the point, not all impacts are well measured solely 1in
terms of lost jobs. As shown in Appendix B, the main 1mpact
resulting from levying higher taxes on Japanese shippers of
seafood products is almost certain to come iIn the form of lower
prices paid to fishers at dockside and a resultant drop iIn their
harvest incomes. Because many of these Tfishers can compensate
(at least iIn part) by increasing their subsistence harvesting
efforts, the iImpact on published employment figures may be less
than 1t would otherwise be. Even so, the total impact may still

be severe.

[10] Are there any intergovernmental repercussions to be
expected?

Repercussions may be subtle and indirect. It i1s well known that
foreign governments and the U.S. federal government strongly
disapprove of state taxation of foreign corporations 1In this
way. (Recall the major opposition put fTorward by the federal
government i1n the 1970"s and 1980°s when the State of California
attempted to levy taxes on a worldwide unitary basis. Many of

the issues are the same.)

Attached as Appendix E is a copy of a letter sent on March 19,
1980 to the U.S. Department of State by the Italian ambassador
to the United States. In i1t the ambassador expresses Che
Ital tangovernmentls deep concern:

"about the application to US subsidiaries of foreign
companies of the unitary basis of taxation as applied
in California and in varying degrees by certain other

states."

Although the unitary method of taxation IS not an issue for tax
years 1992 to date, it iIs an issue for prior tax years. (The
Alaska Department of Revenue levied pre-1992 taxes on OSG Bulk
Ships 1Inc.) Furthermore, at least two of the reasons for the
Italian government®s concern are an 1issue for tax years both
before and after 1992. These reasons are: @ the potential
intrusion by non-Iltalian governments into the affairs of Italian
companies, and () the potential for double taxation of company
earnings. Both of these problems could arise 1If the State of
Alaska 1s allowed Co cax the operating income of foreign flagged

ships and aircraft.

One foreign government that may show particular concern is
Canada. Mines in Yukon and Northern British Columbia have used
the port of Skagway and have considered the use of other
Southeast Alaska ports. Any concentrate shipped out of these
ports is virtually certain Co be transported in foreign flagged
vessels which would be subject to a tax on section 883 i1ncome.



Should it happen that Alaska levies such a tax, the Alaska
Department of Revenue could be faced with a serious information
gap.- In particular, in order to determine 1f a foreign
corporation accurately reports its section 883 income the state
would need to be In a position to audit the books of not only
the corporation i1mmediately involved, but also any parents or
affiliates. Although DOR receives such cooperation now, there is
a real question as to whether or not it could expect similar
cooperation from the owners of foreign flagged ships and
aircraft if the federal government did nothing to help and if
the ship owner®s country of domicile did nothing to help.



APPENDIX A
_The_Effect of Higher Taxes On Investor Expectations

SUMMARY: In an uncertain world an[y government action which
raises the threat or higher future faxes may reduce investment
more than what might seem likely given the size and scope of the
threatened tax increase. The "reasons for this are (1) that
governments capture a portion of the gains from a successful
Investment but do not always share in the losses and (2) that
the government action mry nmot only cause an upward revision in
the ‘subjective probabixity which® investors assign to highc.r
future taxes but may also cause investors to increase the
effective risk premium which they demand from the project.
Investment decisions are made in light of a forecast of risk-
adjusted after tax 1i1ncome over the life cf the iInvestment. A
sophisticated investor assigns a probability to the different
levels of tax which might be paid in the future. If the iInvestor
IS risk averse, a risk premium is demanded from the project.

An i1ncome tax not only lowers a project"s expected return but
also raises the risk premium demanded from the project. In part
this happens because an income tax allows government to share in
the profit from a successful investment, but not always iIn the
losses should the investment fail. In particular, business
losses can only be offset against other business income. Many
prospective Alaska investors have no prior Alaska income and
many would have no future Alaska income should the iInvestment

fail.

Although the forecasts made by some iInvestors are crude and may
even fTail to take proper account of an uncertain future, more
often we find that at least some attempt iIs made to account for
a range of outcomes. If enough is at stake, informed
professional investors construct formal probabilistic models
which deal explicitly with the uncertainty which attends
proposed investments. The best known and most widely used of
these models is the Bayesian Expected Utility Decision Model
which was developed by Howard Raiffa and Robert Schlaifer at the
Harvard Business School (references upon request). A simplified
version of that model 1is used here to show how the threat of
higher future taxes impacts investment decisions both by raising
the probability assigned to a higher tax rate and by leading
investors to demand a greater risk premium from the project.

Risk Premium

Suppose you are Tfaced with an equal chance, a coin toss, of
either winning 5 15,000 or losing S 10,000. You own tie rights
to this lottery and can either sell these rights to another
player or toss the coin and accept the outcome. If you toss, the
coin you and the bank must settle accounts on the spot. You do a
little calculation and find out that the expected value of this



lottery is $ 2,500. You know that this means that if the lottery
were to be played a large number of times your expected winnings
woulld equal “$ 27500 multiplied by the number of times-you played
the lottery, h wever, you also know that the Ilottery wi.ll only
be played one time. What do you do?

The answer will differ among persons, A person who 1is risk
averse would be willing to sell the rights to someone else for a
price less than the $ 2,500 expected value. (For example, if you
would gladly give these rights away you are demonstrating risk
averse behavior. Considering that you face a .50 probability of
having to write a $ 10,000 check, this could hardly be viewed as
irrational behavior!) A person who is a risk lover would demand
more than $ 2,500 for these rights. Finally, someone who is just
indifferent between tossing the coin and selling the rights for
exactly $ 2,500 is said to be risk neutral.

If a person is risk averse we define that person®s risk premium
for this lottery to be the difference between the $ 2,500
expected value and the smallest dollar amount this person would
take for the rights to the lottery. If for example, you would be
willing to sell the rights for $ 1,000 but would not accept a
penny less, then your risk premium for this lottery is $ 1,500.
The $ 1,000 you would accept for the rights is called your
"certainty equivalent” value of the lottery. In other words,

RISK PREMIUM = EXPECTED VALUE - CERTAINTY EQUIVALENT

Risk averse investors make decisions on the basis of a project”s
certainty equivalent returns, given the project"s expected
returns and the risk premium which they demand. For this reason
the previous equation is often expressed as:

CERTAINTY EQUIVALENT = EXPECTED VALUE - RISK PREMIUM
An Example: simple. Informativ.e..and Cqntrive.ri

A particular investment opportunity requires that your
corporation pay $ 7,000 up front. IT the 1iInvestment 1is
successful, your corporation®s net income after all expenses but
before tax will equal $ 1,000 a year in perpetuity. If the
investment fails you not only lose your initial $ 7,000 but also
incur a liability for future damages that just happens to equal
$ 1,000 per year iIn perpetuity. The applicable income tax rate
is presently a flat 10 percent of your $ 1,000 annual income if
the venture succeeds. If 1t fails, you have no other business
incomp against which to deduct your losses. (Which 1s to say
that government shares in the gains but not in the losses.) You
believe that with probability of 0.90 the tax rate will remain
at this level for the life of the 1iInvestment and that with
probability .10 1t will increase to 15 percent next year and
then remain constant at that new level. After gathering all of
the 1i1nformation you can, Yyou determine that apart from tax



considerations the iInvestment has a 0.75 chance of succeeding
and only a 0.25 chance of tailing. You are risk averse. Should
you make the investment?

A little calculation shows that the certainty equivalent value
of after tax annual income under these conditions is equal to

the following:
CE = 421.25 - (=9*RP10 + .1*RP15)

where 421.25 1i1s the expected annual after tax 1i1ncome (in
dollars) and where RP10 and RP15 are the annual risk premia
associated with tax rates of 10 percent and 15 percent,
respectively. The quantity (.9*RP10 + _i*RP15) 1i1s the risk
premium. [If the annual certainty equivalent is capitalized at 5
percent, the present discounted value iIs equal to:

PDV = 8,425 - 20*(.9*RP10 + .1*RP15)

Note that there is no need to add a risk premium to the 5
percent discount rate because.risk is already accounted for by
the inclusion of RP10 and RP15 in the equation.

Now suppose that RP10 = $ 42.50 and RP15 = 5 77.50. In general,
a higher risk premium 1iIs associated with a higher tax rate
because the higher tax rate Ilowers income iIn the event of
success but does nothing to reduce the loss iIn the event of
failure. In keeping with this RP15 1is greater than RP10. We can

then calculate that:

CE 421.25 - .9*42.5 -.1*77.5, or

CE = 375.25

Discounting to present value at 5 percent (in perpetuity for
ease of calculation) we have:

PDV 8,425 -20* (.9*42.5+.1*77.5), or

PDV = 7,505

Because the risk adjusted present discounted value exceeds the
$ 7,000 initial investment the project is worth doing for this
investor. A more risk averse investor might decide otherwise,

but for this investor the project i1s a "Go."
The Threat: of Higher Taxes

Now suppose that state government aggressively raises taxes on
some other industry, say by declaring section 883 of the U.S.
Internal Revenue Code to be 1i1napplicable for purposes of
calculating taxable income under the state corporation income
tax. Further suppose that this causes your corporation to revise



upward the probability that the applicable tax rate will be 15
percent next year instead of 10 percent- In particular, suppose
that the probabilities®™ go from (.90, -10) to (.50, .50) meaning
that now your corporation thinks that there 1i1s a fTifty-fifty
chance that the applicable rate will be 15 percent.

Leaving everything else unchanged, 11t can be shown that the
revised annual certainty equivalent value of the project”s

income stream drops to:

CEnw = 406.25 -.5*RP10 - _.5*RP15, or
CEnw = 346.25

and that the revised present discounted value of the income
stream (In perpetuity at a 5 percent discount rate) 1is:

PDVnw = 8, 125 -20* (.5*RP10+.5*RP15) , or

PDVnw = 6,925

The project is now not worth doing because its revised present
discounted value is below the $ 7,000 investment.

The effect of the higher annual risk premium associatedwith the
higher tax rate i1s crucial in this example. If the riskpremium
were the same regardless of the tax rate (that is to say, if
RP10 = RP15 = $ 42.50), we would have a present discounted value
of 5 7,275 after the government action rather than the $ 6,925
shown above. The higher risk premium accounts for $ 230 of the $
580 decline in present discounted value caused by the government
action. In other words, the effect iIs nearly doubled.



APPENDIX B
THE IMPACT OF HIGHER SECTION 883 TAXES ON ALASKA FISHERIES

SUMMARY: The wain impact of higher Alaska taxes on the foreign
flagged vessels and aircraft which transport seafood to other
countries from Alaska harvesting areas is likely to come in the
form of lower prices paid to harvesters at dockside and a
resultant drop in their harvesﬂng incomes. The reason for this
Is an imbalance of market power between the large corporations
which control forelgn wholesale seafood markets, on ~ the one
hand, and the domestic processors operating in Alaska harvesting
areas, on the other. In turn, these domestic processors are in a
strong market position relative to the large number of
independent harvesters who work in the fishery. We use the
Bristol Bay sockeye salmon fishery as a case in point. The
average reduction In annual net income per permit holder in one
repreSentative fishery (Bristol Bay sockeye salmon) is .on the

order of $ 1,000,

The analysis presented here centers on the Bristol Baysockeye

salmon fishery for two reasons. First, 1ithelps to clarify the
analysis 1f the focus is narrowed. Second, a 1993 memorandum
released by the Alaska Attorney General"s office identified the
Bristol Bay sockeye salmon fishery as one in which large
Japanese trading companies are likely to hold a disproportionate
share of the market power. This document 1is unique in terms of
its information content. (See the memorandum from Assistant
Attorney General James Forbes to Attorney General Charles E.
Cole, dated June 7, 1993 entitled "Bristol 3av Salmon

Investigation))

The Setting

Bristol Bay is the location of Alaska®"s largest volume sockeye
salmon fishery. On the order of one-fourth of the world"s supply
of sockeye comes from Bristol Bay and over 60 percent of the
harvest 1i1s resold to Japanese wholesalers. Prior to 1979, 90
percent or more of the Bristol Bay sockeye harvest was canned,
with less than 10 percent sold fresh or frozen. Since 1979 the
situation has reversed. In recent years frozen sockeye have
averaged In excess of 50 percent of the harvest. In brief, the
Bristol Bay sockeye harvest is large, large relative to the
market, largely frozen, and sold largely iIn Japan.

Commercial sockeye salmon fishers in Bristol Bay must either own
a limited entry permit, lease a permit from the owner, or hire
out as a crew member to an owner or lease holder. Scckeye a-"1
harvested with either drift gillnets or iIn-shore setnets. Since
1974 when limited entry was instituted an average of 2,700
permits have been validated per season with a peak of 2,980 in
1975 and a low of 2,485 in 1976. Since 1979 no fewer than 9%
percent of the validated oermits have been fished each season.



There are two domestic markets for frozen/fresh sockeye In
Bristol B.ay, the. exrvessel market .in which harvesters sell to
domestic processors, and the wholesale market 1In which the
domestic processors sell to Japanese buyers. The buyer side of
the ex-vessel market consists of fewer than six relatively large
domestic processors and (historically) up to sixty-five smaller
processors. Since 1987 the number of smaller processors has
declined. According to information collected by "the Alaska
Attorney General®s office during its 1991-1993 investigation of
price TfTixing by Bristol Bay processors, the six Tfirm buyer
concentration ratio iIn the ex-vessel -market over the years 1985
through 1990 never fell below .51 and on occasion rose as high
as .67. The six firm buyer concentration ratio gives the share
of the total harvest purchased by the six largest processors.
Concentration ratios greater than 0.50 indicate significant

market power.

The domestic processors, in turmn, sell to any of a number of
Japanese buyers who then ship the fish to wholesale markets 1in
Japan. One point which was emphasized iIn the Alaska Attorney
General®s 1993 memorandum (identified above) is that the many
Japanese buyers of frozen and fresh sockeye are likely to be
only nominally independent. Based on evidence gathered during a
three year 1investigation the memorandum offered the following

informed judgement:

"We believe that the evidence, when examined in light
of the conventional practices of the large Japanese
trading companies, strongly suggests that for policy
purposes Alaska would be well advised to act as if
the buyer®s side of the Bristol Bay (wholesale) market
were oligopsonistically controlled.” (page 7)

Suppose that the Alaska Department of Revenue notifies the
Japanese buyers of Bristol Bay sockeye salmon that henceforth
the Alaska Corporation Net Income Tax was to be applied to
income derived from the ships which transport the. fish to Japan.
How would the tax be determined? How much revenue wouid be
raised? Who would ultimately pay the tax?

How Would the Tax Be Determined?

One major problem involved In estimating the dollar yield of the
tax iIs its potentially arbitrary and capricious nature. In order
to accurately determine a fToreign corporation®s Alaska net
operating income, the State of Alaska would need to audit not
only the books of the corporation upon whom the tax i1s levied
but also 1ts parents and i1ts affiliates. At the present time the
Alaska Department of Revenue relies heavily on the voluntary
cooperation of Tforeign corporations for such information. In
virtually all of these cases, the information given to the State
of Alaska iIs the same as that given to the (J.S. Internal Revenue
Service. There 1s some question as to how much cooperation could



be expected if the State of Alaska intrudes iInto an area that Iis
not taxed under the U.S. Internal Revenue Service code. If DOR
were unable to gain access to all relevant accounting records,
foreign corporations could easily reduce their reported net
operating i1ncome to zero through judiciously determined inter-
group transfer prices. Under such circumstances, the amount
levied on each foreign corporation would not necessarily be
determined by applying statutory rates to the true Alas)" > net
operating income of the corporation but instead by eith : @
what the corporation deigns uo pay or (© what *s determined via
negotiation and litigation.

Without attempting to predict a precise sequence of events, at
some point both the foreign corporation and the Department of
Revenue will impute a wholesale transfer price for salmon,
calculate 1mputed net 1income from the foreign corporation®s
shipping operations and then apply the Alaska Corporation Net
Income Tax to 1imputed income. The Qlanguage iIn the Alaska
Corporation Net Income Tax instructional booklet which requires

such imputations 1s:

"Make or reverse adjustments necessary to reflect

intercompany profit on transactions between corporations
within and outside of the water®"s edge combined group.™

(1995 instruction booklet, instructions for schedule .t)

In the case of Bristol Bay operations the imputed wholesale
transfer price is the price for transportation services which
would have been paid iIn an arm"s length transaction by a
representative Japanese wholesaler to a representative
independent shipper. Just how DOR would arrive at such a figure
iIs an open question should the shipping companies and their
affiliates decline to cooperate and should DOR be unable to
mandate an outside audit of a vertically integrated Japanese
trading company. One possibility is for DOR to simply accept the
price imputed by the corporation. But one point 1is clear.
However the transfer price is computed, 1its reasonableness will
be judged by the reasonableness of the tax burden which results.

The importance of this discussion is simply this. Under
circumstances which may well arise, the Alaska Corporation Net
Income Tax on Tforeign Tflagged ships and aircraft cannot be
analyzed as a tax on corporate profits. The possible need to
impute a wholesale transfer price and to then judge the
reasonableness of the tax by comparison to some other standard
means that the. tax may be more like an ad valorem sales tax or a
value added tax than a profit tax. Thi— has implications for the
issue of who will ultimately pay the tax.



How Much Revenue Would Be Raised?

This 1is 1mpossible to estimate with any degree, of certainty
given the difficulty iIn obtaining accurate data on Japanese
shipping costs and given the high degree of guesswork that would
necessarily attend the imputation of a wholesale transfer price
by DOR. However,., the test of reasonableness which might need to
be applied to the tax returns prepared by the foreign
corporation allows one to make an informed guess.

There are at least two time-tested ways to come up with a rough
estimate of what the yield of the tax should be.

(@O Apply a percentage to the estimated market value of the

cargo ships themselves on the assumption that net operating
income from shipping will amortize the invest ent iIn the
vessel over a given period of time.

@ Set the imputed transfer price so that” taxable net
operating income yields Alaska tax revenue which 1s judged
to be fair by comparison to some standard.

Time constraints precluded the use of method (@) 1iIn this study.
Information on construction costs for a ‘'typical™ Japanese
seafood carrier could not be quickly obtained. The application
of method (@ suggests an annual revenue yield of up to 3
percent of the ex-vessel value of the salmon which are shipped
frozen or fresh from Bristol Bay. The 3 percent 1is not only the
rate levied against raw fish under the Alaska Tfishery resource
landing tax, but can also be derived by applying statutory tax
rates to a vessel®s net operating income, as long as this income
is approximately equal to one-third of the ex-vessel value of
the cargo. (These are the kind of relatively loose tests of
reasonableness which have been used by other governments faced
with similar information problems.)

In recent yearsthe annual ex-vessel value of sockeye salmon
harvested in Bristol Bay has fluctuated between $ 125 million

and $ 200million. The midpoint of this range is approximately $

160 million. A conservative estimateof the volume shipped
frozen or fresh to Japan is on the order of 55 percent of the
total harvest, with the remainder either canned or smoked.

A tax of 3 percenc on 55 percent of an annual harvest value of

5 160 million comes to $ 2.64 million per year. If DOR is forced
to judge the reasonableness of the revenue raised from foreign
flagged shippers iIn Bristol Bay by such a standard (when judging
the reasonableness of the foreign corporation®s imputed
wholesale transfer price of the sockeye) then $ 2.64 million may
not be completely unuseable as a fTirst pass estimate of the
maximum amount of revenue to be raised in this fishery each year
by extending the Alaska Corporation Net Income Tax to Tforeign

flagged seafood ;arriers.



Who Really Pavs the Tax?

One of the few acceptably general ™"laws™ of economics can be
stated as follows. Taxes levied on economic agents are borne by
those ager cs only 1i1f they cannot shift the burden onto other
agents via changes 1In prices. Said another way, ...taxes levied on
one side of a market are borne by the partcipants on both sides
of that market in rough proportion to the market power each
possesses. Said yet another way, the real burden of a tax falls
on the 1iInflexible, not necessarily on she who pays the
collector.

Prices paid to domestic processors for frozen and fresh Bristol
Bay sockeye salmon are largely set by Japanese buyers 1In
response to current and expected future prices on the Japanese
wholesale market. A floor to the wholesale price which can be
paid to domestic processors is determined by theilr processing
costs. Chief among the costs which are 1incurred by domestic
processors is the price which they pay to harvesters at
dockside. If the Alaska Corporation Net Income Tax is applied to
Japanese owned or leased cargo ships operating out of Bristol
Bay, 1t will very likely be paid by the harvesters.

One reason this conclusion can be reached is that harvesters are
In no position to bargain for higher prices and seldom do. The
Bristol Bay harvester 1is a price taker for the following

reasons.

@ The 21 on can be caught only during a short period of
time iIn June ar July.

(®) Once the salmon are caught they must be quickly frozen or
otherwise processed. They cannot be left aboard most
harvesting vessels for more than a day without beginning

to deteriorate.

© There i1s no widely recognized harvesters®™ union that can
negotiate with the domestic processors. In previous years
harvester strikes have been called but have collapsed
under the pressure of a fast disappearing sockeye run and
the need to catch enough fish to coverexpenses and

capital costs.

(@ Even if a widely recognized union were to be formed, it
would not have a strike fund and for that reason would
not have a credible strike threat to bring to the
bargaining table. Without a strike fund, the union would
be unable to compensate strikers for the loss of |
season"s earnings.

Traditional economic analysis emphasizes that under these
conditions the harvesters®™ supply curve iIn the ex-vessel market
is vertical or nearly so. A game theorist would emphasize that



harvesters and domestic processors are 1iInvolved In a classic
"take i1t or leave It" strategic game. Important features of this
game are that the harvesters lack both bargaining power and also
much of the strategic iInformation which is readily available to
the dominant domestic processors. Given a take i1t or leave it
price offer from domestic processors, the harvesters®™ best
option is usually to take it. The conclusion readily reached is
that any reduction iIn the wholesale prica received by the
domestic processors would translate almost penny for penny iInto
a lower price paid to harvesters iIn the ex-vessel market.

In the wholesale market the domestic processors find themselves
in much the same situation as that of the harvesters iIn the ex-
vessel market. If the Alaska Corporation Net Income Tax 1S
applied to the ((mputed) 1income derived by foreign corporations
from transporting Bristol Bay salmon to Japan, the foreign
corporation will seek to pass that tax onto another player in
order to avert a decline 1In after tax net operating iIncome.
Assuming that the nominally iIndependent Japanese buyers are iIn
fact members of a closely cooperating group (@s suggested by the
Alaska Attorney General®s memorandum of June 1993), 1t can be
shown that a substantial portion of that tax would be passed
onto the domestic processors in Bristol Bay with the same ease
that downward price TfTluctuations 1iIn the Japanese wholesale
market are now passed on. (An extended argument is out of place
here. One key to understanding why this 1Is true is the previous
observation that the tax may well operate as a value added tax
rather than as a tax on corporate profits per se.)

C.n.clilSIn

IT the Alaska Corporation Net Income Tax iIs applied to Japanese
cargo ships operating in Bristol Bay, the dollar amount of the
tax will need to be imputed. For that reason the tax may tend to
act more Jlike a value added tax than like a profit tax.
Integrated Japanese trading companies are likely to be able to
shift the tax backward onto the domestic processors in the form
of a lower wholesale price per pound for salmon. In turn the
domestic processors will be 1iIna strong position to pass it
backward onto harvesters iIn the form of a lower ex-vessel price.

If the tax yields the $ 2.64 million roughly estimated above,
the average tax paid by each of the 2,700 (or so) limited entry
permit holders will approach $ 1,000, with the Jlarger volume
harvesters paying more than this and the smaller volume

harvesters paying less.



APPENDIX C
The Effect On The North Slope Gas Project

SUMMARY: An estimate of the annual amount of tax that would be
levied on the business income derived from the fleet of LNG
tankers which would transport North Slope natural gas to market
is § 20 million per year. This is apprommatelﬁ 2.6 cents per
MCF. Given the price-competitive nature of the Pacific Rim
natural gas buyers' market the added tax would be borne
primarily if not exclusively by the owners of the Alaska natural
gas pipeline and by the Alaska Railroad Corporation.

A more serious concern is the indirect impact of eliminating
section 883. As discussed in Appendix A, rorospectlve Investors
may view the additional tax on foreign IagPed vessels as a
signal that the State of Alaska will seek to Close its perceived
budget "gap” by further raising taxes on business.

When and if Prudhoe Bay natural gas finds a market, that market
will likely be on the Far Eastern Pacific Rim and 1t will be
served by a fleet of LNG tankers operating out of an ice free
port iIn Southcentral Alaska. For the Tforeseeable future, the
Pacific Rim natural gas market will be one of the most price-
competitive buyers markets iIn che world. If Alaska North Slope
natural gas i1s to enter that market i1t must meet or beat the
price of gas from Australia, Indonesia, Malaysia, Mexico,
Vietnam and (possibly) Siberia. Under these circumstances any
additional taxes levied on the LNG tanker fleet would be borne
largely by the owners of the Alaska natural gas pipeline and the
Alaska Railroad Corporation. (As emphasized earlier, shiftable
taxes are borne by the different players in accordance with
their relative market power. This is a point made in one form or
another in virtually every textbook which has been written for
the past fifty years.) The remainder of this appendix explains
how the estimate of tax burden was obtained.

Appendix B, above, discusses the difficulty that the Alaska
Department of Revenue (DOR) may encounter iIn obtaining accurate
information on the business i1ncome which a foreign corporation
would derive from shipping operations. That discussion applies
here as well. The main point emerging from that discussion 1is
that DOR may well need to compute its own estimates of net
operating iIncome attributable to LNG tanker operations iIn order
to assess the reasonableness of the numbers submitted by the
foreign corporation. Under these circumstances the amount of tax
likeily to be collected can be estimated (albeit with
considerable uncertainty) by using procedures which are not
unlike those which would be used by the Alaska Department of

Revenue.

The Alaska natural gas pipeline will transport between 750
million MCF and 800- million MCF per year from Prudhoe Bay to
tidewater (according to specifications verified by the Yukon
Pacific Corporation). A standard 130,000 cubic meter capacity



LNG tanker transports approximately 2.8 million MCF per trip.1
Assuming a 20 day turn around time per trip, a Tfleet of fifteen
or sixteen LNG tankers. would be needed to convey North Slope
natural gas to market.

Construction cost estimates published by the International
Energy Agency (an agency ofthe Organization for Economic
Cooperation and Development) and then restated iIn constant 1996
dollars place the cost of a 130,000 cubic meter LNG tanker in
the range of $ 200 million to $ 250 million.2The mid point of
this range is $ 225 million. Jeff Lowenfels of Yukon Pacific
Corporation reports that their current cost estimates for a
125,000 cubic meter LNG tanker lie iIn the range of $ 225million
to $ 235 million. Here we will use an estimateof $ 225 million

for a 130,000 cubic meter tanker just to be conservative.

Assuming that the foreign corporation which owns the LNG tankers
sets its shipping price at a level which would allow
construction cost recovery in fire to ten years, an LNG tanker
costing $ "25million would generate between $ 22.5 and $.45
million in net operating incomeper year. The mid point of the
range is $ 33.75 million per year.

The $ 33.75 million in worldwide net operating income would need
to be apportioned between Alaska and the rest of the world in
order to determine the amount of Alaska net operating iIncome.
Given the nature of these operations an apportionment factor of
0.5 suggests itself. (In 0SG Bulk Ships Inc. vs. State of Alaska
the court ruled that a days-in-port ratio could be used to
apportion Alaska net operating income. The tankers can
reasonably be expected to spend roughly as many days in the
Alaska port as 1iIn the port of destination.) A reasonable
estimate of Alaska net operating income is then $ 16.9 million
per year per 130,000 cubic meter LNG tanker. For the fleet of
fifteen such tankers needed for the project, the total
applicable Alaska nee operating income comes to roughly $ 250

million.

At current tax rates the annual Alaska Corporation Net Income
Tax on $ 225 nr l.iion of net operating iIncome would be

approximately
$ 20 million. Spread over the annual volume of gas to be shipped

(approximately 775 million MCF) we get an estimated tax of 2.6
cents per MCF.

Conclusion
1 cubic meters of LNG times 600 = cubic meters dry gas
1 cubic meter dry gas = 35.3 cubic feet dry gas

2 See NATURAL GAS PROSPECTS AND POLICIES, OECD Paris, 1991. On page
146 a 125,000 cubic meter LNG tanker would cost between $ 200 million

and S 220 million in 1991 dollars.



The direct impact of a tax of 2.6 cents per MCF can hardly be
called significant. However, ..the ~potential indirect impact is of
somewhat greater concern;: As discussed in  Appendix A,
prospective investors base their decisions on the after tax
returns which they anticipate. These investors may view the tax
on foreign flagged vessels as a signal that the State of Alaska
will seek to close 1its perceived budget 'gap™ by further raising
taxes on businesses rather than by using other measures at its
disposal. If so, it is not yet clear just how significant the
taxation of section 883 income will ultimately be.

OF particular concern to prospective investors in the Alaska
natural gas pipeline is the fact that once the pipeline is built
it may present a ready target for taxation. (Recall the talk in
the early 1980°s about the desireability of taxing resource
"rents.') Fixed, immovable capital like a pipeline will
typically not be shut down as long as operating revenue exceeds
the variable costs of operation or until the original iInvestment
iIs recouped. Knowing®that they are vulnerable once the pipeline
is built, investors may hesitate befors building it in the TFfirst

place.



APPENDIX D
Two. Other.Cases of.Note_

Coal Exports To Korea

Usibelli Coal Mine, -.Inc. of _Healy, Alaska mined 1.7million
short tons of coal in 1995 of which approximately one-half was
sold to the Suneel Corporation and shipped to Honam, Korea out
of the Port of Seward, via the Alaska Railroad. Suneel®s coal
transports would be subject to a tax on section 883 income.

At this time estimates of the dollar amount of the tax cannot be
made with any reasonable accuracy. However, it 1is clear that
Suneel Alaska, the Alaska Railroad and Usibelli would all bear a
portion of the burden because none of the three players has a
ready alternative to -business as usual. Suneel may be the most
flexible of the three given the company"s ability to eventually
find an alternative sourceof energy elsewhere on the Pacific
Rim. However, the Ilow sulphur coal obtained from the Usibelli
mine could not be replaced iIn a short period of time. Further
comments along these lines may be forthcoming from management at
Usibelli Coal Mine, 1Inc., the Alaska Railroad Corporation and

Suneel Alaska Inc.

The difficulty encountered in attempting to estimate the dollar
yield of the tax, and just who will pay it, points out one of
the major problems with the taxation of section 883 income.
Before the fact, one cannot know with the requisite degree of
certainty just who will pay and how much. What one canknow is
than, 1In the future, Alaskacoal and hard rock minerals will be
even less competitive on the Pacific Rim than they are today if
section 883 1i1ncome comes under additional taxation. In markets
which are as price competitive as international resource markets
are today, the Alaska seller will necessarily need to accept a
lower price for his product in order to compensate shippers for

the tax on their section 883 income.
Foreign Air Carriers, International Flightis.

Foreign airlines operating between Alaska and a foreign country
would be subject to a tax on their section 883 income. These
carrierswould be faced with four options: (@ charge higher
fares to their passengers and cargo shippers, (b) negotiate
lower landing fees with the Alaska airports, (©) accept Ilower
profits, or (d cease using the Alaska airports. Two separate
cases must be considered: airlines which simply stop over 1iIn
Alaska for refueling or for other reasons and airlines for which
Alaska is a departure point or a destination.



AIRLINES STOPPING OVER IN ALASKA

Option @ 1is the least likely to be pursued given the
multiplicity of airline choices and routing options
available to most travellers and shippers.

IT the Alaska section 883 1income tax 1is large relative
to the added costs associated with routing aircraft around
Alaska then either option @@ or option () 1is likely to be
pursued. In thissituation, much of the burden of the tax

will fall largely on Alaskans.

IT the Alaska section 883 income tax is small relative to
the added costs associated with routing aircraft around

Alaska somecombination of options (a2, G and (© 1is
likely. In this situation at least some of the burden will
fall on Alaskans but iIn a proportion whichcannot be

determined without considerable further study.

Competition among foreign carriers for Alaska passenyers and
cargo 1iIs not a consideration in the case of stop over

flights.

ALASKA AS A DEPARTURE POINT OR DESTINATION

Option (@ 1is a plausible alternative. Alaska travellers and
shippers could avoid the higher costs of direct flights by
re-routing through Seattle but would encounter additional
layover delays and flight changes. The  threat of a
discontinuation of service suggests that the airlines are
unlikely to bear the majority of the burden.

Competition among foreign carriers for Alaska passengers, and
cargo is likely to force at least some of the burden onto
the air carriers no matter the size of the tax.

As in the case of coal exports, it is not completely clear what
is involved here in terms of dollars to be paid and who will pay
them. However, an analysis of the options available to foreign
air carriers does suggest that when and if the required
additional research 1is completed it will show that the tax Iis
likely to fall more heavily oh Alaska individuals and businesses
than on the foreign air carrier. The reason for this is much the
same as that given repeatedly in earlier sections of the report.
The air carriers have many more options than do the Alaska

players.



APPENDIX E

The Tfollowing letter and attachment were sent by the Italian
government to the U.S. Department of State on March 19, 1980. It
illustrates the opposition which may be forthcoming from foreign
governments i1f the State of Alaska succeeds 1iIn taxing section
883 income. One key difference between section 883 income and
other Alaska income earned by foreign corporations 1is that the
other 1income 1is also taxed by the federal government. With
regard to other (non section 883) income the State of Alaska can
depend upon receiving the support of the federal government in
obtaining detailed accounting records from foreign corporations.
With regard to section 883 income such support may not be

forthcoming.

Ambasciata D" Iltalia
Washington D.C.
March 19, 1980

To the Department of State
Washington D.C.

The Italian Embassy presents its compliments to the Department
of State and, on behalf of the nine EEC Governments, of which
the Italian Government has now the presidency, it has the honor
to forward the attached Note on the problems of the unitary

method of taxation.

The I1talian Embassy welcomes the opportunity to renew to the
Department of State the assurances of its highest consideration.

[Seal]

Paola Pansa Cedronio
Ambassador of Italy

ATTACHED NOTE

1. Our Governments are concerned about the application to US
subsidiaries of foreign companies of the unitary basis of
taxation as applied 1in California and in varying degrees by

certain other states.

2. The unitary basis makes no attempt to examine the profits
generated by the subsidiary. It looks to the total profits of
the worldwide operations of the group of which the subsidiary is
a part,, and claims a portion of those profits on the basis of
the assumption that certain specified factors, such as the fixed
asset values, turnover and payroll, affect the profits of the
subsidiary in the same way and to the same extent as the profits
of the group as a whole, irrespective of where the corporations
of the group operate. This means that, whenever the group as a
whole makes a profit the subsidiary will be taxed on a portion
of this profit, even Iif the subsidiary 1is actually making a



loss, or in the reverse situation, that the subsidiary may not
be taxed if the group as. a whole has made a loss, although the
subsidiary is actually in a profit making situation.

3. This method is incompatible with the principles accepted by
all OECD member states and recommended to all states as a basis
for the taxation of__subsidiaries or permanent, establishments of
foreign enterprises. These principles require that a subsidiary
should be taxed only on the profits 1t actually has made,
provided that these are based on dealing at ™"arm®"s length”
between the subsidiary and related enterprises, 1i.e., that the
transactions between the subsidiary and related corporations are
on the same or on a comparable basis as transactions between
wholly independent parties. This is iIntended to arrive at a fair
measure of profit and rule out artificial pricing between
members cf the group for the sole purpose of minimizing tax

liability.

4. Unless the same basic rules for calculating taxable profits
are followed generally by the main trading nations it will be
impossible to achieve the essential objective of providing a
consistent and coherent international tax framework for trade

and investment.

5.The unitary tax basis can give rise to obviously inequitable
tax liabilities, and to a form of double taxation which often
cannot be relieved, or can be relieved only if countries, which
follow generally accepted practices, bear an unfair burden of

relief.

6. Unitary taxation, because 1t requires worldwide reporting of
the group"s activities 1iIn the state where the subsidiary
operates imposes very heavy compliance costs, in addition to the
costs of compliance and reporting for non-US corporations in
their "home"™ countries.

7. The Federal Government uses the arms-length basis for Iits
taxation of subsidiaries of foreign corporations.

8. The problem was addressed in the US/UK Double Taxation
Treaty. Article 9(4) of the Treaty, which was supported by the
Administration, would have disallowed the imposition of unitary
taxes on subsidiaries of UK companies. When the Senate voted on
the Treaty in 1978 the majority approved the Treaty with Article
9(4) in its original form, although the necessary two-thirds
majority was not achieved. Subsequently, the Senate approved the
Treaty with the necessary two-thirds majority, but subject to
the reservation that Article 9(4) was not to apply for the
purpose of state taxation. Article 9(4) remained iIn the Treaty,
but only for the purpose of national taxation.

9. There are currently four relevant bills in Congress, S983,
$1688, HR 5093 and HR 5076, the Hlast of which 1is scheduled for
hearings on the 31st of March.



In..view, of the_strong arguments against unitary, taxation, our
Governments urge you to support this legislation iIn so far as it
relates to the unitary tax issues raised above, with a view to

early enactment.

END OF ATTACHED NOTE

(reprinted from "'State Taxation of Multinational and Multistate
Corporations,”™ by Harvey Galper, Advisory Commission On
Intergovernmental Affairs, Washington D.C. no date affixed,
circa 1982, copy available upon request)





