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BILL VERSION: CJ SB 119 (Finance)STATE OF him 
1930 LEGISLATIVE SESSION
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REQUEST:
FISCAL NOT

PUBLISH DATE:

E
Revision Date: February 27, 199QAmended 
Title: Corporate Taxpayers with Foreign 
Parent Corporations

Agency Affected: Revenue
BRU: Income & Excise Audit

Sponsor: Rules Committee
Requestor: On Draft CS

Components: Operating

EXPENDITURES/REVENUE^: (Thousands of Doll ars)
FY 91 FY 92 FY 93 FY 94 FY 95 J FY 96

OPERATING
PERSONAL SERVICES 335.0 335.0 335.0 335.0 335.0 335.0
TRAVEL 31.4 31.4 31.4 31.4 31.4 31.4
CONTRACTUAL 65.0 65.0 65.0 65.0 65.0 65.0
SUPPLIES 10.0 10.0 10.0 10.0 10.0 10.0
EQUIPMENT 43.0 0 0 0 0 0
LANDS & STRUCTURES 0 0 0 0 0 0
GRANTS, CLAIMS 0 0 0. 0 0 0
MISCELLANEOUS 0 0 c 0 ' 0 0

TOTAL OPERATING 484.4 441.4 , 441.4 441.4 441.4 441.4

I CAPITAL o o 0 :] o o o .

REVENUE J <l-3m11>|<1-3m11^  <l-3mi1>|<1 —3m11>|<l-3m11>|<1—3mi1>

FUNDING: (Thousands of Dollars)
GENERAL FUND 484.4 441.4 441.4 441.4 441.4 441.4
FEDERAL FUNDS 0 0 0 0 0 0
OTHER 0 0 0 0 0 0
TOTAL 0 0 0 0 0 o

POSITIONS: • ’* •

FULL-TIME 6 1 6  1 6 6 6 6
PART-TIME 0 0 0 0 0 0 '
TEMPORARY 0 | 0 | 0 0 0 0

ANALYSIS: (Attach a separate page 1fi! gecessarv)

Prepared By: Steven E. Kettel
Division: Income and Excise Aufrft

Approved by Commissioner: Hugh Malone
Agency: Department of Revenue

(907) 465-2320
March 1. 1990

Date: March 1. 1990

Distribution (by preparer): 
Legislative Finance 
Legislative Sponsor 
Requestor
Office of Management and Budget 
Impacted Agencydes) p a g e  1 o f  2.
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Prepared by:
Steven
Alaska Department of Revenue

Fiscal Note Analysis
This legislation affects all Non-Petroleum Multinational Alaskan 

Corporate Taxpayers, both those with U.S. Domestic parent Corporations 
and those with Foreign Parent Corporations.

The proposed legislation would provide an election for Alaska 
corporate Income taxpayers with activities 1n and outside the United 
States to file on a water's edge combined basis beginning In calendar 

, year 1991. The legislation would affect multinational corporations which 
.are required to file on a worldwide unitary basis under current law. The 
legislation would not affect taxpayers who currently file under AS
43.20.072 <011 and Gas Producers and Pipelines). Nor would It affect 
Alaska corporate taxpayers with operations only with Alaska or only 
within the United States.

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

Personal Services 
Staffing Includes:

2 Appeals Officers - Juneau 
2 Revenue Auditor IV - Seattle 
2 Revenue Auditor IV - Anchorage

FY 91

$115.0
105.0
115.0

Total Personal Services Costs $335.0

Travel ‘
12 Audits conducted by 4 auditors 01.2 
6 Appeals conducted In Anchorage 01.0 

IRS Training - 6 0 $1.5 
Management Review - 4 0 $.5 

Total Review

14.4
6 . 0
9 . 0
2 . 0

31.4

?

v-r - •

Contractual
Forms Development and publication 
Telecommunications, Centrex 
New leased space - Seattle*

Total Contractual 
* The Seattle office will need to be 

relocated due to a lack of available 
space for new staff.

Supplies
Office Supplies, Audit Manuals & References 

Total Supplies

Equipment
Office Furniture
6 Wang PC Computers, Cable Hookup 
2 Laptop Computers

Total Equipment

$13.0
4.0

48.0

1 0 . 0

65.0

1 0 . 0

43.0

Total Costs $484.4
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1 9 8 9  L E G I S L A T I V E  S E S S I O N PUBLISH DATE: ,1/17/89

R E Q U E S T :
F I S C A L  N O T E

R e v i s i o n  D a t e :   ________
T i d e :  U n i t a r y  T a x

S p o n s o r :  Rules Comnittee
R e q u e s t o r :  Governor

A g e n c y  A f f e c t e d :  Commerce & Econ. Dev. 
B R U . Division ot Banking, securities 

and Corporations

C o m p o n e n t s  :  —  ................— _________________________

E X P E N D I T U R E S / R E V E N U E S :  ( T h o u s a n d s  o f  D o l l a r s )

OPERATING F Y  89 F Y  90 F Y  91 F Y  92 F Y  93 F Y  94

PERSONAL SERVICES 
TRAVEL 
CONTRACTUAL 
SUPPLIES 
EQUIPMENT 
LAN D * STRUCTURES 
GRANTS. CLAIMS 
MISCELLANEOUS

TO TA L O PERATIN G - 0 - -0 - -0 - -0 - -0 - - 0 -

C A P ITA L
-0 “_____

-0 - -0 - -0 - - 0 - -0 -

REVEN U E -0 - -0 - - 0 - - 0 - -0 - -0 -

FU N D IN G : (Thousands of Dollars)

GENERAL FUND
FEDERAL FUNDS
OTHER
TOTAL .  -0 - -n - -0 - - 0 - -u -

P O S I T I O N S :

FULL-TIME
PART-TIME
TEMPORARY

A N A L Y S I S  :  ( A t t a c h  a  s e p a r a t e  p a g e  i f  n e c e s s a r y )

Prepared by: Willis F. Kirkpatrick. Director______
Division: Banking. Securities and Corporations

P h o n e  
D a l e : .

465-2521
■'017U97TW

Larry Merculieff 01/09/1S89A p p r o v e d  b y  C o m m i s s i o n e r .  _
Agency. Dept, of Commerce & Economic Development

D i s t r i b u t i o n  ( b y  p r e p a r e r ) :  
L e g i s l a t i v e  F i n a n c e  
L e g i s l a t i v e  S p o n s o r  
R e q u e s t o r
O f f i c e  o f  M a n a g e m e n t  a n d  B u d g e t  
I m p a c t e d  A g e n c y ( i e s )
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a p p r o p r i a t e .  3 / ^ 3
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the requirements of 26 U.S.C. 861(c)*

(2) a domestic international sales corporation* in this 

paragraph, "domestic international sales corporation" has the

CSSB 119(Fin) J
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Original sponsor(s): Rules/Governor

IN THE SENATE BY THE FINANCE COMMITTEE

CS FOR SENATE BILL NO. 119 (Finance)

IN THE LEGISLATURE OF THE STATE OF ALASKA 

SIXTEENTH LEGISLATURE - SECOND SESSION

A BILL

For an Act entitled: "An Act relating to the w a t e r’s edge method of cal­

culating income taxes for certain corporations other 

than corporations engaged in the production of oil or

gas from a lease or property in the state or in the

transportation of oil or gas by regulated pipeline in

the state* and providing for an effective date."

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

* Section 1. It is the purpose of this Act to promote investment and

trade opportunities in the state.

* Sec. 2. AS 43.20 is amended by adding a new section to read:

Sec. 43.20.073. AFFILIATED GROUPS. (a) A  corporation that is a 

member of an affiliated group shall file a return using the water's 

edge combined reporting method. A  return under this section must 

include the following corporations if the corporations are part of a 

unitary business with the filing corporation:

(1) an affiliated corporation that is eligible, to be in­

cluded in a federal consolidated return under 26 U.S.C. 1501 - 1505 
*

(Internal Revenue Code) if the corporation's property, payroll, and 

sales factors in the United States average

(A) 20 percent or more* or

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

the requirements
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the requirements of 26 U.S.C. 861(c)i

(2) a domestic international sales corporation! in this 

paragraph, "domestic international sales corporation" has the meaning
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IN THE SENATE BY THE FINANCE COMMITTEE

CS FOR SENATE BIEL NO. 119 (Finance)

IN THE LEGISLATURE OF THE STATE OF ALASKA 

SIXTEENTH LEGISLATURE - SECOND SESSION

A BILL

For an Act entitled: "An Act relating to the w a t e r’s edge method of cal­

culating income taxes for certain corporations other 

than corporations engaged in the production of oil or

gas from a lease or property in the state or in the

transportation of oil or gas by regulated pipeline in 

the statej and providing for an effective date."

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

* Section 1. It Is the purpose of this Act to promote investment and 

trade opportunities In the state.

* Sec. 2. AS 43.20 is amended by adding a new section to read:

Sec. 43.20.073. AFFILIATED GROUPS. (a) A  corporation that is a 

member of an affiliated group shall file a return using the water's 

edge combined reporting method. A return under this section must 

include the following corporations if the corporations are part of a 

unitary business with the filing corporation:

(1) an affiliated corporation that is eligible to be in­

cluded in a federal consolidated return under 26 U.S.C. 1501 - 1505
*

(Internal Revenue Code) if the corporation's property, payroll, and 

sales factors in the United States average

(A) 20 percent or more* or

(B) under 20 percent, if the corporation does not meet
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given in 26 U.S.C. 992(a);

(3) a foreign sales corporation* in this paragraph, 

"foreign sales corporation" has the meaning given in 26 U.S.C. 922(a);

(4) a corporation, regardless of the place where the corpo­

ration was incorporated, if the corporation's property, payroll, and 

sales factors in the United States average 20 percent or more;

(5) a corporation that ie incorporated in or does business

in a country that does not impose an income tax, or that imposes an 

income tax at a rate lower than 90 percent of the United States income 

tax rate on the income tax base of the corporation in the United 

States, if

(A) 50 percent or more of the sales, purchases, or 

payments of income or expenses, exclusive of payments for intan­

gible property, of the corporation are made directly or indirect­

ly to one or more members of a group of corporations filing under 

the w a t e r’s edge combined reporting method;

(B) the corporation does not conduct significant 

economic activity.

(b) When computing taxable income for a corporation under (a) of 

this section, the following amounts shall be excluded:

(1) 80 percent of dividend income received from foreign 

corporations;

(2) an amount treated as a dividend under 26 U.S.C. 78;

(3) 80 percent of the royalties accrued or received from a

foreign corporation.

(c) In (b)(1) and (3) of this section, a payment is considered 

to be received from a corporation that is part of the unitary business 

if the payment is received



water's edge combined report filed under this section* and

(2) from a corporation in which the recipient owns 50 

percent or more of the stock of the corporation.

(d) Dividends and royalties taxable to a corporation using the 

water's edge combined reporting method are in lieu of an expense 

attribution for income excluded under (b) of this section.

(e) The department may require a corporation that files under

(a) of this section to file a worldwide combined report instead, if 

the corporation or an affiliated corporation

(1) fails to comply with regulations adopted under this 

chapter, including domestic disclosure spread sheet filing require­

ments; or

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

department that is necessary for the department to audit the tax­

payer's corporate return in a reasonable period of time.

(f) This section does not apply to taxpayers subject to AS 43.-

20.072 engaged in the production of oil or gas from a lease or proper­

ty in the state or engaged in tho transportation of oil or gas by 

regulated pipeline in the state.

(g) In this section,

(1) "affiliated corporation" means a member of an affili­

ated group to which the taxpayer filing a return under (a) of this
e

section belongs;

(2) "affiliated group" means a group of two or more corpo­

rations, ir» which 50 percent or more of the voting stock of each

member of Che group is directly or indirecrly owned by one or more 

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

members of the group;

(3) "foreign corporation" means a corporation created or

-3- CSSB 119 (Fin)
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organized outside of the United States, the District of Columbia, tht 

Commonwealth of Puerto Rico, or a possession of the United States*

(4) "w ate r’s edge combined reporting method" means a re­

porting method in which Che only corporations besides the taxpayer 

that may be included in the return are the corporations listed in (a) 

of this section.

* Sec. 3. This Act applies to tax years beginning after December 31,

* Sec. 4. This Act takes effect immediately under AS 01.10.070(c)

CSSB 119(Fin)
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Alaska
P.O. Box Y 

Juneau, AK 99811*3100 
Phone: (907) 163-3991

L eg is la tiv e  R e se a rc h  A gency
(907) 163*3991 

Fax: (907) 163-3351

ATTN:

FROM:

RE:

March 1, 1990

MEMORANDUM

TO: Senator Rick Uehling

Carol Horos

Gordon S. Harrison, D irector

Adm inistrative Burden of Implementing Unitary Tax Change from World­
wide to Water’ s Edge Method in  Colorado and Oregon

At your request, I queried revenue o f f ic ia ls  in the states of Colorado and 
Oregon about the adm inistrative impact of implementing a change in the unitary 
income tax law from the so-called worldwide to water’ s edge method. Oregon 
made such a change in 1984 (e ffe c tive  1986), and Colorado in 1986. My 
conversations were b r ie f and did not deal at length with the technical d e ta ils  
of the laws of these sta tes . Nor did I discuss the revenue impact of the law 
changes.

Colorado

I spoke with Ted Middle, ch ie f auditor of the Colorado Department of Revenue 
(303-294-5100). Mr. Middle said that the Colorado law incorporates many 
innovative provisions; that i t  is  not a conventional, formulation of the water’ s 
edge approach. Consequently, he foresees a degree of d if f ic u lt y  in 
implementing the law that would not otherwise e x is t  under a standard approach 
to the water's edge ru le . S p e c if ic a lly , he foresees d if f ic u lt y  with auditing 
returns because of the p e cu lia rit ie s  of the law. The department is  only now 
beginning to audit 1986 returns, so i t  has not fu l ly  assessed the problems i t  
may have. However, the department has not been given more s ta f f  to deal with 
the new law (and th is  seems un like ly  anytime soon), so the outcome of the 
situation w il l  be fewer audits and less  e ffective  enforcement.

The department had to prin t new forms and in stru ctio n s; and i t  has had to 
promulgate new regulations. The f i r s t  task was not s ig n if ic a n t ; the second has 
been. Mr. Middle estimates that he has approximately one fu ll-tim e  equivalent 
employee working fu ll  time on the regulations. Mr. Middle believes that the 
writing and adoption of regulations would have been a shorter and less  
complicated process with a more conventional law (fo r  example, model 
regulations would have been a va ilab le ).



Senator Uehling
March 1, 1990
Page 2

Oregon

I spoke with Richard A. Munn, d irecto r of the Oregon Department of Revenue 
(503-378-3363). He said that the change to the water's edge approach did not 
have a s ig n ifica n t f is c a l impact on the department. The department had to 
p rin t new forms and instructions and adopt regulations, but he characterized 
these expenses as minor. He also described the Oregon law as uncon/entional, 
although i t  sounded less  so than the Colorado law. He said that the law 
resulted in lower revenues to the sta te , but did not lower or increase the 
adm inistrative costs of the department. Like the Colorado department, the 
Oregon department is  ju s t  beginning to audit 1986 returns.

Oregon's law applies to a ll foreign and domestic businesses with in terstate  
a c t iv ity . I t  is  Mr. Munn's opinion that a law targeting only "foreign parents" 
would be unconstitutional by the Oregon and U.S. constitutions. Mr. Munn said 
that the Oregon Department of Revenue has o ffices in several major U.S. c i t ie s .  
The existence of these o ffices predates the change from worldwide to water's 
edge taxation .

I hope th is  information is  su ffic ie n t fo r your needs. I f  you have any 
questions, or would lik e  additional information, please c a l l .
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££>tate Hegtglaturt
Senate Stoources Committee

S enato r Bettye Fahrenkam p. C hairm an

Senator Ja y  Kerttula. Vice Chairman 
Senator Dick Ellason 
Senator Steve Frank 
Senator Rick Halford 
Senator Arllss Sturgulcwski 
Senator Fred Zharoff

P.O. Box V 
Juneau. Alaska 9981 , 

(907) 4 6 5 -4907

SENATE RESOURCES COMMITTEE LETTER OF IN TEN T FOR SB 1 1 9

T h i s  b i l l  w i l l  r e q u i r e  m u l t i n a t i o n a l  f i r m s  w i t h  f o r e i g n  p a r e n t s  
t o  f i l e  A l a s k a  c o r p o r a t e  t a x  r e t u r n s  u s i n g  t h e  w a t e r ’ s  e d g e  
m e t h o d .  T h e  a b i l i t y  t o  u s e  t h e  w a t e r ' s  e d g e  m e t h o d  h a s  b e e n  
s o u g h t  b y  f o r e i g n  f i r m s  c o n t e m p l a t i n g  i n v e s t m e n t s  i n  A l a s k a ,  a n d  
b y  K e i d a n r e n ,  t h e  u m b r e l l a  o r g a n i z a t i o n  o f  J a p a n e s e  b u s i n e s s  a n d  
e c o n o m i c  i n t e r e s t s .  T h e  c o m m i t t e e  b e l i e v e s  t h e  c h a n g e  p r o p o s e d  
i n  t h i s  b i l l  w i l l  r e m o v e  a  b a r r i e r  t o  g r e a t e r  f o r e i g n  i n v e s t m e n t  
i n  A l a s k a .

U n d e r  SB 1 1 9  ( a n d  u n d e r  c u r r e n t  l a w ) ,  f i r m s  w i t h  d o m e s t i c  ( U . S . )  
p a r e n t s  a r e  n o t  p e r m i t t e d  t o  u s e  t h e  w a t e r ' s  e d g e  f i l i n g  m e t h o d .  
T h e  c o m m i t t e e  c o n s i d e r e d  a r g u m e n t s  f o r  e x t e n d i n g  t h e  w a t e r ' s  e d g e  
m e t h o d  t o  d o m e s t i c  f i r m s ,  b u t  r e j e c t e d  s u c h  a n  e x t e n s i o n .
W a t e r ' s  e d g e  a c c o u n t i n g  e n t a i l s  v e r y  l i t t l e  s t a t e  r e v e n u e  l o s s  
w h e n  a p p l i e d  o n l y  t o  f i r m s  w i t h  f o r e i g n  p a r e n t s ,  b u t  w o u l d  c a u s e  
a  l o s s  o f  $ 3 - 6  m i l l i o n  a n n u a l l y  i f  a p p l i e d  t o  a l l  m u l t i n a t i o n a l  
f i r m s  d o i n g  b u s i n e s s  i n  A l a s k a .  T e s t i m o n y  b e f o r e  t h e  S e n a t e  
R e s o u r c e s  C o m m i t t e e  f a i l e d  t o  d e m o n s t r a t e  t h a t  a d d i t i o n a l  
i n v e s t m e n t  w o u l d  f l o w  t o  A l a s k a  f r o m  d o m e s t i c  f i r m s  a s  a  
c o n s e q u e n c e  o f  a l l o w i n g  t h e m  w a t e r ' s  e d g e  f i l i n g ,  o r  t h a t  s u c h  
a d d i t i o n a l  i n v e s t m e n t  w o u l d  j u s t i f y  t h e  r e v e n u e  l o & s .

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



S e n a t e  B i l l  1 1 9 ,  a s  o r i g i n a l l y  i n t r o d u c e d ,  p r o v i d e d  f o r  

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

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

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

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

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

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

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

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

w a t e r ' s  e d g e  c o m b i n e d  r e p o r t i n g  m e t h o d .

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

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

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

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

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

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

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

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

* /  S e c t i o n  1 o f  t h e  p r o p o s e d  CS s e t s  o u t  t h e  p u r p o s e  o f  t h e  
A c t  —  t o  p r o m o t e  i n v e s t m e n t  a n d  t r a d e  o p p o r t u n i t i e s  i n  t h e  
s t a t e .  S e c t i o n s  3 a n d  4 a r e  e f f e c t i v e  d a t e  s e c t i o n s ,  p r o v i d i n g  
t h a t  t h e  w a t e r ' s  e d g e  m e t h o d  w i l l  a p p l y  t o  t a x  y e a r s  b e g i n n i n g  
a f t e r  D e c e m b e r  3 1 ,  1 9 8 9 .



t h e y  a r e  i n c o r p o r a t e d  i n  t h e  U n i t e d  S t a t e s  o r  e l s e w h e r e ) , * * /

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

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

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

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

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

S t a t e s ) .

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

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

t a x a b l e  i n c o m e  —  s p e c i f i c a l l y ,  8 0  p e r c e n t  o f  d i v i d e n d s  a n d  

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

u n d e r  S e c .  7 8  o f  t h e  I n t e r n a l  R e v e n u e  C o d e .  * * * /  F o r e i g n  

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

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

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

* * * /  U n d e r  t h e  I n t e r n a l  R e v e n u e  C o d e ,  a  c o r p o r a t i o n  i s  
p e r m i t t e d  t o  t a k e  a  t a x  c r e d i t  f o r  i n c o m e  t a x e s  p a i d  b y  c e r t a i n  
a f f i l i a t e d  f o r e i g n  c o r p o r a t i o n s .  S e c t i o n  7 8  p r o v i d e s  t h a t  i f  a  
c o r p o r a t i o n  d o e s  t a k e  a  f o r e i g n  t a x  c r e d i t ,  a n  a m o u n t  e q u a l  t o  
t h e  t a x  c r e d i t  w i l l  b e  " d e e m e d "  t o  h a v e  b e e n  r e c e i v e d  a s  t a x a b l e  
i n c o m e  b y  t h e  t a x p a y e r  c o r p o r a t i o n  a s  a  d i v i d e n d  f r o m  t h e  f o r e i g n  
c o r p o r a t i o n .  A l a s k a  d o e s  n o t  a l l o w  c o r p o r a t i o n s  t o  t a k e  a  
f o r e i g n  t a x  c r e d i t .  T h u s  i n  A l a s k a  t h e r e  i s  n o  j u s t i f i c a t i o n  f o r  
i n c l u d i n g  a n y  a m o u n t  o f  t h e s e  " d e e m e d "  d i v i d e n d s  i n  t h e  
c o r p o r a t i o n ' s  t a x a b l e  i n c o m e .



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

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

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

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

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

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

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

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

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

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

p e r c e n t  ol :  d i v i d e n d  a n d  r o y a l t y  i n c o m e  r e c e i v e d  f r o m  a  f o r e i g n  

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

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

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

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

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

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

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

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

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

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

i n c o m e .

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

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

a d m i n i s t r a t o r s  h a d  t h a t  a  t a x p a y e r  m i g h t  a t t e m p t  t o  c l a i m  t h e  8 0  

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



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

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

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

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

S u b s e c t i o n  ( d )  s i m p l y  r e c o g n i z e s  t h a t  t h e  2 0  p e r c e n t  o f  

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

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

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

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

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

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

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

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

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

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

o i l  o r  g a s .

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

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

" w a t e r ' s  e d g e  c o m b i n e d  r e p o r t i n g  m e t h o d . "
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C u r r e n t l y ,  t h e  D e p t ,  o f  R e v e n u e  r e q u i r e s  a l l  m u l t i n a t i o n a l  

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

f o r e i g n  s u b s i d i a r i e s '  i n c o m e  i n  t h e i r  t a x  r e t u r n s ,  u s i n g  a  m e t h o d  

c o m m o n l y  k n o w n  a s  " w o r l d w i d e  c o m b i n a t i o n . "  A s  o r i g i n a l l y  

i n t r o d u c e d ,  S e n a t e  B i l l  1 1 9  e s t a b l i s h e s  a  w a t e r ' s  e d g e  m e t h o d  f o r  

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

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

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

U n i t e d  S t a t e s .  H o w e v e r ,  t h e  o r i g i n a l  v e r s i o n  o f  S e n a t e  B i l l  1 1 9  

e s t a b l i s h e s  t h e  w a t e r ' s  e d g e  m e t h o d  o n l y  f o r  m u l t i n a t i o n a l  

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

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

c o m b i n a t i o n  m e t h o d .



T h e  p r o p o s e d  CS w o u l d  e x p a n d  t h e  c o v e r a g e  o f  w a t e r ' s  e d g e  

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

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

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

t h e  o r i g i n a l  b i l l .

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

o r g a n i z a t i o n s  a n d  i n d i v i d u a l  b u s i n e s s e s  e x p r e s s i n g  s u p p o r t  f o r  

i n c l u d i n g  d o m e s t i c  m u l t i n a t i o n a l s  i n  t h e  b i l l  —  i n c l u d i n g  t h e  

S t a t e  C h a m b e r  o f  C o m m e r c e ,  T h e  A s s o c i a t i o n  o f  G e n e r a l  C o n t r a c t o r ? "  

o f  A l a s k a ,  t h e  A l a s k a  M i n e r s  A s s o c i a t i o n ,  a n d  t h e  X e r o x  

C o r p o r a t i o n .

F i r s t ,  t h e  CS c o n t a i n s  s t a n d a r d  w a t e r ' s  e d g e  p r o v i s i o n s  t h a t  a r e  

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

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

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

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

I  am n o t  a w a r e  o f  a n y  o p p o s i t i o n  w h a t s o e v e r  f r o m  t h e  b u s i n e s s  

c o m m u n i t y  t o  t h e  p r o v i s i o n s  o f  t h e  C S .

S e n a t e  B i l l  1 1 9  a s  o r i g i n a l l y  i n t r o d u c e d  p r o v i d e s  f o r  w a t e r ' s  

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

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

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



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

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

w h e r e  t h e  p a r e n t  h a p p e n s  t o  b e  i n c o r p o r a t e d .  F o r  a n o t h e r ,  we  

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

c o m p e t i t i v e  d i s a d v a n t a g e .  A s  I  h a v e  a l r e a d y  m e n t i o n e d ,  t h e  

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

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

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

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

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

t a x a t i o n .  A l l  t h e  o t h e r  s t a t e s  t h a t  p r e v i o u s l y  r e q u i r e d  t h e  

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

w a t e r ' s  e d g e  r e p o r t i n g .  A l a s k a  i s  t h e  o n l y  r e m a i n i n g  s t a t e  t h a t  

r e q u i r e s  w o r l d w i d e .  A s  w e  h a v e  h e a r d  f r o m  b o t h  t h e  f o r e i g n  a n d  

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

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

t h i n k i n g  a b o u t  m a k i n g  i n v e s t m e n t s  i n  A l a s k a  —  t h e  m e s s a g e  t h a t  

A l a s k a  d o e s  n o t  w a n t  i t s  b u s i n e s s .

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

l o o k i n g  f o r w a r d  t o  d e c l i n i n g  p r o d u c t i o n  f r o m  P r u d h o e  B a y ,  i t  

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

d i v e r s i f i e d  b u s i n e s s  i n v e s t m e n t  i n  t h e  s t a t e .



T h e r e  i s  n o  q u e s t i o n  t h a t  A l a s k a ' s  a n n u a l  r e v e n u e s  f r o m  t h e  

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

w a t e r ' s  e d g e  m e t h o d  —  t h e  D e p t ,  o f  R e v e n u e  h a s  e s t i m a t e d  b e t w e e n  

$ 1  a n d  $ 3  m i l l i o n .  E v e n  i f  t h i s  f i g u r e  i s  a c c u r a t e ,  i n  t h e  l a r g e  

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

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

p l a c e  f o r  b u s i n e s s  i n v e s t m e n t  a n d  d e v e l o p m e n t .
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D e a r  S e n a t o r  U e h l i n g :

I  u n d e r s t a n d  y o u r  c o m m i t t e e  i s  c o n s i d e r i n g  S e n a t e  B i l l  1 1 9 .  I  
w o u l d  l i k e  t o  s u b m i t  t h e  e n c l o s e d  t e s t i m o n y  i n  s u p p o r t  o f  
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D J B / w j m i 5 
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S u b j e c t :  T e s t i m o n y  i n  S u p p o r t  o f  S e n a t e  B i l l  1 1 9

D e a r  S e n a t o r  U e h l i n g :

I .  INTRODUCTION

By w a y  o f  i n t r o d u c t i o n ,  my n a m e  i s  D o u g l a s  J .  B a r k e r .  I  am a n  
a t t o r n e y  a s s o c i a t e d  w i t h  t h e  f i r m  o f  L y n c h ,  C r o s b y  & S i s s o n  i n  
A n c h o r a g e ,  A l a s k a .  I  am t e s t i f y i n g  t o d a y  i n  s u p p o r t  o f  S e n a t e  
B i l l  1 1 9  w h i c h  w i l l  a m e n d  T i t l e  4 3 ,  S e c t i o n  2 0 ,  o f  t h e  A l a s k a  
S t a t u t e s  t o  e n a b l e  f o r e i g n  c o r p o r a t i o n s  t o  p a y  i n c o m e  t a x  b a s e d  
o n  t h e  w a t e r s  e d g e  m e t h o d  i n s t e a d  o f  t h e  c u r r e n t  w o r l d w i d e  
m e t h o d  o f  t a x  a p p o r t i o n m e n t .  I  am t e s t i f y i n g  o n  b e h a l f  o f  
m y 9 2 l f  a n d  o t h e r  A l a s k a n s  w h o  s e e k  t o  d e c r e a s e  t h e  b a r r i e r s  t o  
i n v e s t m e n t  i n  A l a s k a  a n d  w h o  s u p p o r t  t h e  p r i n c i p l e s  o f  f r e e  
t r a d e .  T h e  v i e w s  e x p r e s s e d  a r e  my o w n .

My t e s t i m o n y  b e g i n s  w i t h  a n  o v e r v i e w  o f  t h e  c u r r e n t  s t r u c t u r e  
o f  A l a s k a ' s  u n i t a r y  t a x  l a w  w h i c h  u s e s  t h e  w o r l d w i d e  m e t h o d  o f  
a p p o r t i o n m e n t .  T h e  n e x t  s e c t i o n  r e v i e w s  t h e  c o n s t i t u t i o n a l  
a r g u m e n t s  i n  f a v o r  o f  a  r e p e a l  o f  t h e  w o r l d w i d e  m e t h o d .  T h e
f i n a l  s e c t i o n  s u m m a r i z e s  w h y  A l a s k a ' s  c u r r e n t  l a w ,  a b s e n t  
r e p e a l ,  m a y  v i o l a t e  p r o v i s i o n s  o f  t h e  T r e a t i e s  o f  F r i e n d s h i p ,  
C o m m e r c e  & N a v i g a t i o n  e n t e r e d  i n t o  b e t w e e n  t h e  U n i t e d  S t a t e s  
a n d  i t s  t r a d i n g  p a r t n e r s .  I  h o p e  t h a t  my t e s t i m o n y  w i l l
e n c o u r a g e  t h e  A l a s k a  l e g i s l a t u r e  t o  e n a c t  S e n a t e  B i l l  1.19 i n  
t h e  i n t e r e s t s  o f  p r o m o t i n g  i n t e r n a t i o n a l  t r a d e  i n  A l a s k a .

I I . A L A SK A 'S  UNITARY TAX; THE WORLDWIDE METHOD OF 
APPORTIONMENT

U n d e r  A l a s k a  l a w ,  t h e  i n c o m e  o f  f o r e i g n  m u l t i - n a t i o n a l  
c o r p o r a t i o n s  i s  t a x e d  b a s e d  o n  a  w o r l d w i d e  m e t h o d  o f
a p p o r t i o n m e n t .  AS 4 3 . 1 9  a n d  AS 4 3 . 2 0 . 0 6 5 .  T h e  w o r l d w i d e  
m e t h o d  r e q u i r e s  t h e  f o r e i g n  c o r p o r a t i o n  t o  i n c l u d e  a l l
w o r l d w i d e  a f f i l i a t e s  i n  a  u n i t a r y  g r o u p  a n d  t h e n  a n
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a p p o r t i o n m e n t  f o r m u l a  i s  a p p l i e d  t o  t h e  u n i t a r y  g r o u p  f r o m  
w h i c h  t h e  t a x  i s  a s s e s s e d .  T h e  t h e o r y  b e h i n d  t h e  u n i t a r y
c o n c e p t  i s  t h a t  t h e  b u s i n e s s  a c t i v i t i e s  w i t h i n  t h e  s t a t e  a r e  a n  
i n s e p a r a b l e  p a r t  o f  t h e  b u s i n e s s  c o n d u c t e d  o u t s i d e  t h e  s t a t e .  
S e e ,  M a t h i a s ,  T h e  C o n t a i n e r  A f t e r m a t h :  T h e  U n c o n s t i t u t i o n a l i t y  
o f  C a l i f o r n i a ' s  U n i t a r y  C o r p o r a t e  T a x  C o n c e p t  a s  A p p l i e d  t o  a
F o r e i g n  P a r e n t  C o r p o r a t i o n . 2 5  S a n t a  C l a r a  Law R e v .  6 3 3 ,  6 3 5
( 1 9 8 5 )  ( h e r e i n a f t e r  " M a t h i a s " ) .

T h e  t h r e s h o l d  i s e u e  i n  c o m p u t i n g  t h e  u n i t a r y  t a x  i s  w h e t h e r  a  
f o r e i g n  c o r p o r a t i o n ' s  s u b s i d i a r y ,  d o i n g  b u s i n e s s  i n  A l a s k a ,  i s  
p a r t  o f  a  " u n i t a r y  b u s i n e s s " .  A s u b s i d i a r y  i s  p a r t  o f  a  
u n i t a r y  b u s i n e s s  i f  i t s  o p e r a t i o n s  a r e  d e p e n d e n t  u p o n  o r  
c o n t r i b u t e  t o  t h e  b u s i n e s s  c o n d u c t e d  b y  t h e  g r o u p .  S e e ,
M o o r m a n  M f g .  C o .  v ,  B a i r , 4 3 7  U . S .  2 6 7 ,  2 7 2 - 7 3  r i 9 6 8 ) .  s e e ,
R u d o l p h ,  S t a t e  T a x a t i o n  o f  I n t e r s t a t e  B u s i n e s s :  T h e  U n i t a r y  T a x  
C o n c e p t _ a n d  A f f i l i a t e d  C o r p o r a t e  G r o u p s . 2 5  T a x .  L .  R e v .  1 7 1 ,  
1 9 7 - 9 8  ( 1 9 7 0 ) .  A s s u m i n g  t h e  b u s i n e s s  i s  u n i t a r y ,  t h e  n e x t
d e t e r m i n a t i o n  i n v o l v e s  t h e  u n i t a r y  b u s i n e s s '  t a x  b a s e .  T h e  t a x  
b a s e  i n c l u d e s  a l l  t h e  i n c o m e  p r o d u c e d  b y  a  u n i t a r y  b u s i n e s s .
M a t h i a s ,  n .  23  a t  6 3 5 .  S e e ,  W e s t e r n  A u t o  S u p p l y  C o .  v .  
C o m m i s s i o n e r  o f  T a x ' n . , 2 4 5  M i n n .  3 4 6 ,  7 1  N . W . 2 d  7 9 7 ,  8 0 4 - 0 5
( 1 9 5 5 )  ( t a x  b a s e  i n c l u d e s  i n c o m e  f r o m  b o t h  r e t a i l  a n d  w h o l e s a l e  
o p e r a t i o n s )  ; C o c a  C o l a  C o .  v .  D e p a r t m e n t  o f  R e v e n u e . 7 1  O r .  
5 1 7 ,  5 1 9 ,  5 3 3 ,  P . 2 d  7 8 8 ,  7 9 2  ( t a x  b a s e  i n c l u d e s  i n c o m e  f r o m
b o t h  b o t t l i n g  a n d  s y r u p  p r o d u c t i o n )  . O n c e  t h e  t a x  b a s e  i s
c o m p u t e d ,  A l a s k a ' s  a p p o r t i o n m e n t  f o r m u l a  c o m e s  i n t o  p l a y .  
A l a s k a ' s  a p p o r t i o n m e n t  f o r m u l a  i s  a  f r a c t i o n .  N e t  t a x a b l e  
i n c o m e  i s  d e t e r m i n e d  f r o m  t h e  f r a c t i o n .

I I I .  FO REIGN COMMERCE.CLAUSE■ANALYSIS

A .  C o n s t i t u t i o n a l  S t a n d a r d s  A p p l i e d  t o  W o r l d w i d e  M e t h o d  
g f , C o m p u t a t i o n

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

( 1 )  A s u b s t a n t i a l  n e x u s  e x i s t s  b e t w e e n  t h e  t a x e d  a c t i v i t y  a n d  
t h e  s t a t e ;

( 2 )  T h e  t a x  i s  f a i r l y  a p p o r t i o n e d ;

( 3 )  T h e  t a x  d o e s  n o t  d i s c r i m i n a t e  a g a i n s t  i n t e r s t a t e
c o m m e r c e ;  a n d

( 4 )  T h e  t a x  i s  f a i r l y  r e l a t e d  t o  t h e  s e r v i c e s  p r o v i d e d  b y  t h e  
s t a t e .

I n  J a p a n  L i n e s  v .  C o u n t y  o f  L o s  A n g e l e s . 4 4 1  U . S .  4 3 4 ,  4 5 1 - 4 5 2
( 1 9 7 9 ) ,  t h e  C o u r t  a d d e d  t h e  t w o  a d d i t i o n a l  r e q u i r e m e n t s :

( 5 )  T h a t  t h e  s t a t e  m u s t  n o t  
m u l t i p l e  t a x a t i o n , -  a n d

c r e a t e  a  s u b s t a n t i a l  r i s k  o f

( 6 )  T h a t  t h e  t a x  m u s t  n o t  i m p a i r  f e d e r a l  u n i f o r m i t y  i n  a n  
a r e a  i n  w h i c h  f e d e r a l  u n i f o r m i t y  i s  e s s e n t i a l  a n d ,  t h u s ,  
p r e v e n t  t h e  f e d e r a l  g o v e r n m e n t  f r o m  " s p e a k i n g  w i t h  o n e  
v o i c e  w h e n  r e g u l a t i n g  c o m m e r c i a l  r e l a t i o n s  w i t h  f o r e i g n  
g o v e r n m e n t s . "

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

T h e  C o u r t  h a s  n o t  a d d r e s s e d  t h e  i s s u e  o f  w h e t h e r  a  s t a t e  i n c o m e  
t a x ,  u s i n g  t h e  w o r l d w i d e  m e t h o d  o f  c o m p u t a t i o n ,  i s  
c o n s t i t u t i o n a l  a s  a p p l i e d  t o  a  f o r e i g n  p a r e n t  c o r p o r a t i o n  t h a t  
o p e r a t e s  a  s u b s i d i a r y  i n  t h e  s t a t e .  S e e ,  C o n t a i n e r  C o r p .  o f  
A m e r i c a  v .  F r a n c h i s e  T a x  B o a r d .  4 6 3  U . S .  1 5 9  a t  1 8 9 ,  n .  2 6 ,  a n d  
1 9 5 ,  n ,  3 2  ( u p h o l d i n g  t h e  c o n s t i t u t i o n a l i t y  o f  C a l i f o r n i a ' s  
u n i t a r y  i n c o m e  t a x  w i t h  r e g a r d  t o  a  d o m e s t i c  c o r p o r a t i o n  d o i n g  
b u s i n e s s  w o r l d w i d e  a n d  s p e c i f i c a l l y  r e s e r v i n g  t h e  q u e s t i o n  
r e g a r d i n g  f o r e i g n  s u b s i d i a r i e s ) .  H o w e v e r ,  c o m p e l l i n g  a r g u m e n t s  
e x i s t s  t h a t  A l a s k a ' s  w o r l d w i d e  c o m p u t a t i o n  m e t h o d  w o u l d  n o t  
s a t i s f y  t h e  f i f t h  a n d  s i x t h  r e q u i r e m e n t s  o u t l i n e d  i n  J p p a n  
L i n e s *
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B . A l a s k a ' s  T a x  R e s u l t s  i_n a  S u b s t a n t i a l  R i s k ___
Mu l t i p l e T a x a t i o n

T h e  p r o b l e m  o f  m u l t i p l e  t a x a t i o n  a r i s e s  w h e n  a  f o r e i g n  
g o v e r n m e n t  t a x e s  c o r p o r a t i o n s  d o m i c i l e d  i n  i t s  c o u n t r y  a n d  i t s  
s u b s i d i a r i e s  a b r o a d  a t  f u l l  v a l u e  a n d  a  s t a t e  t a x e s  t h e  s a m e  
e n t i t y  i n  p a r t .  M u l t i p l e  t a x  b u r d e n s  a l o n e  d o  n o t  r e n d e r  a  
f a i r l y  a p p o r t i o n e d  s t a t e  t a x  u n c o n s t i t u t i o n a l .  T h e  i n q u i r y  
m u s t  i n c l u d e  a n  a n a l y s i s  o f  t h e  c o n t e x t  s u r r o u n d i n g  t h e  
i m p o s i t i o n  o f  t h e  t a x e s  a n d  t h e  a l t e r n a t i v e s  a v a i l a b l e  t o  t h e  
t a x i n g  s t a t e .  S e e ,  C o n t a i n e r  C o r p . a t  1 8 9 .

A l a s k a ' s  u n i t a r y  t a x  l e a d s  t o  d o u b l e  t a x a t i o n  f o r  s e v e r a l  
r e a s o n s .  O n e  o f  t h e  p r i m a r y  r e a s o n s  i s  t h a t  A l a s k a ' s  t a x  
d i f f e r s  f r o m  t h e  m e t h o d s  u s e d  b y  t h e  U n i t e d  S t a t e s  a n d  b y  o t h e r  
c o u n t r i e s .  T h e  U n i t e d  S t a t e s  G o v e r n m e n t  a n d  m o s t  t r a d i n g  
n a t i o n s  r e l y  o n  t h e  a r m s  l e n g t h  m e t h o d  o r  s e p a r a t e  a c c o u n t i n g  
m e t h o d  t o  c o m p u t e  b u s i n e s s  i n c o m e  t a x .  S e e ,  V e n t u r a ,  S t a t e  
U n i t a r y  B u s i n e s s  T a x a t i o n :  A r e  M u l t i n a t i o n a l  C o r p o r a t i o n s  B e i n g  
S u b j e c t e d  t o  a n  U n c o n s t i t u t i o n a l  T a x ? . 2 1  S a n  D i e g o  L aw  
R e v .  8 7 9 ,  8 7 9 - 8 8 0  ( 1 9 8 4 ) ;  R e p o r t  o f  t h e  OECD C o m m i t t e e  o n
F i s c a l  A f f a i r s ,  T r a n s f e r  P r i c i n g  a n d  M u l t i n a t i o n a l  E n t e r p r i s e s ,  
8 - 9  ( 1 9 7 9 ) .  U n d e r  t h e  f e d e r a l  s y s t e m  o f  t a x a t i o n ,  e a c h
s e p a r a t e l y  i n c o r p o r a t e d  b u s i n e s s  i s  t r e a t e d  a s  a  d i s t i n c t  
t a x p a y e r  a n d  t h e  f i l i n g  o f  a  c o n s o l i d a t e d  r e t u r n  i s  a n  e l e c t i o n  
t o  b e  m a d e  b y  t h e  b u s i n e s p  S e e ,  G r u m w e l l ,  H i r s c h  & M i l t o n ,
W o r l d w i d e  U n i t a r y  T a x :  I s  i t  I n v a l i d  U n d e r  T r e a t i e s  o f
F r i e n d s h i p .  C o m m e r c e  a p d  N a v i g a t i o n ? . 18  L .  P o l ' y ,  I n t ' l .  
B u s ,  6 9 5  ( 1 9 8 6 )  ( h e r e i n a f t e r  c i t e d  a s  " H i r s c h " ) ;  I . R . C .  § l l ( a )  
a n d  § 1 5 0 1 ,

T h e  p u r p o s e  o f  t h e  s e p a r a t e  a c c o u n t i n g  m e t h o d  i s  t o  a l l o c a t e  t o  
e a c h  s u b s i d i a r y  t h e  p o r t i o n  o f  p r o f i t  e n t e r e d  i f  i t  h a d  d e a l t  
a t  a r m s  l e n g t h  w i t h  t h e  o t h e r  m e m b e r s  o f  t h e  c o r p o r a t e  g r o u p .  
S e e ,  V e n t u r a  a t  8 8 0 ;  S e e  c o m m e n t ,  S t a t e  T a x a t i o n  o f
M u l t i n a t i o n a l  C o r p o r a t i o n s , 5 0  U .  C o l o .  L .  R e v .  4 9 9 ,  5 0 1
( 1 9 7 9 )  . T h e  a r m s  l e n g t h  m e t h o d  i s  p r e f e r r e d  b e c a u s e  i t  d o e s  
n o t  t a x  a  c o r p o r a t i o n  o n  i t s  w o r l d w i d e  i n c o m e  f i r s t  a n d  t h e n  
u s e  t h a t  f i g u r e  t o  c o m p u t e  a n  a d d i t i o n a l  s t a t e  t a x .  S e e
V e n t u r a  a t  8 9 4 .  U n d e r  t h e  a r m s - l e n g t h  m e t h o d ,  f o r e i g n  t a x
c r e d i t s  a r e  u s e d  t o  a v o i d  t h e  p r o b l e m s  o f  d o u b l e  t a x a t i o n  
i n h e r e n t  i n  t h e  u n i t a r y  s y s t e m .  S e e  S h o u p ,  T a x a t i o n  o f
M u l t i n a t i o n a l  C o r p o r a t i o n s ,  INTERNATIONAL ASPECTS OF U . S .  
INCOME, 4 0 ,  4 8 .
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A n o t h e r  r e a s o n  t h a t  A l a s k a ' s  c u r r e n t  l a w  l e a d s  t o  d o u b l e  
t a x a t i o n  i s  b e c a u s e  t h e  w o r l d w i d e  m e t h o d  i n e v i t a b l y  a l l o c a t e s  a  
h i g h e r  p e r c e n t a g e  o f  t a x  t o  t h e  s t a t e  t h e n  o t h e r  f o r e i g n  
j u r i s d i c t i o n s .  T h e  a l l o c a t i o n  i s  h i g h e r  b e c a u s e  i t  i s  b a s e d ,  
i n  p a r t ,  o n  A l a s k a ' s  w a g e  r a t e  w h i c h  t e n d s  t o  b e  h i g h e r  t h a n  
o t h e r  c o u n t r i e s .  i n  b o t h  c o n t a i n e r  a n d  J a p a n  L i n e , t h e  c o u r t  
c o n c l u d e d  t h a t  a n y  s t a t e  t a x i n g  m e t h o d  t h a t  i n e v i t a b l y  p r o d u c e s  
a  m u l t i p l e  t a x  i s  u n e n f o r c e a b l e .  S e e  C o n t a i n e r , 4 6 3  U . S .  a t  
1 5 9 ;  J a p a n  L i n e . 4 4 1  U . S .  a t  4 3 4 .  E v e n  a  d e m i n i m u s  o v e r l a p  i s  
o f  g r e a t  c o n c e r n  i n  t h e  c o n t e x t  o f  t a x i n g  f o r e i g n  c o r p o r a t i o n s  
a n d  m a y  s e r v e  t o  i n v a l i d a t e  a  s t a t e ' s  t a x .  J a p a n  l i n e  a t  4 5 6 .

S h e l l  P e t r o l e u m  i s  a  g o o d  e x a m p l e  o f  d o u b l e  t a x a t i o n .  i n  t h a t  
c a s e ,  a  c o r p o r a t i o n  w a s  o w n e d  6 0  p e r c e n t  b y  t L  D u t c h  c o m p a n y  
a n d  4 0  p e r c e n t  b y  a  U . K .  c o r p o r a t i o n .  A s u b s i d i a r y  o f  t h e  
c o r p o r a t i o n ,  e n g a g e d  i n  r e s e a r c h  i n  C a l i f o r n i a ,  l o s t  $ 3 9 0  
m i l l i o n  u n d e r  t h e  s e p a r a t e  a c c o u n t i n g  m e t h o d  f r o m  1 9 7 3  t o  
1 9 7 6 .  H o w e v e r ,  b y  c o m b i n i n g  t h e  s u b s i d i a r y  w i t h  p r o f i t a b l e  
a f f i l i a t e s  a b r o a d ,  t h e  C a l i f o r n i a  D e p a r t m e n t  o f  R e v e n u e  
c o n c l u d e d  t h a t  t h e  s u b s i d i a r y  e a r n e a  $ 4 6  m i l l i o n  u n d e r  t h e  
w o r l d w i d e  m e t h o d .  S e e  H i r s c h  a t  5 .  T h e s e  s a m e  p r o b l e m s  w o u l d  
o c c u r  i n  A l a s k a  u n d e r  s i m i l a r  s i t u a t i o n s  u n l e s s  t h e  w a t e r ' s  
e d g e  m e t h o d  i s  u s e d ,

C .  P r e c l u s i o n  o f  F e d e r a l  U n i f o r m i t y

A l a s k a  i s  t h e  l a s t  s t a t e  i n  t h e  U n i o n  w h i c h  h a s  n o t  m a d e  a n  
e f f o r t  t o  r e f o r m  t h e i r  u n i t a r y  b u s i n e s s  i n c o m e  t a x  i n  a n  
a t t e m p t  t o  c o m p o r t  w i t h  t h e  s t a n d a r d s  o f  t h e  w o r l d  c o m m u n i t y .  
T h e  t a x  d i s c o u r a g e s  i n v e s t m e n t  i n  A l a s k a  a n d  i t  m a y  s u b j e c t  
A l a s k a n  f i r m s  t o  r e t a l i a t o r y  a c t i o n  i f  t h e y  a t t e m p t  d i r e c t  
i n v e s t m e n t  i n  f o r e i g n  c o u n t r i e s .  F o r  e x a m p l e ,  i f  a n  A l a s k a n
f i r m  o w n e d  1 0  p e r c e n t  o r  m o r e  o f  a  B r i t i s h  f i r m .  E n g l i s h  l a w
m a y  d e n y  t h a t  A l a s k a n  c o r p o r a t i o n  a  t a x  r e f u n d  t o  w h i c h  t h e y
w o u l d  b e  o t h e r w i s e  e n t i t l e d ,  s u b j e c t  t h e m  t o  r e t r o a c t i v e  
p e n a l t i e s  a n d  h a r s h  d i s c l o s u r e  r e q u i r e m e n t s .  S e e  G o r m a n ,
C a l i f o r n i a  U n i t a r y  T a x  R e f o r m  L a w - R e t r e a t  t o  W a t e r ' s  E d g e ,  1 1  
S u f f o l k  T r a n s n a t ' l  L . J .  1 0 5 ,  1 0 9  n .  2 0  ( 1 9 8 7 ) .  A f c s e n t  a  c h a n g e  
i n  A l a s k a ' s  l a w ,  t h e  f e d e r a l  g o v e r n m e n t  c a n n o t  s p e a k  w i t h  o n e  
v o i c e  o n  t h i s  i s s u e .

LYNCH. CROSBY 8 SISSON
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I n c o n s l B t e n t  w i t h c l e a r  F e d e r a l  D i r e c t i v e

A l a s k a ' s  c u r r e n t  u n i t a r y  t a x  m a y  a l s o  b e  i n c o n s i s t e n t  w i t h  a  
c l e a r  f e d e r a l  d i r e c t i v e .  S e e  J a p a n  L i n e  a t  4 5 1 - 4 5 2 .  A s  
m e n t i o n e d  a b o v e ,  a l l  t h e  s t a t e s  o p e r a t i n g  u n d e r  t h e  w o r l d w i d e  
m e t h o d  h a v e  e n a c t e d  s o m e  t y p e  o f  r e f o r m  t o  e l i m i n a t e  t h e  
p r o b l e m s  d i s c u s s e d  a b o v e .  A s  a  r e s u l t  o f  t h e s e  c h a n g e s ,  i t  
s e e m s  u n l i k e l y  t h a t  t h e  f e d e r a l  g o v e r n m e n t  w o u l d  e n a c t  f e d e r a l  
l e g i s l a t i o n  m e r e l y  t o  p r e e m p t  A l a s k a  l a w  a n d  b r i n g  A l a s k a  i n  
l i n e  w i t h  t h e  r e s t  o f  t h a t  s t a t e s .  H o w e v e r ,  p r i o r  t o  t h e  
r e f o r m  i n  C a l i f o r n i a  i n  1 9 8 5 ,  C o n g r e s s  c o n s i d e r e d  l i m i t i n g  t h e  
s t a t e s  r i g h t  t o  t a x  f o r e i g n - b a s e d  c o r p o r a t i o n s .  S t a t e  T a x a t i o n  
o f  F o r e i g n  S o u r c e  I n c o m e  H e a r i n g s  o n  H R 5 0 7 6  B e f o r e  t h e  H o u s e  
C o m m i t t e e  o n  W a y s  a n d  M e a n s ,  9 6 t h  C o n g , ,  2 n d  S e s s .  1 4 1 - 4 4
( 1 9 8 0 ) ( h e r e i n a f t e r  " H o u s e  H e a r i n g s " ) . P r e s i d e n t  R e a g a n  a l s o  
f o r m e d  a  t a x  f o r c e  t o  c o n s i d e r  t h e  i s s u e  a n d ,  i n  e f f e c t ,  t o  
p r e s s u r e  s t a t e s  i n t o  e n a c t i n g  r e f o r m s  o n  t h e i r  o w n .  S e e  I d .  a t  
1 5 .  T h e s e  a c t i o n s  i n f e r  t h a t  a  c o n t i n u a t i o n  o f  A l a s k a ' s  
p r e s e n t  t a x  w o u l d  v i o l a t e  a  c l e a r  f e d e r a l  p o l i c y  d i r e c t i v e .

I V .  F R I E N D S H I P .  COMMERCE AND N A V I G A T I O N  T R E A T IE S

A. C o n s t r u c t i o n  R,u l e s  f o r  T r e a t i e s

T r e a t i e s  a r e  c o n s t r u e d  l i b e r a l l y  t o  e f f e c t u a t e  t h e  i n t e n t  o f  
t h e  p a r t i e s .  S e e  K o l o v r a t  v .  O r e g o n . 3 6 6  U . S .  1 8 7 ,  1 9 2 - 1 9 4
( 1 9 6 1 ) ;  N i e l s e n  v .  J o h n s o n . 2 7 9  U . S .  4 7 ,  52 ( 1 9 2 9 ) ;  J o r d a n  v .
T a s h i r o , 2 7 8  U . S .  1 2 3 ,  1 2 7  ( 1 9 2 8 ) .  I f  a  t r e a t y  h a s  t w o  f a i r ,
p l a u s i b l e  w a y s  o f  i n t e r p r e t a t i o n ,  c o u r t s  a r e  t o  f a v o r  t h e  m o r e  
l i b e r a l  c o n s t r u c t i o n .  s e e  N i e l s e n . 2 7 9  U . S .  a t  5 2 ;  A s u k u r a  v .  
S e a t t l e . 2 6 5  U . S .  3 3 2 ,  3 4 2  ( 1 9 2 4 ) .  T r e a t i e s  i n t e r p r e t a t i o n  i s
n o t  r e s t r i c t e d  n y  s t a t e  l a w s  b e c a u s e  t r e a t i e s  a r e  s u p e r i o r  t o  
s t a t e  l a w s  a n d  p r e v a i l  o v e r  i n c o n s i s t e n t  s t a t e  e n a c t m e n t s .  S e e  
N i e l s e n . 2 7 9  U . S .  a t  5 2 .  C o u r t s  t u r n  t o  t h e  r e c o r d  o f  
n e g o t i a t i o n s ,  d i p l o m a t i c  c o r r e s p o n d e n c e  a n d  p r a c t i c a l  
c o n s t r u c t i o n  t o  d e t e r m i n e  t h e  m e a n i n g  o f  u n c l e a r  t r e a t y  
p r o v i s i o n s .  S e e  I d .  a t  5 2 .

B. F r i e n d s h i p ,  c o m m e r c e  a n d  N a v i g a t i o n  T r e a t i e s  G o v e r n
T q x e g

M o d e r n  F r i e n d s h i p ,  C o m m e r c e  a n d  N a v i g a t i o n  t r e a t i e s  
( h e r e i n a f t e r  r e f e r r e d  t o  a s  " F C N "  d e f i n e  t h e  t e r m  t a x e s  i n  a  
b r o a d  m a n n e r .  T h e  d e f i n i t i o n  o f  t a x e s  i n c l u d e s ,  i n  r e l e v a n t  
p a r t ,  f e e s ,  c h a r g e s ,  o r  t a x e s  i m p o s e d  u p o n  o r  a p p l i e d  t o
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i n c o m e ,  c a p i t a l ,  t r a n s a c t i o n s  a n d  a c t i v i t i e s  . . .  o f  w h a t e v e r  
n a t u r e  o r  d e n o m i n a t i o n .  S e e  T r e a t y  o f  F r i e n d s h i p ,  C o m m e r c e  a n d  
N a v i g a t i o n ,  M a r .  2 7 ,  1 9 5 6 ,  U n i t e d  S t a t e s - N e t h e r l a n d s ,  a r t .  X I ,
8 U . S . T .  2 0 4 3 ,  T . I . A . S .  N o .  3 9 4 2 ,  a r t .  X I :  T r e a t y  o f
F r i e n d s h i p ,  C o m m e r c e ,  a n d  N a v i g a t i o n ,  A p r .  2 ,  1 9 5 3 ,  U n i t e d
S t a t e s - J a p a n ,  a r t .  X I ,  4 U . S . T .  2 0 6 5 ,  2 0 7 1 ,  T . I . A . S ,  N o .  2 8 6 3 .
A p p l y i n g  t h e  l i b e r a l  r u l e s  o f  t r e a t y  c o n s t r u c t i o n  t o  t h e  
d e f i n i t i o n  o f  t a x e s  i n  FCN t r e a t i e s ,  t h e s e  d e f i n i t i o n s  s e e m  t o  
e n c o m p a s s  s t a t e  a n d  l o c a l  t a x e s .  S e e  H i r s c h ,  a t  1 2 .

Two c a s e s  h a v e  r a i s e d  t h e  i s s u e  o f  w h e t h e r  a  u n i t a r y  t a x  
v i o l a t e s  a  T r e a t y  o f  F r i e n d s h i p ,  C o m m e r c e  a n d  N a v i g a t i o n  
e n t e r e d  i n t o  b y  t h e  U n i t e d  S t a t e s .  S h a l l  P e t r o l e u m .  N . V .  v .  
G r a v e s . 5 7 0  F . S u p p .  58  ( N . D .  C a l . ) ,  a f f ' d ,  7 0 9  F . 2 d  5 9 3  ( 9 t h
C i r . ) ,  c e r t ,  d e n i e d  4 6 4  U . S .  1 0 1 2  ( 1 9 8 3 ) ;  C o m p l a i n t  i n  S h i s e i d o  
C o s m e t i c s  ( A m e r i c a )  L t d ,  v ,  F r a n c h i s e  Tax._B.d. , . , N o .  3 3 6 2 3 8  ( C a l .  
S u p e r .  C t .  , S a c r a m e n t o  C n t y . , f i l e d  J a n .  1 0 ,  1 9 8 6 ) .  B a s e d  o n
t h e s e  c a s e s ,  t h e  w r i t i n g s  o f  c o m m e n t a t o r s  a n d  t h e  l a n g u a g e  o f  
FCN t r e a t i e s ,  s e v e r a l  a r g u m e n t s  e x i s t  t h a t  A l a s k a ' s  w o r l d w i d e  
m e t h o d  o f  t a x a t i o n  v i o l a t e s  U n i t e d  S t a t e s  t r e a t y  o b l i g a t i o n s  t o  
o t h e r  c o u n t r i e s .

C . w o r l d w i d e  M e t h o d  I m p o s e s  a  Se.y.egS Adm i n i s t r a t i v e
B . u n t e n

T o  d e t e r m i n e  w h e t h e r  a  b u s i n e s s  i s  u n i t a r y ,  s t a t e s  m a y  r e q u i r e  
i n f o r m a t i o n  r e g a r d i n g  t h e  h i s t o r y  o f  f o r e i g n  a f f i l i a t e s ,  
d e t a i l s  o f  i n d i v i d u a l  b u s i n e s s e s ,  n a m e s  o f  c u s t o m e r s ,  r e v e n u e s ,  
p r o f i t s ,  l o s s e s ,  i n t e r n a l  m a n a g e m e n t  g u i d e s  a n d  r e p o r t s  f i l e d  
w i t h  g o v e r n m e n t  a g e n c i e s .  I n  t h e  c a s e  o f  l a r g e  m u l t i n a t i o n a l  
f o r e i g n  c o r p o r a t i o n s ,  t h e s e  d o c u m e n t s  m a y  h a v e  t o  b e  g a t h e r e d  
f r o m  a l l  o v e r  t h e  w o r l d ,  t r a n s l a t e d  i n t o  E n g l i s h  a n d  p r e p a r e d  
i n t o  t h e  p r o p e r  f o r m  t o  s a t i s f y  s t a t e  l a w .  S e e  H i r s c h ,  a t  8 ;  
T a n n e w a l d ,  T h e  P r o s  a n d  C o n s  o f  W o r l d w i d e  U n i t a r y  a t  1 5 .  T h e  
b u r d e n  a l s o  i n v o l v e s  p r e p a r i n g  d i f f e r e n t  t y p e s  o f  r e t u r n s  f o r  
t h e  f e d e r a l  g o v e r n m e n t  a n d  t h e  s t a t e  g o v e r n m e n t .  S e e  V e n t u r a  
a t  9 0 5 - 9 0 7 .  F o r e i g n  c o r p o r a t i o n s  a l s o  m a y  h a v e  d i f f i c u l t y  
r e l e a s i n g  i n f o r m a t i o n  r e q u i r e d  b y  t h e  s t a t e  b e c a u s e  i t  v i o l a t e s  
s e c r e c y  l a w s  i n  t h e i r  h o m e  j u r i s d i c t i o n .  E . g . , C a p i t o l  
I n d u s t r i e s - E M I . I n c . .  v .  B e n n e t t , 6 8 1  F . 2 d  1 1 0 7  ( 9 t h  C i r .  
1 9 8 2 ) ,  c e r t ,  d e n i e d . 1 0 3  S .  C t .  5 7 0  ( 1 9 8 3 ) ;  T a x a t i o n ,  2 5  T a x
N o t e s  6 4 9 ,  6 5 5  ( 1 9 8 4 ) .

TOTAL P.02
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d . Ac c w n f r l .p q  p j f f

U n d e r  c u r r e n t  A l a s k a  l a w ,  a  f o r e i g n  c o r p o r a t i o n  m u s t  s a t i s f y  
t h e  a d m i n i s t r a t i v e  r u l e s  o f  a c c o u n t i n g  u n d e r  t h e  w o r l d w i d e  
s y s t e m  t o  s a t i s f y  t h e  s t a t e  a s  w e l l  a s  c o n t e n d  w i t h  t h e  
s e p a r a t e  a c c o u n t i n g  r e q u i r e m e n t s  o f  t h e  a r m s  l e n g t h  m e t h o d  f o r  
t h e  f o r e i g n  g o v e r n m e n t .  D o m e s t i c  c o r p o r a t i o n s  d o  n o t  f a c e  t h e  
s a m e  b u r d e n .  S e e  H o u s e  H e a r i n g s  a t  1 5 ;  S e e  OECD TRANSFER 
P R I C I N G  RE PORT, a t  8 - 9 ;  C o n t a i n e r  C o r p . . a t  1 5 9 .

E . W o r l d w i d e  M e t h o d  R e s t r i c t s  F o r e i g n  I n v e s t m e n t

S e c t i o n  4 1 3  o f  t h e  M u t u a l  S e c u r i t y  A c t  o f  1 9 5 4 ,  6 8  S t a t .  8 3 2
p r o v i d e s  t h a t  t h e  o b j e c t i v e  o f  t a x  a n d  c o m m e r c i a l  t r e a t i e s  i s  
t o  e n c o u r a g e  a n d  f a c i l i t a t e  p r i v a t e  i n v e s t m e n t  a m o n g  n a t i o n s .  
S e e  L e t t e r  f r o m  S e c r e t a r y  o f  S t a t e  G e o r g e  P .  S h u l t z  t o  t h e  
G o v e r n o r s  o f  A l a s k a ,  I d a h o ,  M o n t a n a ,  New H a m p s h i r e ,  C a l i f o r n i a  
a n d  N o r t h  D a k o t a ,  ( J a n .  3 0 ,  1 9 8 6 ) ,  r e p r i n t e d  i n  D a i l y  R e p .  f o r
E x e c u t i v e s  ( BNA) N o .  2 9 ,  G 4 - G 5  ( F e b .  1 2 ,  1 9 8 6 ) .  H o w e v e r ,  t h e
w o r l d w i d e  m e t h o d  d i s c o u r a g e s  f o r e i g n  i n v e s t m e n t  a n d  t h e r e b y  
v i o l a t e s  t h e  s p i r i t  o f  t h e s e  t r e a t i e s .

F . O t h e r

I n  a d d i t i o n  t o  t h e  p o s s i b l e  t r e a t y  v i o l a t i o n s  o u t l i n e d  a b o v e ,  
A l a s k a ' s  c u r r e n t  l a w  m a y  b e  c o n t r a r y  t o  s e v e r a l  o t h e r  t r e a t y  
p r o v i s i o n s .  T h e  w o r l d w i d e  m e t h o d  m a y  v i o l a t e  t h e  FCN t r e a t y  
r e q u i r e m e n t  t h a t  a  t a x  m ay  n o t  b e  i m p o s e d  o n  i n c o m e  i n  e x c e s s  
o f  t h a t  r e a s o n a b l y  a l l o c a t e d  t o  i t s  own  t e r r i t o r i e s .  D u t c h  FCN 
T r e a t y ,  a r t .  X I .  S e e  H i r s c h  a t  1 3 .  I t  m a y  i m p a i r  t h e  
i n t e r e s t s  o f  a  p a r e n t  i n  i t s  e n t e r p r i s e s  a n d  p r o p e r t i e s .  
" P r o t e c t i o n  a g a i n s t  s u c h  u n r e a s o n a b l e  m e a s u r e s  i s  u s u a l l y  
s t a n d a r d  i n  FCN t r e a t i e s . "  H i r s c h  a t  19  ( c i t i n g  t r e a t i e s  
t h e r e i n ) . A l s o ,  t h e  b u r d e n  o f  p r o v i d i n g  i n f o r m a t i o n  a b o u t  
a f f i l i a t e s  m a y  v i o l a t e  t h e  r i g h t  t o  p r o t e c t i o n  f r o m  t h e  
i m p o s i t i o n  o f  r e q u i r e m e n t s  or .  c o n t r a c t i n g  p a r t i e s ,  m o r e  
b u r d e n s o m e  t h a n  t h o s e  o n  c o m p a n i e s  o f  t h e  o t h e r  p a r t y .  S e e  
H i r s c h  n .  2 4 6  a t  1 9 .

V .  CONCLUSION

I n  t h e  f i n a l  a n a l y s i s ,  t h e  p a s s a g e  o f  S e n a t e  B i l l  1 1 9  i s  
i m p o r t a n t  t o  d i v e r s i f y  t h e  A l a s k a  e c o n o m y  a n d  t o  p r o v i d e  t h e  
l e g a l  i n f r a s t r u c t u r e  t o  c o m p e t e  w i t h  o t h e r  A m e r i c a n  s t a t e s  f o r  
f o r e i g n  d i r e c t  i n v e s t m e n t .  A l a s k a ' s  n e e d s  l a w s  p r e m i s e d  o n  t h e
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p r i n c i p l e s  o f  f r e e  a n d  f a i r  t r a d e  t o  o p e r a t e  i n  a  g l o b a l  
e c o n o m y .  By m o v i n g  t o  a  u n i t a r y  t a x  b a s e d  o n  a  w a t e r ' s  e d g e  
c o m p u t a t i o n ,  t h e  A l a s k a  l e g i s l a t u r e  c a n  b e g i n  t o  b u i l d  t h e  
f r a m e w o r k  t o  i m p r o v e  A l a s k a ' s  r o l e  i n  t h e  i n t e r n a t i o n a l  
m a r k e t p l a c e .

V e r y  t r u l y  y o u r s ,

LYNCH, CROSBY' & S I S S O N

) o u g

D J B / S l ' C  
c a f ; 9 7 7

TGThL P.02
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I N  THE LEGISLATURE OF THE STATE OF ALASKA 

SIXTEENTH LEGISLATURE -  F I R S T  S E S S I O N  .

A B I L L

F o r  a n  A c t  e n t i t l e d :  " A n  A c t  r e l a t i n g  t o  c o r p o r a t e  i n c o m e

t a x e s ;  a n d  p r o v i d i n g  f o r  a n  e f f e c t i v e  

d a t e . "

BE I T  ENACTED BY THE LEG ISLATU RE OF THE STATE OF ALASKA:

* S e c t i o n  1 .  I t  i s  t h e  p u r p o s e  o f  t h i s  A c t  t o  p r o m o t e  

i n v e s t m e n t  i n  t h e  s t a t e .

* S e c .  2 .  AS 4 3 . 2 0 . 0 3 1  i s  r e p e a l e d  a n d  r e - e n a c t e d  t o  r e a d :

S e c .  4 3 . 2 0 . 0 3 1 .  TAXABLE INCOME OF CORPORATIONS; 

D E DUC TION S;  E X C L U SIO N S ;  EXEMPTIONS. ( a )  T a x a b l e  i n c o m e  

s h a l l  b e  d e t e r m i n e d  i n  a c c o r d a n c e  w i t h  S e c t i o n  6 3  o f  t h e  

I n t e r n a l  R e v e n u e  C o d e ,  e x c e p t  a s  o t h e r w i s e  p r o v i d e d .

( b )  I n  c o m p u t i n g  A l a s k a  t a x a b l e  i n c o m e  f o r  a  

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

( 1 )  8 0  p e r c e n t  o f  d i v i d e n d  i n c o m e  f r o m  f o r e i g n

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

( 2 )  a n y  a m o u n t  t r e a t e d  a s  a  S e c t i o n  7 8  d i v i d e n d  

u n d e r  S e c t i o n  7 8  o f  t h e  I n t e r n a l  R e v e n u e  C o d e ;  a n d

( 3 )  8 0  p e r c e n t  o f  r o y a l t i e s  a c c r u e d  o r  r e c e i v e d

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

T B .M

M  t i ^ r e r A



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

f r o m  a  c o r p o r a t i o n  t h a t  i s  p a r t  o f  t h e  u n i t a r y  b u s i n e s s  i
' '• ' • . . •

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

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

c o r p o r a t i o n  i n  w h i c h  t h e  r e c i p i e n t  o w n s  5 0  p e r c e n t  o r  m o r i  

o f  t h e  s t o c k  o f  s u c h  c o r p o r a t i o n .  I

( c )  D i v i d e n d s  a n d  r o y a l t i e s  t a x a b l e  u n d e r  ( b )  o f  |  

t h i s  s e c t i o n  a r e  i n  l i e u  o f  a n y  e x p e n s e  a t t r i b u t i o n  f o r  |  

i n c o m e  e x c l u d e d  u n d e r  ( b )  o f  t h i s  s e c t i o n .

( d )  I n  c o m p u t i n g  t h e  t a x  u n d e r  t h i s  c h a p t e r ,  t h e  

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

m e a s u r e d  b y  n e t  i n c o m e .

( e )  An  a f f i l i a t e d  g r o u p  o f  c o r p o r a t i o n s  m a y  m a k e  o r  

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

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

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

t h e  g r o u p  u n d e r  a  c o n s o l i d a t e d  f i l i n g ,  2 6  U . S . C .  1 5 0 1  -

1 5 5 2  ( I n t e r n a l  R e v e n u e  C o d e ) ,  a s  a m e n d e d ,  a p p l y .

( f )  A c o r p o r a t i o n  t h a t  i s  a  m e m b e r  o f  a  g r o u p  o f  

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

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

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

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

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

u n d e r  AS 4 3 . 2 0 . 0 7 3
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S e c .  3 .  AS 4 3 . 2 0  i s  a m e n d e d  b y  a d d i n g  a  n e w  s e c t i o n  t o

S e c .  4 3 . 2 0 . 0 7 3 .  CORPORATIONS. ( a )  A c o r p o r a t i o n  

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

r e t u r n  u s i n g  t h e  w a t e r ' s  e d g e  c o m b i n e d  r e p o r t i n g  m e t h o d .

A r e t u r n  u n d e r  t h i s  s e c t i o n  s h a l l  i n c l u d e  t h e  f o l l o w i n g  

c o r p o r a t i o n s  i f  t h e y  a r e  a  p a r t  o f  a  u n i t a r y  b u s i n e s s :

( 1 )  a f f i l i a t e d  c o r p o r a t i o n s  t h a t  a r e  e l i g i b l e  

t o  b e  i n c l u d e d  i n  a  f e d e r a l  c o n s o l i d a t e d  r e t u r n  a s  

d e s c r i b e d  i n  S e c t i o n s  1 5 0 1  t o  1 5 0 5 ,  i n c l u s i v e ,  o f  t h e  

I n t e r n a l  R e v e n u e  C o d e ,  t h e  a v e r a g e  o f  w h o s e  p r o p e r t y ,  

p a y r o l l  a n d  s a l e s  f a c t o r s  w i t h i n  t h e  U n i t e d  S t a t e s  i s  20  

p e r c e n t  o r  m o r e ;

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

t o  b e  i n c l u d e d  i n  a  f e d e r a l  c o n s o l i d a t e d  r e t u r n  a s  

d e s c r i b e d  i n  S e c t i o n s  1 5 0 1  t o  1 5 0 5 ,  i n c l u s i v e ,  o f  t h e  

I n t e r n a l  R e v e n u e  C o d e ,  t h e  a v e r a g e  o f  w h o s e  p r o p e r t y ,  

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

t h a n  2 0  p e r c e n t ,  a n d  t h a v .  d o  n o t  m e e t  t h e  r e q u i r e m e n t s  o f  

S e c t i o n  8 6 1 ( c )  o f  t h e  I n t e r n a l  R e v e n u e  C o d e ;

( 3 )  d o m e s t i c  i n t e r n a t i o n a l  s a l e s  c o r p o r a t i o n s  

a n d  f o r e i g n  s a l e s  c o r p o r a t i o n s ;

( 4 )  a n y  c o r p o r a t i o n ,  r e g a r d l e s s  o f  t h e  p l a c e  

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

p a y r o l l  a n d  s a l e s  f a c t o r s  w i t h i n  t h e  U n i t e d  S t a t e s  i s  20  

p e r c e n t  o r  m o r e ;  a n d



f i l i n g

r l d w i d e  c o m b i n e d  r e p o r t  i f

( 1 )  t h e  c o r p o r a t i o n  o r  a n y  a f f i l i a t e  f a i l s  t o  

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

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

( 2 )  t h e  c o r p o r a t i o n  d o e s  n o t  p r o v i d e  

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

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

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

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

( c )  T h i s  s e c t i o n  d o e s  n o t  a p p l y  t o  t a x p a y e r s  s u b j e c t  

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

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

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

s t a t e .

( d )  A s  u s e d  i n  t h i s  s e c t i o n :

( 1 )  An  " a f f i l i a t e d  g r o u p "  i s  a  g r o u p  o f  t w o  o r  

m o r e  c o r p o r a t i o n s ,  i n  w h i c h  5 0  p e r c e n t  o r  m o r e  o f  t h e  

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

o w n e d  b y  a  c o m m o n  o w n e r  o r  b y  c o m m o n  o w n e r s ,  e i t h e r  

c o r p o r a t e  o r  n o n - c o r p o r a t e ,  c r  b y  o n e  o r  m o r e  o f  t h e  

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

( 2 )  A " t a x  h a v e n  c o r p o r a t i o n "  m e a n s  a  

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

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



i m p o s e s  a n  i n c o m e  t a x  a t  a  r a t e  l o w e r  t h a n  9 0  p e r c e n t  o f  

t h e  f e d e r a l  t a x  r a t e  o n  t h e  f e d e r a l l y  d e f i n e d  i n c o m e  t a x  

b a s e ,  a n d  5 0  p e r c e n t  o r  m o r e  o f  s a l e s ,  p u r c h a s e s ,  o r  

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

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

c r  i n d i r e c t l y  t o  o n e  o r  m o r e  m e m b e r s  o f  a w a t e r ' s  e d g e  

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

* S e c .  4 .  AS 4 3 . 2 0  i s  a m e n d e d  b y  a d d i n g  a  n e w  s e c t i o n  t o

r e a c :

S e c .  4 3 . 2 0 . 0 5 1 .  D E F I N I T I O N S .  " F o r e i g n  c o r p o r a t i o n "  

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

U n i t e d  S t a t e s ,  t h e  D i s t r i c t  o f  C o l u m b i a ,  t h e  c o m m o n w e a l t h  

o f  P u e r t o  R i c o  o r  a n y  p o s s e s s i o n  o f  t h e  U n i t e d  S t a t e s .

* S e c .  5 .  T h i s  A c t  i s  r e t r o a c t i v e  t o  t a x  y e a r s  b e g i n n i n g  

a f t e r  D e c e m b e r  3 1 ,  1 9 8 8 .
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F lu o r  D a n ie l A la sk a , Inc.
9 0 0  W e s t  5 th  A v e n u e , S u ite  300 , P .O . 8 o x  1 9 6 6 8 0  
A n c h o r a g e ,  A la sk a  9 9 5 1 9 -6 6 8 0  
1907] 2 7 6 -2 6 3 6

A p r i l  2 4 ,  1 9 8 9
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S e n a t e  F i n a n c e  C o m m i t t e e  
P o u c h  V
J u n e a u ,  Ak 9 9 8 1 1

A t t e n t i o n :

G e n t l e m e n :

S e n a t o r  R i c k  U e h l i n g ,  C o - C h a i r m a n  
S e n a t o r  J o h n e  B i n k l e y ,  C o - C h a i r m a n

PROPOSED SENATE B I L L  119  
An A c t  R e l a t i n g  t o  C o r p o r a t e  I n c o m e  T a x e s

F l u o r  D a n i e l  A l a s k a ,  I n c .  i s  A l a s k a ' s  l a r g e s t  e n g i n e e r i n g  
a n d  c o n s t r u c t i o n  c o m p a n y .  I t  i s  a  w h o l l y  o w n e d  
s u b s i d i a r y  o f  t h e  w o r l d  w i d e  F l u o r  C o r p o r a t i o n  w h i c h  h a s  
a  l o n g  h i s t o r y  o f  w o r k  i n  A l a s k a .

S e n a t e  b i l l  1 1 9  p r o p o s e s  t o  c h a n g e  t h e  b a s i s  o f  i n c o m e  
t a x e s  f o r  f o r e i g n  c o m p a n i e s  f r o m  w o r l d w i d e  u n i t a r y  
t a x a t i o n  t o  w a t e r ’ s  e d g e  t a x a t i o n .  T h i s  a c t i o n  w o u l d  
d i s c r i m i n a t e  a g a i n s t  d o m e s t i c  c o r p o r a t i o n s  i n  c o m p e t i n g  
b o t h  i n  A l a s k a  a n d  o v e r s e a s .

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

F l u o r  D a n i e l  A l a s k a  i s  p r o u d  t o  b e  A l a s k a n  b u t  s h o u l d  n o t  
b e  f o r c e d / £ c ?  p a y  a  p r e m i u m  o v e r  o u r  f o r e i g n  c o m p e t i t o r s .

y o u r s ,

/
r g jS  P .  W u e r c h  

x d e n t  a n d  R e g i o n a l  M a n a g e r

G P W : j n r  

9 1 1 4 A . 115



A S S O C I A T E D  G E N E R A L  C O N T R A C T O R S  o f  A L A S K A
F E B  2  8  1 9 9 0

4041B STREET * ANCHORAGE, ALASKA 99503 
RO. BOX 240609 • ANCHORAGE, ALASKA 99524-0609 
TELEPHONE (907) 561-5354 • FAX (907) 562-6118

F e b r u a r y  2 2 ,  1 9 9 0

T h e  H o n o r a b l e  R i c k  U e h l i n g  
C o - C h a i r m a n
S e n a t e  F i n a n c e  C o m m i t t e e  
P . O .  B o x  V 
J u n e a u ,  AK 9 9 8 1 1

D e a r  S e n a t o r  U e h l i n g :

We u n d e r s t a n d  t h a t  t h e  u n i t a r y  t a x  i s s u e ,  S e n a t e  B i l l  1 1 9 ,  h a s  
b e e n  r a i s e d  i n  t h e  c u r r e n t  l e g i s l a t i v e  s e s s i o n .

T h e  A s s o c i a t e d  G e n e r a l  C o n t r a c t o r s  o f  A l a s k a  m e m b e r s h i p  i s  
c o m p o s e d  o f  c o n s t r u c t i o n  a n d  c o n s t r u c t i o n - r e l a t e d  b u s i n e s s e s .  A 
n u m b e r  o f  o u r  m e m b e r s  a r e  h e a d q u a r t e r e d  i n  t h e  l o w e r  4 8  a n d  h a v e  
i n c o m e  p r o d u c e d  f r o m  f o r e i g n  o p e r a t i o n s .

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

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

Sincerely

ASSOCIA TED GENERAL CONTRACTORS 
OF ALASKA

FAIRBANKS 
RO. BOX 60005 • FAIRBANKS, AK 99706 

(907)452-1809

JUNEAU
134 N. FKANKUN, SUITE A • JUNEAU, A K 99801 

(907)586-1740

SOLDOTNA 
P.O. BOX 350 • SOLDOTNA. A K  99669 

(907)262-2485



Anchorage-Starof the North 
C ham ber of Com m erce

January 23, 1990

T h e  H o n o ra b le  R ick  U ehling  
C o-C hairm an
S e n a te  F in a n c e  C om m ittee  
P.O .Box V
J u n e a u , AK. 99811  

R eference: S e n a te  Bill 119

D ear Rick:

W e u n d e rs ta n d  th a t  th e  u n ita ry  ta x  is su e  will likely be  ra ised  ag a in  in  th e  
1990  se ss io n  of th e  L egislatu re .

L as t y e a r  th e  A nchorage  C h a m b e r of C om m erce p re se n te d  te s tim o n y  on  
S e n a te  Bill 119 c o n ce rn in g  co rp o ra te  incom e ta x  re p o rtin g  m e th o d s . O u r 
te s tim o n y  rec o m m e n d ed  rep e a lin g  u n ita ry  w orldw ide ta x  for b o th  fo reign  
a n d  d o m estic  m u ltin a tio n a l co rp o ra tio n s  in  a  w ay  w h ich  en co u rag es 
do m estic  a n d  a n d  foreign co rp o ra tio n s  to lo ca te  in  A lask a  a n d  he lp  diversify  
o u r  econom ic b a se , w hile n o t adverse ly  affecting th e  ta x  b u rd e n  of A la sk a ’s 
oil in d u stry .

T he A ncho rage  C h a m b e r reco m m en d s th a t  m u ltin a tio n a l c o rp o ra te  tax  
policy  be  m odified  in  acco rd an ce  w ith  th e  p h ilo so p h y  ex p re ssed  above, a n d  
th a t  d o m estic  a n d  foreign co m p an ies  b e  tre a te d  equally .

S in ce re ly ,
ANCHORAGE CHAMBER OF COMMERCE

Dave H a rb o u r 
C h a irm an

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



XEROX
D e c e m b e r  2 8 , 1 9 8 9

Senator Rick Uehling 
Co-Chairman 
Senate Finance Committee 
P.O. Box V
Juneau , A laska 99811 

RE: S en a te  Bill 119 

Dear Senator Uehling:

It is our understanding th a t Senate Bill 119 proposes to repeal the 
worldwide unitary  tax for foreign-based corporations. As such, the 
proposed legislation would benefit only foreign corporations and would pu t 
domestic corporations such as Xerox a t a tax and competitive disadvantage.

We agree with the need to repeal worldwide unitary  tax bu t the legislation 
m ust include U.S. domestic corporations. Please consider our position as 
you deliberate on th is im portant issue.

Sincerely,

A laska M anager



A L A S K A  S T A T E  C H A M B E R  O F  C O M M E R C E

O c t o b e r  1 6 ,  1 9 8 9 iUjtaul Offico; 
801 B Street, Suite 405 

A r.choft|t, A ln k i 99501
(907) 278-2722 
PAX 278-6643

R e p r e s e n t a t i v e  F r a n  U l m e r  
P .O . BOX V 
J u r . a a u ,  AK 9 9 8 1 1

R e :  F i n a n c e  S u b c o m m i t t e e  o n  U n i t a r y  T a x

D e a r  R e p r e s e n t a t i v e  U l m e r *

T h e  A l a s k a  S t a t e  c h a m b e r  o f  C o m m e r c e  h a d  h o p e d  t o  h a v e  a  
r e p r e s e n t a t i v e  a p p e a r  p e r s o n a l l y  b e f o r e  y o u r  U n i t a r y  T a x  
s u b c o m m i t t e e  a t  i t s  M o n d a y ,  O c t o b e r  1 6  m e e t i n g ,  b u t  t h a t  i i  n o t  
p o s s i b l e .  We d o ,  h o w e v e r ,  w i s h  t o  p r o v i d e  t h e s e  w r i t t e n  
c o m m e n t s  f o r  c o n s i d e r a t i o n  b y  t h e  s u b c o m m i t t e e ,

A t  i t s  m e e t i n g  i n  F e b r u a r y ,  1 9 8 9 ,  t h e  B o a r d  o f  D i r e c t o r s  o f  t h e  
S t a t e  C h a m b e r  c o n s i d e r e d  t h e  i s s u e s  s u r r o u n d i n g  t h e  c u r r e n t  
p r o p o s a l s  t o  a m e n d  A l a s k a ' s  l a w s  r e l a t i n g  t o  t h e  u n i t a r y  t a x .  
T h e  - a r r a n t  p r o p o s a l s  ( S e n a t e  B i l l  1 1 9  a n d  H o u s e  B i l l  2 8 1 )  w o u l d  
p e r m i t  c e r t a i n  c o r p o r a t i o n s  d o i n g  b u s i n e s s  o n  a  w o r l d w i d e  b a s i s  
t o  f i l e  t h e i r  c o r p o r a t e  t a x  r e t u r n s  u s i n g  a  w a t e r ' s  e d g e  m e t h o d  
o f  r e p o r t i n g .  T h e  c h a m b e r  s u p p o r t s  t h e  c o n c e p t  o f  w a t e r ' s  e d g e  
r a t h e r  t h a n  t h e  e x i s t i n g  w o r l d w i d e  c o m b i n a t i o n  f o r  m u l t i n a t i o n a l  
c o r p o r a t i o n s .  H o w e v e r ,  t h e  C h a m b e r  i s  c o n c e r n e d  t h a t  t h e  
p r e s e n t  b i l l s  p r o v i d e  t h e  a b i l i t y  t o  u s e  t h e  w a t e r ' s  e d g e  
r e p o r t i n g  m e t h o d  o n l y  t o  m u l t i n a t i o n a l  c o r p o r a t i o n s  w i t h  f o r e i g n  
p a r e n t s ,  a n d  i n  t u r n  ’d i s c r i m i n a t e s  u n f a i r l y  a g a i n s t  d o m e s t i c  
m u l t i n a t i o n a l  c o r p o r a t i o n s .  A c c o r d i n g l y ,  t h e  B o a r d  o f  D i r e c t o r s  
v o t e d  i n  F e b r u a r y ,  1 9 8 9  t o  s u p p o r t  c h a n g e s  i n  t h e  p r o p o s e d  
l e g i s l a t i o n  t o  i n c l u d e  m u l t i n a t i o n a l  c o r p o r a t i o n s  w i t h  U . S .  
p a r e n t s .

T h a n k  y o u  f o r  t h e  o p p o r t u n i t y  t o  p r o v i d e  t h e s e  c o m m e n t s .  

C o r d i a l l y ,

G K / e l



alaska M iners association, inc.
601 W NoMhofft u>omi Bi,a.. Suite 203. A nchorifl*. AK 9S603 (907) 276 034 7

October 10, 1989

Steve Covper, Covernor 
State of Alaska 
P.O. Box A
Juneau, AK 99811-0101

Dear Covernor Covperi

We understand chat the Unitary Tax issue will be raised in 
1990 soasion of the Legislature,

the

Lest year the Alaska Miners Association presented testimony on
Senate Bill No, 119 concerning reporting methods for corporate
income tax. We supported the bill, but with an amendment which 
puto our domestic multi-national corporations on the same tax 
footing as foreign corporations,

Currently ouch of the mineral development in Alaska la by foreign 
corporations and we encourage the continuation of their interest 
and exportise, but not at the expense of our own domestic mining 
companies. We need to encourage both; we need to look at 
incentives which can diversify Alaska's economic bate. We need 
to think long term, Granted there may be a 6mall immediate l o s s  
of reyenue but these who take the high risks in developing mining 
properties must look 10 to 20 years ahead. It is incumbent on
Government to a l s o  look -to the future not just satisfy an
immediate shortfall,

I don't know if there has been any economic analysis conducted on 
the decrease of investments by U«S*-based companies but suggest 
if not, this might be in order. It is indeed logical to assume 
tj,S.-based companies vould prefer to invest in the U,S, w h e r e  
they know Che 3ystom, This should not be discouraged. Dollars 
retained in the U.S. mean jobs.

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

Sincerely,

Curtis McVee 
Executive Director
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Brown&'Root U.S.A., Inc.
" 1 "     — —  -  -  ■ ■

6900 A rctic  B|\C. 
A nchorage, A laska  9951$

A p r i l  2 8 ,  1 9 8 9

S e n a t o r  R i c k  U e h l i n g  
P o u c h  V
J u n e a u ,  A l a s k a  9 9 8 1 1  

R e :  S e n a t e  3 1 1 1  1 1 9

D e a r  S e n a t o r  U e h l i n g :

I t  i s  o u r  u n d e r s t a n d i n g  t h a t  S 3 1 1 9  p r o p o s e s  t o  c h a n g e  
t h e  b a s i s  o f  i n c o m e  t a x  c a l c u l a t i o n  f r o m  a w o r l d w i d e  
u n i t a r y  b a s i s  t o  a  w a t e r ' s  e d g e  b a B i B  f o r  f o r e i g n  
c o m p a n i e s *  We f e e l  t h i s  w o u l d  u n f a i r l y  d i s c r i m i n a t e  
a g a i n s t  d o m e s t i c  c o m p a n i e s ,  s u c h  a s  3 r o w n  & R o o t ,  t h a t  
s e e k  t o  c o m p e t e  b o t h  i n  A l a s k a  a n d  o v e r s e a s .

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

T r u l y  y o u r s ,

K,  C ,  H u n t
B r o w n  & R o o t  U . S . A . , i n c ,

H C K s l p  
P.4 i 39

a Halliburton Company



OFFICE O F THE COMMISSIONER

D E P A R T M E N T  O F  R E V E N U E
P .O . BOX S  JUN EAU, ALASKA 99B11-0400 PHONE: (907) 465-2300 TELEFAX: (507) 465-2389

February 28, 1990

Denby Lloyd
Special Staff Assistant 

to the Governor 
Governor's Office 
P.O. Box A 
Juneau, AK 99811

Dear Mr. Lloyd:

I believe that it is time for the people inside the administration to 
sit down and review the status of the work on the administration efforts 
on the changes to the unitary (worldwide) corporate income tax reporting.

The Department of Revenue has been working with the office of 
international trade (Bob Poe) and various representatives of the 
interested corporations in an attempt to arrive at a change that would 
meet the interests of those corporations restricting the reporting 
requirements that now existing under the worldwide combination method 
that has been the states policy so far.

The purpose in modifying the worldwide combination approach is to 
send out a signal that provides assurance that companies doing business 
here will not be discriminated against, and that we want to encourage 
people to come. The purpose has not been to tap the general fund to" 
provide a subsidy to very large international business concerns.

The Department of Revenue has been working to arrive at change that 
would be "revenue neutral"; that is , not result in any significant 
change in the amount of revenue received by the state. It appears that 
there is no agreement possible that would allow this. There are ways, 
but various companies disagree with the particular effects of the 
reporting methods on their operations.

The latest proposal by IBM forms the basis of a Senate Committee
substitute on SB 119. It will cost the general fund perhaps upwards of
three million dollars a year, money redirected from the state treasury 
into the international corporate treasuries. It increases our reliance 
on petroleum revenue. The IBM bill reduces the diversification in our 
already narrow tax base. It is a substantial change from the purpose of 
the original bill introduced by the governor.

Because of these reasons, I think it is necessary for an
administration review to take place. Perhaps it woulo be preferable for
separate legislation to be introduced by the Senate if the IBM approach 
is to be followed. Perhaps the modifications in the approach that the

04-02L H



Denby Lloyd 
February 28, 1990 
Page 2

Department has discussea with IBM could be incorporated in the bill 
(although I really believe that is not something that is likely, since I 
discussed these issues with the company representative). Or perhaps the 
IBM proposal is one that, after considering all the alternatives, is 
somehow seen as being in the interests of Alaskans.

I recommend that we discuss this as soon as reasonably possible. 
Since the legislation is under active consideration in the Senate, I am 
as a courtesy, informing the Chairman and members of the Senate Finance 
committee of my recommendation for the aoministrati on review via a copy 

of this letter.

Very truly yours,

cc: Mary Halloran 
Bob Evans 
Bob Poe
Chairman and Members/Senate Finance Committee



i s  a  t e c h n i c a l  e x p l a n a t i o n  o f  I B M ' s  p r o p o s e d  

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

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

p r o v i s i o n s  o f  I . B . M . ' s  p r o p o s a l  a r e  i d e n t i c a l  t o  t h o s e  o f  t h e  

G o v e r n o r ' s  b i l l  ( S B  1 1 9 ) .  T h i s  a n a l y s i s  f o c u s e s  o n  t h e  d i f f e r ­

e n c e s .

TAXABLE INCOME —  S e c .  4 3 . 2 0 . 0 3 1 .

D E F I N I T I O N .  S u b s e c t i o n  ( a )  o f  S e c .  4 3 . 2 0 . 0 3 1  r e q u i r e s  t h a t  

t a x a b l e  i n c o m e  s h a l l  b e  d e t e r m i n e d  i n  a c c o r d a n c e  w i t h  S e c .  63  o f  

t h e  I n t e r n a l  R e v e n u e  C o d e  ( I R C ) . A l a s k a  l a w  c u r r e n t l y  d o e s  n o t  

c o n t a i n  a n y  e x p r e s s  d e f i n i t i o n  o f  t a x a b l e  i n c o m e .  Up  u n t i l  1 9 8 0 ,  

t h e  l a w  d i d  d e f i n e  t a x a b l e  i n c o m e  a c c o r d i n g  t o  t h e  I R C  d e f i n i ­

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

1 9 8 0  a s  a  c o n s e q u e n c e  o f  t h e  p e r s o n a l  i n c o m e  t a x  r e p e a l .  A 

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

t o  s u p p o r t  t h e  i n t e n t  t o  l i m i t  t a x a t i o n  t o  t h e  w a t e r ' s  e d g e .  SB 

1 1 9  c o n t a i n s  n o  d e f i n i t i o n  o f  t a x a b l e  i n c o m e .

EX CLUSIO NS.  S u b s e c t i o n  ( b ) ! o f  S e c .  4 3 . 2 0 . 0 3 1  e x c l u d e s  80%
i

o f  f o r e i g n  d i v i d e n d s ,  100% o f  I R C  S e c .  7 8  d i v i d e n d  g r o s s - u p ,  a n d  

80% o f  f o r e i g n  r o y a l t i e s .

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

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

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

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

c r e d i t .

S t a t e s ,  i n c l u d i n g  A l a s k a ,  i m p o s e  i n c o m e  t a x  o n  a  s o u r c e  

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

t o  t a x a t i o n  o f  i n c o m e  a r i s i n g  w i t h i n  t h e  s t a t e ' s  b o r d e r s .  F o r  

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

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

a p p o r t i o n m e n t  f o r m u l a .  1 /  T h e o r e t i c a l l y ,  t h e  u s e  o f  a  w o r l d w i d e  

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

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

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

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

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

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

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

p r o h i b i t e d  f r o m  t a x i n g .

S e c .  7 8  g r o s s - u p  i s  f u l l y  e x c l u d e d ,  b e c a u s e  t h i s  i s  

" f i c t i t i o u s  i n c o m e . "  I t  i s  i n c l u d e d  i n  f e d e r a l  t a x a b l e  i n c o m e  

s o l e l y  f o r  U . S .  t a x  p u r p o s e s  a s  j l a r t  o f  t h e  m e c h a n i c s  o f  t h e
II

f o r e i g n  t a x  c r e d i t .  N e i t h e r  t h i s  i n c o m e  n o r  t h e  w o r k i n g s  o f  t h e  

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

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



( a l t h o u g h  a  f e w  s t a t e s  h a v e  t h e i r  o w n  v e r s i o n  o f  a  " f o r e i g n  t a x  

c r e d i t " ) .

F o r e i g n  d i v i d e n d s  a n d  f o r e i g n  r o y a l t i e s  l i k e w i s e  w o u l d  b e  

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

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

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

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

t h i s ,  t h e  b i l l  p r o v i d e s  f o r  o n l y  a n  80% e x c l u s i o n .  S u b s e c t i o n

( c )  o f  t h i s  s e c t i o n  f u r t h e r  c l a r i f i e s  t h a t  n o  f u r t h e r  e x p e n s e  

a t t r i b u t i o n  s h o u l d  b e  m a d e .

T h e  s e c o n d  s e n t e n c e  o f  s u b d i v i s i o n  ( b )  c l a r i f i e s  t h a t  t h e s e  

e x c l u s i o n s  —  f o r e i g n  d i v i d e n d s ,  f o r e i g n  r o y a l t i e s  a n d  S e c .  78  

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

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

r e l a t e d  c o m p a n i e s ,  d e f i n e d  a s  50% o w n e d .

A F F I L I A T E D  GROUP D E F I N I T I O N  ~  S e c .  4 3 . 2 0 . 0 7 3 .
8

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

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

e x c l u s i o n  f r o m  t h e  g r o u p  o f  " 8 0 / ^ 0 "  c o r p o r a t i o n s .

8 0 / 2 0  c o r p o r a t i o n s  a r e  c o r p o r a t i o n s  i n c o r p o r a t e d  i n  t h e
i

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

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

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

m e n t s ,  e t c . , m a n y  m u l t i - n a t i o n a l s  a r e  f o r c e d  t o  o r g a n i z e  t h i s  w a y  

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

C l e a r l y ,  t h e  p r e f e r e n c e  w o u l d  b e  t o  e s t a b l i s h  f o r e i g n  s u b s i d i a r y
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7 February 1989

Summaiy &  Sectional Analysis

SB 119 
Legislation to Modify 

Unitary Tax Provisions in Alaska Law
This bill is designed to resolve objections by foreign 

business interests to Alaska's unitary corporate income tax. 
The bill disturbs the state's existing taxing arrangements as 
little as possible, consistent with the goal of removing the 
objectionable unitary provisions. Oil and gas taxpayers are 
not affected.

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

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

The fiscal note estimates that an annual revenue loss of 
$60,000 would result from th is legislation.



SB 119, Summary and Sectional Analysis, page 2

*Section 1 states that the purpose of the bill is to promote 
trade and investment opportunities.

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

*Section 3 gives the bill retroactive application to tax 
years beginning after the last day of 1988.

*Section 4 provides for an immediate effective date.



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

W ith that overall goal in mind, my administration w ill ask you to adopt 
the following proposals for the permanent recovery of the Alaskan 
economy...

5. Repeal die unitary tax on m ultinational corporations, replacing 
the lost revenue through other m eans. T he unitary tax was adopted as 
a  means o f  making sure that expenses connected with drilling in 
Indonesia weren't deducted from A laska tax returns. Its benefits are 
now  outweighed by its disadvantages. Foreign investors are reluctant 
to  locate in  states which have a unitary tax because o f  the fear that 
those states might tax incom e ram ed  elsewhere. A  less threacening 
tax structure will make Alaska m ore attractive to those investors.



W in u r  IM S

S M R  F o r u m :

A  J a p a n e s e  P e r s p e c t i v e  —  I s  W o r l d w i d e  

U n i t a r y  T a x a t i o n  F a i r ?

Mitsuru M i s a w a In d u s tr ia l B an k  o f Japan, Ltd .

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

Jap an ’s d ire c t in v e s tm e n t in  the U nited  
S tates is in c rea s in g  s tead ily , hav ing  reach ed  
a ba lance  o f $3  b illio n  at the  end  of 1982 
(w h ich  is eq u a l to 36 p e rcen t of Japan 's  to tal 
in v es tm en t w o rld w id e ). H ow ever, the  fu tu re  
of th is  tren d  is n o w  c lo u d e d  by the  system  of 
a w o rld w id e  u n ita ry  tax a tio n  ad o p ted  by 
C aliforn ia  a n d  tw e lv e  o th e r  statei;.’ U nder 
u n ita ry  tax a tio n , a s ta te  g o v ern m en t d e te r­
m in es a c o rp o ra tio n 's  co n so lid a ted  incom e 
w o rld w id e  a n d  a llo ca te s  its local su b s id ia ry  
a p ro  ra ta  in co m e a sse sse d  o n  th e  ev a lu a tio n  
o f labor co m p e n sa tio n . lo ca l a sse ts , an d  sales 
proceeds. T h e  v a lid ity  o f th is  m eth o d  is o p en  
to q uestion .

D uring h is  N ovem ber 1 9 8 3 .v isit to  Japan, 
P residen t R eagan  w as re m in d e d  of th is  p ro b ­
lem  by P rim e M in is te r N akasone .2 A lth o u g h  
th e  U.S. g o v e rn m en t is no w  lo ok ing  in to  the 
m atter, Jap an 's  le a d in g  b u sin esse s  a re  very  
m u ch  co n cern ed  ab o u t th e  ou tcom e.

T h is p ast June , K eid an ren  (The Jap an ese  
F edera tion  o f E conom ic  O rgan iza tions) d is ­
p a tch ed  a h ig h -lev e l u n ita ry  tax  su rv ey  m is­
s io n  to  the  U n ited  S ta tes. R ep resen ta tiv es  
from  *orae tw e n ty  le a d in g  b u s in e sse s1 v is­
ite d  a to ta l o f tw en ty -fo u r sta tes , in c lu d in g  
severa l w h ere  u n ita ry  tax a tio n  is a p p lie d .4 
T h e  p u rp o se  o f th is  m issio n  w as to  m ee t 
w ith  g o v ern m en t a u th o ritie s  ( in c lu d in g  g o v ­
ernors) an d  e n co u rag e  th em  to e ith e r  ab o lish  
o r n o t a d o p t u n ita ry  tax a tio n . In th is  p a p e r , 1 
w ill a tte m p t to  su m m arize  th e  p rob lem s th a t 
u n ita ry  tax a tio n  h as  c rea ted  for Japanese  
co rp o ra tio n s an d  th en  exp lo re  possib le  so lu ­
tions.*

T h e  C o n sequences o f  U n ita ry  T a x a tio n  on  
Ja p a n e se  C o rp o ra tio n s  
Several Japanese  c o rp o ra tio n s  w ith  su b ­
sid ia rie s  in  C alifo rn ia  have e n co u n te red  
large s ta te  tax  liab ilitie s  desp ite  th e ir  lim ­

ited  sa les w ith in  the  sta te . T h is  situ a tio n  
p revails  even w h en  a su b s id ia ry  is perfo rm ­
ing  poorly  in  California.* A new ly  estab ­
lish ed  subsid ia ry  is rarely  p ro fitab le  as debt 
serv ice  an d  am ortiza tion  costs  are  p a r tic u ­
la rly  heavy in  the  in itia l years. Yet. even  new  
firm s are liab le  to taxation  b ecau se  of the 
perfo rm ance of a lready  w e ll-e s tab lish ed  p a r­
en t com pan ies.

For exam ple , Kyocera C o rp o ra tio n , a rep ­
resen ta tiv e  Japanese h ig h -te c h n o lo g y  firm , 
p a id  a total of $18 m illion  in  co rp o ra te  in ­
com e tax to  the  In ternal R evenue  Service 
o v er tw elve  years from  1972 th ro u g h  1983.’ 
In  th is  p e rio d , the co rpo ra tion  p a id  S3.5 m il­
lio n  to the sta te  of C alifornia o n  a n e t in ­
com e of $22 m illion . H ow ever, w ith  th e  im ­
p o sitio n  of u n ita ry  taxation , tax  liab ilitie s  
w ere  reca lcu la ted  to in c lu d e  co rp o ra te  in ­
com e ea rn ed  th ro u g h o u t the  w o rld . T h u s, 
th e  state lev ied  an  ad d itio n a l a m o u n t of S21 
m illio n  in c lu siv e  of in terest a c c ru e d  d u rin g  
an  a lleged  delay  in  paym ent. A lto g e th e r, the 
sta te  tax p a id  exceeded  net in co m e . In this 
case, the  g rievance against u n ita ry  taxation  
o n  th e  p a rt o f Kyocera C o rp o ra tio n  ap p ear: 
to  be justified.*

G iven these c ircu m stan ces , K yocera ha: 
su sp en d ed  its p lan  to en large  its  p la n t in  Sar 
D iego, C alifornia. Instead , th e  firm  m ay con 
s id e r  re locating  to  th e  sta te  of W ash in g to n  
w h ich  does not im pose u n ita ry  taxa tion .

A n o th er w ell-know n e lec tro n ic s  firm 
NEC,* has also  su sp en d ed  a d d itio n a l in  
v estm en t in  C alifornia an d  is  ten ta tive l; 
p la n n in g  to  invest in  an  o p tic a l fiber tele 
co m m u n ica tio n s  p lan t in  O regon . w hen  
u n ita ry  taxation  is expected to be abolishei 
sh o rtly .10

T h e  B ack g ro u n d  o f U n ita ry  T a x a tio n  
T h e  sy stem  o f w orldw ide  u n ita ry  taxatio .
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I s  W o r l d w i d e

U n i t a r y  T a x a t i o n  F a i r ?

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

Jap an 's  d ire c t in v e s tm e n t in  the  U nited  
S ta tes  is in c re a s in g  s te a d ily , hav in g  reached  
a balance  o f $3 b illio n  at the en d  of 1982 
(w h ich  is eq u a l to 36 p e rc e n t of Jap an ’s to tal 
in v es tm en t w o rld w id e ). H ow ever, the  fu tu re  
of th is  tren d  is  n o w  c lo u d e d  by th e  sy stem  of 
a w o rld w id e  u n ita ry  tax a tio n  ad o p ted  by 
C aliforn ia  a n d  tw e lv e  o th e r s ta te s .1 U n d e r 
u n ita ry  tax a tio n , a s ta te  g o v ern m en t d e te r­
m in es a c o rp o ra tio n 's  co n so lid a ted  incom e 
w o rld w id e  an d  a llo ca te s  its  local su b s id ia ry  
a p ro  ra ta  in co m e a sse sse d  on  the  ev a lu a tio n  
of labo r c o m p e n sa tio n , local asse ts , an d  sa les 
p roceeds. T h e  v a lid ity  o f  th is  m ethod  is o p en  
to  q u es tio n .

D uring h is  N ovem ber 1983. v is it to  Japan , 
P resid en t R eagan  w as rem in d ed  of th is  p ro b ­
lem  by P rim e M in is te r N ak aso n e .1 A lth o u g h  
the  U.S. g o v e rn m e n t is n o w  look ing  in to  the 
m atte r, Jap an ’s le a d in g  b u sin esses  are  very  
m u ch  c o n ce rn ed  ab o u t th e  ou tcom e.

T h is  p a s t Ju n e , K e id an ren  (The Japanese  
F ed era tio n  o f E conom ic  O rganizations} d is ­
p a tc h e d  a h ig h -le v e l u n ita ry  tax su rvey  m is­
s io n  to  th e  U n ite d  S ta tes. R ep resen ta tives 
from  som e tw en ty  lead in g  b u s in esse s1 v is­
ite d  a to ta l o f  tw en ty -fo u r sta tes , in c lu d in g  
sev era l w h e re  u n ita ry  tax a tio n  is a p p lie d .4 
T h e  p u rp o se  o f th is  m issio n  w as to  m eet 
w ith  g o v e rn m en t a u th o ritie s  (in c lu d in g  gov­
ernors) a n d  e n co u rag e  th em  to e ith e r  ab o lish  
o r  n o t a d o p t u n ita ry  tax a tio n . In th is  p a p e r , 1 
w ill a tte m p t to  su m m a riz e  the  p ro b lem s th a t 
u n ita ry  tax a tio n  h a s  c rea ted  for Japanese 
co rp o ra tio n s  an d  th e n  ex p lo re  possib le  so lu ­
tions.*

T h e  C o n seq u en ces o f  U n ita ry  T a x a tio n  on  
Ja p a n e se  C o rp o ra tio n s  
Several Japanese  c o rp o ra tio n s  w ith  su b ­
sid ia rie s  in  C alifo rn ia  have en co u n te red  
large  sta te  tax lia b ilitie s  d esp ite  th e ir  lim ­

ite d  sales w ith in  the state. T h is  situation  
prevails  even w h en  a su b sid ia ry  is perform ­
ing  poorly  in California.* A new ly  estab­
lished  subsid ia ry  is rarely pro fitab le  as debt 
serv ice  a n d  am ortization  costs are  p a rticu ­
la rly  heavy in  the  in itia l years. Y et, even  new 
firm s a re  liable to taxation  b ecau se  of the 
perfo rm ance of a lready  w e ll-e s tab lish ed  p ar­
en t com panies.

For exam ple, Kyocera C orpo ra tion , a rep ­
resen ta tiv e  Japanese h ig h -tech n o lo g y  firm, 
p a id  a to tal of $18 m illion  in  co rp o ra te  in ­
com e tax  to  th e  In ternal R evenue Service 
over tw elv e  years from 1972 th ro u g h  1983.7 
In  th is p erio d , th e  corpora tion  p a id  S3.5 m il­
lio n  to th e  state of C alifornia o n  a ne t in ­
com e o f $22 m illion . H ow ever, w ith  the  im ­
p o s itio n  of un ita ry  taxation , tax  liab ilities 
w e re 're c a lc u la te d  to in c lu d e  co rp o ra te  in ­
com e ea rn ed  th ro u g h o u t the  w o rld . T hus, 
th e  sta te  lev ied  an  add itional a m o u n t of $21 
m illion  in c lu siv e  of in terest a c c ru e d  during  
an  a lleged  delay  in  paym ent. A lto g e th er, the 
s ta te  tax  paid  exceeded  net in co m e. In this 
case, th e  grievance against u n ita ry  taxation  
o n  the p a r t o f Kyocera C orpo ra tion  appears 
to  be justified.®

G iven these circum stances, K yocera has 
su sp en d ed  its p lan  to en large its  p lan t in  San 
Diego, C alifornia. Instead, th e  firm  m ay con­
s id e r re locating  to  th e  sta te  of W ash ing ton  
w h ich  does no t im pose u n ita ry  taxation .

A n o th er w ell-know n e lec tro n ic s  firm 
NEC,* has a lso  su spended  a d d itio n a l in 
v estm en t in C alifornia and  is  ten tativel) 
p la n n in g  to invest in  an  o p tic a l fiber tele 
com m u n ica tio n s p lan t in O reg o n , w hen 
u n ita ry  taxation  is expected to be abolishec 
sh o rtly .1*

T h e  B ack g ro u n d  o f U nitary  T a x a tio n  
T he system  of w orldw ide u n ita ry  taxatio.
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re p re se n ts  an  a ttem p t to rep len ish  treasu ries 
in  severa l s ta tes  that are troub led  w ith  reve­
n u e  sh o rtfa lls . In so u th ern  sta tes su ch  as 
G eorgia an d  K entucky, w h ere  a ba lanced  
bu d g e t is a m andato ry  co n stitu tio n a l re ­
q u ire m e n t, u n ita ry  taxation  has never been 
p ro p o se d , a n d  th e ir  governors have d is ­
c la im ed  an y  in ten tio n  to in tro d u ce  it in  the 
fu tu re .1*

A n u m b e r  of co n su m er g roups, on  the  
o th e r h a n d , a re  ad am an tly  d em an d in g  en ­
fo rcem en t of u n ita ry  taxation  to p rev en t big 
b u sin ess  from  g e ttin g  aw ay w ith  pay in g  li t­
tle  taxes. T h u s , sta te  governm en ts m igh t ex ­
p e rie n c e  co n sid e rab le  o p p o sitio n  if  th ey  
w ith d ra w  th e ir  co m m itm en t to u n ita ry  taxa­
tio n .13 For in stan ce , a g o v ern m en t w o u ld  
first h a v e  to  secu re  an  a lte rn a tiv e  sou rce  
o f re v e n u e s  an d  th e n  co n v in ce  co n su m er 
g ro u p s  th a t th e  tax b u rd en  w o u ld  be eq u ita ­
bly  sh a re d .

In  a re c e n t ru lin g , the  U.Si S u p rem e  C ourt 
u p h e ld  th e  c o n s titu tio n a lity  of u n ita ry  tax ­
a t io n .11 In  th is  p a rticu la r case , th e  co rp o ­
ra tio n , w h ic h  is  in co rp o ra ted  in  D elaw are 
an d  d o in g  b u s in ess  in  C alifornia, an d  its 
o v erseas  su b s id ia r ie s 'c o n s titu te d  a "u n ita ry  
b u s in e s s .” T h e  "fo rm u la  a p p o rtio n m e n t"  
m e th o d  u se d  by  C alifornia d id  no t v io la te  
th e  re q u ire m e n t of fa ir ap p o rtio n m en t im ­
posed  b y  th e  d u e  p rocess c lau se  of th e  U.S. 
C o n s titu tio n .14 A p p lica tio n  o f th e  u n ita ry  
b u s in e ss  a n d  fo rm ula  a p p o rtio n m e n t m e th ­
od to  o v e rsea s  su b sid ia rie s  d id  n o t v io la te  
th e  F o re ig n  C om m erce C a u s e  o f th e  U.S. 
C o n s titu tio n .

T h e  A rm 's -L e n g th  A p p ro a c h  
T h e  l i t ig a n t co rp o ra tio n  h ad  u n d e rtak en  an  
a lte rn a tiv e  ap p ro a c h  ca lled  the  "a rm 's -  
le n g th "  a p p ro a c h , obeying  th e  law s an d  re l­
e v an t ta x  trea tie s  o f th e  U.S. federal g o v ern ­
m en t a n d  o th e r  n a tio n a l g o v ern m en ts  u n d e r  
w h o se  ju r isd ic tio n  th e  co rp o ra tio n  o p era tes  
su b s id ia r ie s . By em ploy ing  th e  a rm 's -le n g th  
a p p ro a c h , a g o v ern m en t im poses taxes o n ly  
o n  in co m es  ea rn ed  w ith in  its  ju risd ic tio n  — . 
p ro v id e d  th a t w ith in  & g ro u p  of affilia ted  
firm s, e ach  firm  is legally  trea ted  as a n  in d e ­
p e n d e n t e n tity  an d  th a t th e  firm s tran sac t

w ith  one  a n o th e r  on  ar. arm 's-length basis 
T h is ru lin g , how ever, leaves the question of 
fo reign  p a re n t co m p an ies  that are operating 
in th e  U.S. th ro u g h  U.S. subsidiaries unre­
so lved . It seem s w o rth w h ile , therefore, for a 
Japanese firm  like Kyocera to contest this 
p o in t in  co u rt.

P ro b lem s fo r Jap an ese  C orporations 
T he p ro b lem s tha t Japanese corporations en­
c o u n te r  w ith  u n ita ry  taxation  are listed be­
low .

1. T ax  Ju risd ic tio n . Tax jurisd iction  is con­
s id e red  to be  co u n te rb a lan ced  by the benefits 
and  p ro te c tio n  p ro v id ed  by the authorities to 
the tax p ay ers  a lso  u n d e r their jurisdiction. 
L ogically , th e re fo re , tax ju risd ictions cannot 
im p o u n d  in co m es  accru ing  to the party ou t­
s id e  th e  tax  ju risd ic tio n  of the taxing au thor­
ity. T h is  is w id e ly  accepted  as an in terna­
tional p rac tice  b ased  on justice and equity. It 
is p ro b ab ly  r ig h t to  infer, therefore, that sev­
eral s ta te s  in  th e  U nited  States may not law ­
fu lly  im p o se  a tax  on the  foreign-based in­
com es of fo re ig n  corporations.

A lth o u g h  it is tru e  that a group of affiliate 
firm s is in te rd e p e n d e n t, and the total income 
of th e  g ro u p  rep resen ts  the  fruit of its global 
a c tiv ities s tra d d lin g  ju risd ictional borders, 
the  m e th o d  o f aggregating  w orldw ide in ­
com e an d  th e n  ap p o rtio n in g  the total to geo­
g rap h ica l ju r isd ic tio n s  in  accordance w ith 
m ere b u s in e ss  in d ice s  is too m echanical to 
do ju s tice  to  th e  com plex ities of actual busi­
ness. T h is  p o in t  is p la in  enough in  the case 
of a Japanese  co rp o ra tio n , w ith a U.S. sub­
s id ia ry , th a t is ga in in g  profits from the oper­
a tio n s of its S o u th east A sian  and West Euro­
p e a n  su b s id ia rie s . Here, there is norm al!) 
on ly  a rem o te  p o ss ib ility  for the U.S. sub­
sid ia ry  to  c o n tr ib u te  any th ing  to the overall 
profits d e riv ed  from  the Asian or the W es’ 
E uropean  o p e ra tio n . The system  of unitar) 
taxa tio n  req u ire s , even in  th is case, the al 
lo tm en t o f s ta te  tax based on the Asian or tht 
W est E u ro p ean  opera tion .

2. C onflic ting  T ax a tio n  P rincip les. Both tht 
U nited  S ta tes  an d  Japan use the arm 's-lengtf



app ro ach  in  taxation , and  th u s  It m ay be 
co nsidered  the in te rn a tio n a lly  accep ted  ap­
p roach . H ow ever, the  ac tio n  o f  so m e U.S. 
s ta tes In pu rsu ing  un ita ry  ta x a tio n  creates a 
com plex  situ a tio n  for m u ltin a tio n a l co rpora­
tions th a t have to  deal w ith  tw o  differing 
taxa tio n  p rincip les.

T he arm 's-leng th  ap p ro ach  c a n n o t cope 
w ith  tax evasion  effected th ro u g h  transfer 
p ric in g  w ith in  a g roup  of affilia tes. In such  
cases, the  tax revenue o f th e  tax ing  au ­
tho rities  w ould  perh ap s su ffe r a decrease. 
H ow ever, the  U.S. and  Japan  h av e  no  ap p re ­
c iab le  d ifferences in  th e  ra te s  of co rpo ra te  
incom e taxes, an d  no m erits  e x is t  in  m an ip u ­
la tive  transfer p ric in g .11 •

3. C o n cep tu a l a n d  P ro c e d u ra l A m bigu ities . 
C oncep tu a lly  an d  p ro c e d u ra lly , th e  system  
of w orldw ido  u n ita ry  tax a tio n  in v o lv es  am ­
b ig u itie s , and  th ere  is no a ssu ra n c e  th a t the 
re lev an t taxing a u th o ritie s  .w ill no t ad o p t an  
arb itrary  s tan d . To assess th e  g lobal aggre­
gate incom e of an  affiliate g ro u p , th e  three 
in d ices  —  assets, labo r c o m p e n sa tio n , and 
sales p roceeds —  are c o n s id e re d  o f equal 
w eigh t. T h is  e rroneous a ssu m p tio n  is too 
s im p lis tic  to do  ju stice  to  th e  co m p lex  m an­
ag em en t of a m u ltin a tio n a l co rp o ra tio n .

W hen  a Japanese su b s id ia ry  co n stru c ts  a 
n ew  factory  in  the U .S., th e  req u ired  site 
m ust be p u rch ased  a t th e  c u r re n t price, 
w h ich  is  en te red  on  the  su b s id ia ry 's  books as 
th e  book value . T he p a re n t f irm 's  la n d  h o ld ­
in g s  in  Japan, on  the  o th e r  h a n d , are re­
co rd ed  a t th e ir  h is to rica l v a lu e . T h is  use of 
a sse t va lu es  inflates th e  a m o u n t of tax 
liab ilitie s  in  the  U nited  S ta tes.

4. D ouble T ax a tio n . T h e  c o rp o ra te  incom e of 
a  m u ltin a tio n a l g roup  is n o w  su b jec t to  taxa­
tio n  in  e ith e r  the c o u n try  o f  o p e ra tio n  or 
re s id en ce . W orldw ide u n ita ry  taxa tio n  — 
im p o sin g  tax liab ilities  on  th e  fo re ig n  in ­
com e o f fo re ign  co rp o ra tio n s  tax ed  already 
u n d e r  a rm ’s-leng th  tax a tio n  —  th u s  entails 
d o u b le  taxation .

For exam ple , « Japanese su b s id ia ry  in  the 
U nited  S tates ow es tax lia b ilitie s  to  the  sta te  
g o v ern m en t, a lth o u g h , from  th e  v iew p o in t of

the Japanese p a ren t, tax is being levied or 
part of the  p a re n t 's  incom e. T he paren t can 
not c la im  a tax  dedu ctio n  u n d er Japanest 
law  because th e  am oun t in questio n  is leviec 
on its U.S. su b sid ia ry , not on  the paren t it 
self. S tate an d  local taxes are not covered b) 
the Japan-U .S . tax treaty because the U.S 
federal g o v ern m en t has no p o w er over them  
For th is  reaso n , Japanese corpora tions can  
not expect re lie f from the ad  hoc  consu lta  
tion  p ro ced u re  set forth in  the treaty .

An A lte rn a tiv e : T he W ater's-E dge A p p ro ac l 
T he w a te r’s-edge approach  to reso lv ing  th 
issue of u n ita ry  taxation , w h ich  has beet 
advocated  by a com peten t task  force in  th  
T reasury  D epartm en t, appears to be a cor. 
s truc tive  p ro p o sa l.1* T h is ap p ro ach  recom 
m ends th a t in co m e earned  o u ts id e  the U.S 
by a m u ltin a tio n a l group shou ld  be inc lu d e  
in  the in co m e aggregation o n ly  if a n u m b t 
of co n d itio n s ,' w h ich  are described  below 
exist. T h u s , th e  un itary  taxation  of incom e 
from  in te rs ta te  business activ ities w ould  sti 
rem ain  a p ro b lem , bu t its in te rn a tio n a l ap 
p lica tion  w o u ld  be theore tica lly  e lim ina te  
in  m any cases.

Even so, th e re  is a catch to th is  p roposa 
A w ide  ran g e  of corpora tions based  ou tsic  
the U.S. w o u ld  co n tin u e  to  be subject : 
w o rld w id e  aggregation  of in co m e. T he: 
w ould  in c lu d e  all co rpora tions by w h ich  th 
average of th e  th ree  ind ices for a foreigr 1 
based co rp o ra tio n  am ounted  to m ore  th an  :  
percen t of th e  corporate  ac tiv ities (in  te rn  
of w ages/salaries p a id , assets h e ld , and  sal> 
registered) to  have o rig inated  in  the  Unite 
States. G lobal incom e assessm ent w ould  ah 
be ap p lied  if e ith e r  w ages/salaries p a id  in  tl 
U.S., or asse ts  he ld  in  the U.S., or sales in  tl 
U.S. ex ceed ed  $10 m illion . T h ese  provis< 
w ould  effectively  m ake m ost Japanese cc 
pora tions sub jec t to  un itary  tax a tio n . F t 
ther, th e  sam e  repo rt dem ands w ide-rang i! 
financial d isc lo su re  by foreign-based  corp 
ra tions, w h ic h  m ight conceivab ly  invol 
in o rd in a te ly  large costs.

T he range o f d isclosure in c lu d es : (1) su 
m ission  to the  sta te  tax au th o ritie s  of ta 
re la ted  in fo rm atio n  concern ing  th e  pare
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firm; (2) the su m m arized  lis ting  of the 
am oun t of taxes p a id  to  each  state; and  
(3) oral ex p lan a tio n  in  re sp o n se  to  a sum* 
m ons from  th e  sta te  tax au th o ritie s . To re in ­
force the legal o b lig a tio n  to  respond  to 
sum m onses, fo re ign-based  firm s m ust d e ­
p osit a certa in  am ount: of m oney w ith  the 
au th o rities . A c co rd in g ly , th e  firm s that fail 
to m eet fu lly  th ese  c o n d itio n s  o f d isc lo su re  
w ould  be sub jec t to  w o rld w id e  u n ita ry  taxa­
tion.

T h is so rt o f d isc lo su re  req u irem en t is no t 
un justifiab le  b ecau se  th e  assessm en t of tax 
on  m u ltin a tio n a l b u s in e ss  ac tiv ities  p re su p ­
poses a kno w led g e  of in trag ro u p  dealings. In 
p rac tice , h ow ever, several p rob lem s could  
arise . A s a sep a ra te  legal en tity , the  foreign 
p a ren t firm  of a  U.S. su b sid ia ry  is no t en ­
tire ly  free to  fu rn ish  th e  k in d  of in fo rm ation  
requ ired  by  th is  p ro p o sed  approach . It 
sh o u ld  also  be  rem em b ered  th a t d ifferen t 
s ta tes em p lo y  d iffe ren t taxa tio n  p rin c ip les  
an d  p ro ced u re s . T h e  sy n o p sis  lis tin g  of tax 
p ay m en ts  to  each  an d  every  sta te  is, there­

fore, easie r said  th an  d o n e . Furtherm ore, 
selective ob liga tion  to resp o n d  to the sum ­
m ons co u ld  co n stitu te  a d iscrim ination  
against fo re ign-based  firm s.

T he w a te r’s-edge ap p ro ach  as proposed by 
the T reasu ry  D epartm ent task force is also 
p rob lem atica l. It is h o p ed  that w ith further 
refinem ent, th is  ap p ro ach  w ill take a form 
that w ill be co n sid ered  reasonable  by most 
m u ltin a tio n a l co rpo ra tions.

C onclusion
The in itia tiv e  for satisfac to ry  se ttlem ent of 
this issu e  rests  w ith  each of the state gov­
ern m en ts  a n d  leg isla tu res concerned . Hav­
ing fu lly  ap p ra ised  the adverse  effects of 
u n ita ry  tax a tio n  o n  d irec t investm en t in the 
U nited  S ta tes, 1 w o u ld  like  to see those 
bodies take  the  co n stru c tiv e  steps neces­
sary to  c rea te  m ore jobs a n d  encourage eco­
nom ic p ro sp erity  w ith in  th e ir  sta tes. This is 
the scen a rio  m ost jap an ese  corporations 
s trong ly  h o p e  to see .
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W a l k  S o f t l y  o r  C a r r y  a  B i g  C a r r o t

Alaska’s one of only three states that still tax corporations 
on the basis of worldwide earnings. If the state doesn’t 

want its resources to walk softly in world markets forever, 
the worldwide reporting requirement may be one of the 
first big sticks it must drop to attract foreign investment 

in resource development.

T»  ISTEN. Hear it.' No? It's the
P  Jthundering silence of Alas- 

— -S k a 's  enormous resource and 
developm ent potential walking softly 
and carry ing  a big stick in the interna-' 
tional m arketplace. So softly, in fact, 
tha t m any foreign investors haven: 
been paying much attention.

T ruth  is. it never seemed to m atter 
much w hat foreign investors thought 
about the big stick rou tine-you  know, 
limited in frastructu re  and access to 
rem ote areas; high labor, construction 
and real esta te  costs, and an inhospita­
ble clim ate. Weather-wise and tax-wise. 
Love us or leave us alone. Until recently, 
anyhow. W ith the steady stream .of o:l 
dollars flowing into an Alaskan econ­
omy we all knew had outlived the days 
of boom and bust (say hallelujah!), who 
had tim e to listen to those nattering 
nabobs of negativism  preaching diversi­
fication or doom?

“T he oil boom made us fat. dumb 
and happy," says Anchorage attorney 
Robert Breeze, who's been active in 
international affairs and is a director of 
the A laska-K orea Business Council. 
“Now tha t it's over, we're starved, more 
astu te  and unhappy."

C heer u p  Alaska may have to carry a 
big carro t instead of a stick if it doesn't 
w ant to walk softly in the international 
arena forever, but the first step toward 
creating a m ore favorable foreign in­
vestm ent climate could turn out to be 
relatively painless y e t symbolically sig­
nificant: repealing the worldwide com­
bined rep o rtin g  requirem ent in the 
sta te’s un itary  tax and replacing it with 
a w ater's edge approach.

“Going to a w ater’s edge approach 
alone won't bring more foreign capital 
into the  state," says one foreign trade 
expert. “Taxes are just part of the pack­
age of w hat goes into a decision to invest 
in a  project. But the worldwide report­
ing requirem ent is a major stumbling 
block. T h e  Japanese and Koreans have 
as m uch as told o ther states that if they 
have a w orldw ide unitary rax. they 
won't invest there unless it’s absolutely 
necessary.”

Adds Dan Dixon, director cf interna­
tional affairs in the Alaska Department 
of C om m erce & Economic Develop­
m ent. "The tax  structure alone gener­
ally doesn't inhibit investment, because 
a /a ir and consistent system can be 
worked into profit-and-Ioss projections. 
But the tax  system  in Alaska is contus­
ing and inherently  unfair.

"It sends out a signal of greed, and 
m ost of the  United States has realized 
worldwide combined reporting :> -tu- 
pid. It pu ts us in a rather lonely ,r. 
when it com es to attracting :-ir«-:gn



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

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

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

If a widget company earns S100.000 
by extracting raw m aterials in Alaska, 
m anufactu ring  them  in Taiwan and 
operating its sales division out of Wash­
ington. and if 25 percent of the compa-

company's U.S.assets, salesandpayroll 
are in Alaska. Alaska corporate tax 
would be based on a $3<Ului) profit.

Objections to the worldwide report­
ing method:

•It results in double taxation of 
profits from foreign operations.

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

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

•It dilutes earlv-year tax losses for 
investments in capital-intensive proj­
ects and slows returns.

•The constitutionality of taxing 
overseas earnings of foreign-based 
multinationals has never been upheld 
by the U.S. Supreme Court.

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

Concludes a January 1P85 study of 
Korean interests in Alaska for then- 
House Speaker Joe Hayes. “The as­
sumption underlying unitary tax-that 
a dollar of property, payroll and sales 
yields the same income wherever it may 
be-is patently false with respect to 
multinational corporations. The result 
is tremendous distortion and regular 
overallocation of the U.S. income of

■ r
domino to tumble was Cnlilorniii; once 
the bastion of worldwide umtnr.' taxa­
tion, Beginning Jan. 1. tmilt::u:to::n!> 
operating in California will haw the 
option of sticking with the existing sv>- 
tent of worldwide reporting or paying 
an annual fee based on California pay­
roll. property and income to switch to a 
water's edge approach.

"California was literally losing for­
eign business investment to states with­
out worldwide reporting." says Ken 
Hansen, a partner in the Sacrament" 
office of Peat Mar wick Mitchell & 
Co. "The Japanese were saying they 
wouldn't invest any more in California if 
the worldwide requirement weren't 
changed, and right after the vote 
change the system. Sony announced it 
would substantially increase its invest­
ment in the state."

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

Even with worldwide reporting, the 
state has captured more than 40 percent 
of all Japanese investment in the United

W orldwide C om bined R eporting  M ethod

Alaska Sales Alaska Assets Alaska Payroll Income
Worldwide Sales Worldwide Assets Worldwide Payroll y Worldwide = subject

3
Earnings to Alaska 

corporate tax

W ater's Edge R eporting  M ethod

Alaska Sales Alaska Assets Alaska Payroll Income
U.S. Sales U.S. Assets 1 U.S. Payroll y U.S. subject

3
Earnings to Alaska 

corporate tax

S e p a ra te  A ccounting

Alaska Sales -  Alaska Expenses = Income subject to Alaska corporation tax

nv's sales, assets and payroll are in 
Alaska, its corporate tax liability in 
Alaska is based on a S25.000 profit. 
That's tcorldivide combined reporting.

With a water's edge approach, only 
U.S. widget activities would be used in 
calculating state tax liability. Fair mar­
ket value would be used to determine 
the vaiue of raw materials extracted in 
Alaska and "sold" to the manufacturing 
division in Taiwan and the value of 
finished widgets shipped from Taiwan 
to be sold out of Washington. If the 
corporation earns $30,000 from U.S.

multinational corporations.
"Because non-U.S.-based companies 

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

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

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

California figures it will lose less 
than $100 million in «tate revenues

ccrri •.j \  ••••>-
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W ater’s  edge and the 
foreign dividend dilemma

Separate accounting? L'ni- 
tarv taxation with com bined world­
wide reporting? U nitary tax with the 
w ater’s edge approach?

Did you really think any issue hav­
ing to do w ith taxes was going to be 
as simple as choosing (a), (b) or (c)? 
Think again.

Once a state 's chosen the water's 
edge approach, th e  tun has ju s t 
begun. One of the thorniest issues 
for states that have m ade the switch 
is how or w hether to tax dividends 
paid to L'.S.-based m ultinationals by 
foreign subsidiaries.

T he dilemma:
Do you exclude foreign dividends 

from water's edge taxes and give 
m ultinational c o rp o ra tio n s -U .S .-  
and fo re ig n -b a se d -a  com petitive 
edge over purely dom estic corpora­
tions engaged in the sam e business? 
And conceivably encourage  U.S. 
m ultinationals to invest outside the 
United States? (Illinois did.)

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

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

T h e  issue may have little signifi­
cance in Alaska. However, a 11)84 
study  on unitary taxation in Alaska 
for then-House Speaker Joe Hayes 
suggested the competitive balance 
am ong Sohio Alaska Petroleum Co. 
(now Standard Alaska Production). 
ARCO Alaska and Exxon -  the three 
dom inant players in North Slope pro­
d u c tio n -co u ld  be influenced. The 
repo rt characterized Sohio as a for­
eign-based multinational. ARCO as 
“a m ostly domestic corporation" and 
Exxon as a U.S.-based multinational.

"I :l< i-timaicil > » . » • : *  a:::- :;■! r- 
pnrate lax take, l-'ur.ia «-%.{>. <:. fiia;
decline to be w iv  than > : :-e: !.v hr* ip- 
erty. income and .-ale- taxes :r**:n m-w 
investment the change should -pawn.

Nonetheless, the revision came only 
after intense lobbying and te.eth gnash­
ing within the stare and pres-ure from 
the Reagan Administration. And a pair 
of not-so-gentle nudges iron: California# 
worldwide reportiVtg-free neighbors to 
the north. Oregon and Washington.

Oregon lawmakers in June of 1984 
adopted a water's edge approach that 
was implemented in lp$<i. Results were 
swift and impressive. Just prior to the 
repeal of worldwide reporting-but 
after it was apparent the measure would 
pass-Japan's Nippon Electric Corp. 
(NEC) announced it wouid buiid a fiber 
optics plant in the "Silicon [-'urest" area 
just outside Portland. Within weeks of 
the repeal. Fujitsu America finalized 
plans for a disk drive plant in the same 
area. Epson announced it would bu:ld a 
plant to make printers. Fuji Microelec­
tronics unveiled plans to build a facility 
to manufacture semiconductors and 
computer chips, but Fuji's project re­
portedly since has been put on hold.

Says Glen Ulmer, tax partner in the 
Portland office of Arthur Andersen & 
Co. and member of a Portland Develop­
ment Commission task force that went 
on several trade missions to the Far East
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print- ;n thy repeal. "Sohie tJapniiekeJ 
eompanies are tax-sensitive and others 
aren't. Hut no matter who we taiked to. 
we had a ciiiiioult time explaining the 
twiirldwide reporting) unitary issue.

"I think the repeal was critical in 
attracting new Japanese investment. It 
wn> a major statement that Oregon was 
one:’, tor business. You can't underesti­
mate the importance of intangibles, and 
a state'.- attitude toward business is one

6101 Azalea Drive 
Anchorage, A K  995]

hotoqrapher

at
wa- ,t 
open 1
mate tlte importance of 
a state'.- attitude 
oi tia- mo-t important factors."

Adci> Le> I-’aliey. tax partner in the 
Portland oft ice of Peat Manvick Mitch­
ell Co.. "California has a marketplace 
that's more lucrative than Oregon's: if 
California would have acted earlier, it 
probably would have gotten some of the 
investment that came here."

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

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

•That states still using worldwide 
reporting should abandon it in favor of a 
water's edge approach:

•That the federal'government 
should assist states in monitoring com­
pliance with water's edge reporting:

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

IJLa
U T T T 'S  BEEN an emotional issue not 

just for the Japanese, but for Brit­
ain and West Germany, too." says 

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

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

Alaska has had a unitary tax since 
before statehood. In recent years it's 
accounted for a fraction of state govern-
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meiu - total revenues, and like state 
revenues in general, it's come almost 
exclusively from the oil industry.

"Worldwide reporting isn't signifi­
cant at this moment in terms of attract­
ing foreign investment into Alaska." 
maintains Michael Gay. executive direc­
tor of corporate development for Calista 
Corp. and author of the study for former 
House Speaker Hays on Korean busi­

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

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

.
it™. M

mem- in development.' Prompters •>: a 
handful of mnior rev mrce rievciopn-.cr.t 
projects in Alaska note their negotia­
tions with potential foreign investors 
haven’t reached the point where state 
tax policy has been a significant issue.

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

■ - ■■■ . '••>0 .
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W hy oil curdles at the thought of (another) tax change
In the midst of last year's mini-debate over 

whether to reimpose separate accounting on Alaska’s oil 
industry, one long-time state legislator dismissed indus­
try arguments that another change in the tax structure 
would reinforce business’s perception that the state has 
an unstable tax climate and discourage investment in 
Alaska. "We've changed taxes nine times on the industry 
since statehood." he declared.

Is it any wonder the oil industry reaches for its 
Rolaids whenever someone brings up the issue of chang­
ing the tax structure?

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

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

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

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

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

Companies providing pipeline transportation are 
taxed on assets and sales.

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

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

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

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

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

reporting to water's edge when the issue came up in 
California. Reason: Marketing and refining, the main­
stays of oil's activities in California, historically haven't 
been as profitable as production overseas.

That’s also been the reason for some Alaskan legisla­
tors’ apparent penchant for separate accounting-a 
method in which sales and expenses are calculated on a 
state-by-state basis so corporate taxes can be levied on 
earnings attributable to operations within each state. 
Until the oil price collapse in 19S6. North Slope produc­
tion was more profitable than the average of earnings 
from all operations.

Vince Wright, chief of research for the Alaska 
Department of Revenue, says separate accounting is 
more oil price-sensitive than unitary taxation, and in the 
prevailing climate of S14-per-barrel oil, separate 
accounting actually would yield less state revenue than 
worldwide unitary. The department is conducting a 
study to pinpoint the breakeven point for state revenues 
under various tax structures.

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

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

The oil industry tax attorney, however, maintains it’s 
unlikely initiatives for any change in Alaska's tax struc­
ture-even one that gives the industry the option of 
sticking with the status quo -  will be supported by the oil 
industry. “We just don’t feel an impetus for any kind of 
change right now."

Suggests one international trade expert, “The oil 
industry is just gun-shy. They’re afraid that once the 
issue of taxes is on the table for review, anything can 
happen. And most of it's bad. They fear wolves in. sheep's 
clothing."

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

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

Alaska, live rather a -hortage of venture 
capital. " \ny time you have equity 
iiivolveuie. n. you don't want a proiect to 
tail. That’s why the Japanese haven't 
pulled out ot Sitka (Alaska Fuip Co.). 
and it's why the Beluga coal project and 
the gas line will go."

The controller tor one foreign multi­
national operating within the state char­
acterizes Alaska's attitude toward taxa­
tion as "cavalier" and maintains that 
image is a turnoff to potential investors. 
Adds Albert Kawabe. an Aiaskan fish 
exporter operating out of Seward. 
"Enforcement is done on a project-by- 
proioct basis: there's no consistency. It's 
made me hesitant to try to convince my 
contacts they should invest in projects 
like shore-based processing facilities."

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

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

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

U T T  SEEMS LIKE we often forget 
who our friends really are," he 

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

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

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

H e adds foreign investors have “no 
lo v e-fo r th e  w ater's  edge approach  
either", and w eukLprefer tsp an tte  ac ­
counting in w hich tax  liability j* calcu­
la ted  b y  sub trac ting  expenses from 
s a k f r ' e n - a T b a s i s , ' H-ButTl5dy 
accept w ater’s edge."

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

?-ys Calista’s Gay, "Business is still 
business, no matter who's doing it. The 
investor isn't going to get any return at 
all until the project is developed and 
operating, and with some of the projects 
being looked at in Alaska, that could be 
as much as 10 years. The most impor­
tant issue is economics, and investors 
have to have a way to get over that initial 
hurdle."

In other states, one of the primary 
concerns has been the impact of water's 
edge reporting on state government rev  ̂
enues. According to one study, the aver1 
age corporate  tax  setback has been 15 to 
25 ifetrentv Oregon projected losing 
only $18 million from its 1988-87 bien­
nial budget, though, and there have 
been no studies of the impact of new 
investment on water’s edge states' 
economies.

Alaska's Department of Revenue late 
in 19S6 was studying how various tax 
systems would affect the state budge:. 
Vince Wright, chief of the department's 
Research Section in Juneau, says an 
examination several years ago indicated 
water's edge reporting would have "no 

. material impact."
* Unlike other states. Alaska cur­

rently has no vehicle to benefit directly 
■—from increased investment stemming 

'from a tax change. No state property 
'» tax. No personal income tax. No sales 
' t«x. While adopting a water's edge 

approach may not materially reduce 
state revenues, additional foreign in­
vestment may not materially increase 
them, either.

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

Says Peat Marwick’s Danner. "I don't 
know that we get all that much (tax 
revenue) from foreign corporations any­
how. but with the intense competition 
for foreign investment, the benefits to 
the economy outweigh the revenues 
state government gets from worldwide 
reporting."

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

? petitive and make it attractive to foreign 
investors."

Repeal of worldwide reporting may 
be the loudest and clearest message 
Alaska can send in the near term to 
show that it's ready to lay dow n the big 
stick and replace it with a carrot c
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W ater’s Edge Combination — 
Opportunity for U nifo rm ity?

Richard Pingcr
Richard Ptager'& X l& irM anager of Price Waterhouse in

Houston, said that an opportunity to achieve uniformity has 
already been lost because nine states now apply water’s edge 
combination but no two are alike. He said that water’s edge 
is a fairness concept, but tliat it involves costs. For the tax­
payer, the costs are those of return preparation and payment 
and the costs of compliance.

He said that dividends constitute the most important aspect 
of water’s edge combination, but only for U.S. companies. 
He said that water’ii.e t’fp ^ p ^ j t te ^ to c lu ^ C 9 , of cHvideods 
without iirc Iu d m g 'f t« o r '\tB trf t wOrse t t t f i  wcridvride com ­
bination.

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

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

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

John James
II mwm\ I the his­

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

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

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

1988 legislation phases in various changes which will u 
timately result in the following: reteution of the 80% exclusic 
for foreign dividends (70% if  the receiving company owns le: 
than 80% of the paying company) with no factor relief; 80 
exclusion of royalties received from a foreign subsidiary th 
is part o f the receiving corporation 's unitary business (no fa 
tor relief); foreign operating corporations, unitary 936s ar 
80/20s, are effectively treated as foreign corporations so th 
80% of their income is excluded and the remaining 20% 
treated as a fully taxed deemed dividend to the parent corpor 
tion (no factor relief). U .S. Possessions corporations are e 
scntially treated as foreign corporations. Intangible operatir 
business income other than that which qualifies for the 80 
exclusion is fully included in income subject to factor reli 
which involves including such income in the sales factor.

James said that w x id w id e  unitary combination is the a 
proprizte approach conceptually, but that Minnesota b 
adopted what amounts to w ater's edge combination. In doi 
so, it seeks to provide comparable tax treatment for maj 
foreign operations regardless of how organized.

Phil Aldape
U a te ’itlBcbme Thx Bureau CM&, who has also served 

C hair of the MTC’s Uniformity Committee for the past seve 
ycars. ^m idjSat w e r ’* edge combination isinot what ma 
p eo p sH fcK jffiS fod . He said that there had been growi 
uniform ity under the movement toward worldwide conibii 
tion; that the business community had driven die movenx 
toward water’s edge and that, in doing so, it should have t 
pec ted diverse results.

W m m m m s Z ttm & o fo c ts  substantial redi
burdens; that

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

Aldape hoped that the spreadsheet would help die sta 
adm inister their taxes effectively. He expressed die belief t) 
some multinationals prefer non-uniformity even though ma 
other businesses sincerely yearn for uniformity and consist! 
cy among the states; that most multinationals do not u 
uniformity on the condition of having to comply with spre 
sheet requirements. He said that state administrative ct 
need to be taken into account and that increased unifom 
can be helpful to them as well as to many taxpayers.

excluded 80/2 Os fi

practical answer; and that non-combination states are at 
mercy o f the taxpayer because the states do not have the rest 
ccs to deal with Section 482 problems.

Nevertheless, he does think diat the states should conti 
to work for uniformity, that it is possible in the water’s e 
area, and that it is desirable for both the states and n
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taxpayers. He said that the four states that have been work­
ing on the spreadsheet have been trying to limit the require­
ments to information that would be necessary, important, and 
useful and would promote uniformity.

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

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

John LoFaver
M onona’s Director o f  Revenue, who moderated this ses­

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

w hether, soviewhere down the road, we are not going to have 
to re-invent worldwide unitary” combination.

S a les  T a x a t io n  o f  S e rv ices

Ron Shreiner, Wade Anderson, Steve Keene 
Ron Shreiner, the South Dakota Revenue Secretary, Wade 

Anderson, Executive Counsel for the Texas Comptroller, and 
Steven N . Keene, Director of the New M exico’s Audit and 
Com pliance Division, described the manner in which their 
states bad approached ibe taxation o f services. All agreed upon 
the importance o f taxing this fastest growing segment o f the 
nation’s economy. Shreiner and Anderson emphasized the im­
portance o f bringing the business community into the legisla­
tive process early, implying that F lorida’s troubles traced to a 
failure to do so; and Keene thought that Florida had taken the 
wrong approach in specifying services to be taxed rather than 
enacting a broad tax on services subject to exemptions.

Walter Hdlerstein
Walter Hellerstein, the U. t\r G eorgia law professor who 

had participated in the drafting o f  the Florida law, responded 
that Florida had in fact brought th\t business community into 
the process early and that legislative staff members had met 
endlessly with industry; that the apportionment that had been 
applied to interstate service transactions had been requested by 
the business community, which had then turned around and 
attacked it; that the real reason for die subsequent repeal was 
that the advertising industry simply did  not want to be taxed, 
and that that would have been true regardless of the approach

taken. He said that most other industries seemed to be will­
ing to accept the tax as one that was needed to solve the state’s 
fiscal problems. He predicted that most of the services which 
ihe legislation had addressed would end up being subjected to 
th t tax anyway; but that the process would take longer and 
would be accomplished incrementally by expanding the base 
of the present sales/use tax in Florida.

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

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

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

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

He said that the U.S. Supreme Court would address tha 
question in the pending cases of G. T.E. Sprint v. Sweet ar.c 
Goldberg v. Sweet, Nos. 87-826 and 86-1101. There, Illinoi: 
imposes its tax on all receipts from telecommunication, 
originating in or terminating in Illinois and billed to an Illinoi 
service member, subject to a credit for tax paid on the sami 
transaction and base to another state. He said that, while h< 
believes that the credit deals effectively with the apportion 
ment requirement, there remains the possibility that it will uc 
satisfy Due Process requirements in all circumstances.

Multistate T a x  C o m m i s s i o n
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A. SUMMARY OF THE ISSUE

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

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

B. NEED FOR BRIEFING AT THIS TIM E

Completion o f the Department o f Revenue’s preliminary analysis is an 
appropriate point for further consideration o f the complex ramifications o f 
any change in the corporate tax structure, and to bring diverse expert opinion 
to bear on the subject

C. AGENCY INVOLVEMENT

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

The Department of Commerce and Economic Development and the 
Office o f International Trade also have an indirect interest in the unitary 
concept The focus o f the interest is upon promoting investment in Alaska 
and expanding the state markets. A number o f foreign interests, most
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notably the Japanese, have argued to these agencies that the unitary concept 
applied on a worldwide basis inhibits new investment in Alaska.

D. THE STATE POLICY CONSIDERATIONS

An extremely important function o f state government is the 
establishment o f fiscal policy. Included within this area is the setting of state 
tax policy. The state has the unilateral right and responsibility to determine 
and implement a taxing system that is in the best interest of the people o f the 
state.

Tax policy can be weighed with actual increased foreign investment 
bringing into the state new jobs for Alaska residents and a broader tax base. 
The increased foreign investment must be real, not hypothetical or based 
upon empty promises, to counter any reductions in tax revenues that may 
result; i f  not, small domestic corporate taxpayers could be required to pay 
increased levels o f taxes to offset the shortfalls.

E. THE APPROACH TO THE ISSUES

The first step in the weighing o f the state tax policy considerations is the 
identification o f the alternative methods o f corporate income taxation. The 
experience o f other states in moving to a different method o f taxation is also 
important as an indicator o f what the state might expect The historical 
results o f using tax policy to attract investment is a further consideration.

P a g e  2



S E C T I O N  O N E

Summary

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

Alaska's policymakers are facing increased pressure to change its tax law. 
This pressure comes from such .diverse entities as the United States Treasury 
Department, Pacific rim and European governments and foreign based 
businesses. Before offering legislation to effect such a change, this 
administration must carefully consider the ramifications such a change may 
have on its economy and on the ability o f the state to generate revenues to 
fund public services.

This briefing paper analyzes our current income tax structure, providing 
both the proponent and opponent viewpoint on it and several alternatives. 
The Department of Revenue has recently begun a study to determine the 
potential effects of changing our worldwide unitary tax structure to a water’s 
edge or domestic apportionment, or to a separate accounting type o f tax. 
Until that study is completed, it is not possible to accurately predict the 
revenue impact a law change would create.

Finally, the Department o f Revenue recommends that a comprehensive 
analysis o f the intended and predictable economic impacts on the state be 
conducted. A  change in tax structure in exchange for or in expectation o f an 
increase in private sector economic development must be weighed against the 
increased d ifficulty state and local governments are having in providing 
necessary services to its citizens, as well as- any impact it may have on small 
Alaska businesses.

i



D E F I N I T I O N  O F  T E R M S

1. Unitary Business
I f  tne operation o f the portion of the business done within the state is 

dependent upon or contributes to the operations o f the business outside the 
state, the operations are unitary. The business is characterized through 
functional integration, centralization of management and economics o f scale.

2. Combination (or combined report)
When an operation is unitary, the separate corporate members' incomes 

are combined, before applying the apportionment formula (three factor 
formula).

3. Worldwide Combination
When members o f a unitary group of corporations include subsidiaries 

incorporated in a foreign country, or where the parent company is a foreign 
corporation, and the incomes of the foreign companies are combined before 
applying the apportionment formula. Alaska is the only remaining state 
utilizing fu ll worldwide combination.

4. Domestic Combination
An apportionment method which includes in apportionable income the 

profits o f U.S. affiliates no matter where earned. Foreign affiliates income is 
not included.

5. Water's Edge Apportionment
An apportionment method which limits the scope o f the unitary 

business to the domestic operations of U.S. affiliates. Income from foreign 
operation, branches or affiliates is not considered, though some states may 
tax the dividends paid by a foreign affiliate to a domestic parent company.

6. Separate Accounting Method
Each corporate taxpayer computes its income only on the basis o f 

receipts and costs related to its instate activities, without reference to their 
out-of-state branches, subsidiaries and affiliates. This method needs no 
apportionment formula.



7. Apportionment Factor
A formula used to determine a state's share o f a multijurisdictional 

business' taxable income. The formula is usually based upon factors o f 
property, payroll and sales in the state, because o f their close link with 
income producing activities.

EXAMPLES

To illustrate the various methods o f apportionment, the following 
example is offered. Assume Company ABC is an integrated steel company 
with three affiliated companies, A, B and C.

Facts
Company A: Coal mining operation in Alaska.
Company B: Steel Company in Pittsburgh, 100% subsidiary o f A. 
Company C: Sales company in Canada, 100% subsidiary o f A.
Branch A -l: Coal mining operation in Australia, branch o f company A.

Separate Accounting
Company A  would file  its tax return in Alaska and report only those 

receipts and costs related to its instate business. Sales between A  and B must 
be determined on an arms length basis for tax purposes even though the 
companies books and records may report them differently.

Water's Edge Apportionment
Company A  and B i f  unitary, w ill combine and their combined incomes 

w ill be apportioned using the three factor formula. Because Branch A -l and 
Company C are not domestic, they cannot combine with the foreign coal 
mining and sales operations. Some water's edge methods tax the dividends 
Company C would pay to Company A.

Domestic Combination
Company A  and B w ill combine, including Company A's Australian 

branch. In some cases, dividends from C may be included in apportionable 
income.

P a g e  5
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Worldwide Combination
Companies A, B, and C, including A's Branch, w ill combine and

apportion their entire income. This is the current tax method used by Alaska 
for both petroleum and non-petroleum taxpayers.

WHAT IS THE UNITARY BUSINESS PRINCIPAL?

More than two dozen states use the unitary method of determining how 
some corporations figure their income tax, but what exactly is the unitary 
method? Sometimes it is referred to as a "unitary tax" or a "new tax" on 
income earned outsioe the taxing state. It is not a new tax or even a separate 
tax but a theory or accounting method which some corporations subject to 
Alaska tax must use to figure out what portion o f their income is attributable 
to Alaska. This method is called the combined income approach. I f  a unitary 
group exists, all o f the group's income is subject to apportionment based on 
their use o f the state market place. That means that the taxpayer must 
determine what portion of its income is attributable to Alaska. The amount 
of tax any company pays to Alaska is determined on the basis o f the ratio o f 
its activities in Alaska to its activities everywhere else. The formula method 
measures the level o f business activity conducted in the state. The more or 
less business in Alaska, as measured by property, payroll and sales factors 
results in a corresponding reduction or rise in the amount of income subject 
to tax. The unitary method of taxation is designed to tax corporations based 
on their actual business relationships rather than the mere form of their 
relationships.



SECTION TWO
-•» . V • - - .

WHAT IS A UNITARY BUSINESS?

AS 43.19 provides how unitary business are taxed. The law applies to 
two or more corporations conducting a single or unitary business. These 
corporations must have over 50% common ownership and the business 
activities must be of mutual benefit, dependent upon or contributory to the 
activities o f one or more o f the other corporations in the unitary group.

Whether or not a business is unitary is decided by looking at all phases 
of the business' operation, its overall management and the relationships 
between its operating branches or departments.

Whether there is a unity o f ownership (over 50% common ownership), 
operation and use are the three factors which are considered in determining 
i f  a business is unitary. Unity o f operation is present i f  there is centralized 
advertising, accounting, financing, management, and group or committee 
purchasing. Unity o f use occurs when the same group o f people (the 
executive force) perform managerial functions for the group. Courts have 
recognized these characteristics as proof that a corporation is a member o f a 
unitary business.

HOW DOES ALASKA'S LAW  WORK?

Once it is determined that there is a unitary group, each member o f the 
group which docs business in Alaska must file  a tax return which reflects the 
income o f the entire group. Corporations which do not do any business in 
Alaska need not file a return in Alaska. Each corporation filing an Alaska 
return must compute their taxable income using the standard three factor 
formula, or in the case o f o il and gas production and pipeline companies, a 
modified formula. These formulas may be stated as follows:

STANDARD 3 FACTOR APPORTIONMENT FORMULA

Alaska Taxable Income = Total Apportionable Income X

property, payroll and sales in-state-------------
total property, payroll and sales everywhere



MODIFIED APPO
PRODUCERS

GAS

Total Apportionable Income X

Property in this State _  + AK Barrels or MCF extracted 
Total Property Everywhere Total Barrels or MCF extracted

2

MODIFIED APPORTIONMENT FORMULA FOR PIPELINE
COMPANIES

Total Apportionment Income X

Property in this State Sales in this State
Total .PropeitSLE-YgryffJierg Total Sales Everywhere

2

MODIFIED APPORTIONMENT FORMULA FOR COMPANIES IN OIL 
AND GAS PRODUCTION & TRANSPORTATION

Total Apportionment Income X

Property. Extraction and Sales In-State 
Total Property, Extraction and Sales Everywhere

ANSWERS TO SOME COMMON QUESTIONS ABOUT THE UNITARY 
JHEQRX

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

A. The issue o f double taxation has been raised many times before the 
courts, but no case has ever shown an instance where the combined income 
approach inevitable resulted in double taxation.
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Two or more states which use the separate accounting, method may also 
arrive at conflicting conclusions as to how income is taxed. A recent 
Supreme Court decision (Container Corporation of America vs. Franchise 
Tax Board 103 S. ct. 2933, 2954, (1983)), recognized this possibility when it 
stated "it would be perverse, simply for the sake of avoiding double taxation, 
to require California to give up one allocation method that sometimes results 
in double taxation in favor o f another allocation method that also sometimes 
results in double taxation."

The fact that may states use the three-factor formula minimizes the 
possibility o f double taxation.

2. Q. The unitary theory is unfair because it gives a break to 
companies with out-of-state losses and penalizes companies with 
profitable business operations. Shouldn't profitable businesses 
be encouraged?

A. Corporations with out-of-state losses and in-state gains appear to 
getting a tax break because they pay tax based only on their profitable Alaska 
business but on the whole their business is less profitable. Their fa ir share o f 
tax to Alaska may actually be less than what they would pay under separate 
accounting.

Corporations which pay more tax to Alaska, based on their overall 
profitable business operations are just paying their fair share o f tax to 
Alaska. The fact that corporations which earn more income pay more taxes 
is not a penalty. When corporations are so unfortunate as to suffer losses, it 
really would penalize them i f  they were required to pay higher taxes. 
Corporations plan to make profits. They rarely go into business to lose 
money.

3. Q. Does the use o f  the unitary method tax Alaska 
corporations on the income o f  separate businesses which have no 
connection with Alaska?

A. It is a well established legal principle that states may tax income 
arising out o f activities conducted in different states if  there is a connection 
between the out-of-state activities and the taxing state. There must be a 
rational relationship between the out-of-state activities and the in-state 
activities and the taxing state. There must be a rational relationship between 
the out-of-state activities and the in-state activities. I f  there is a unitary group
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as defined above, the members of the group are operating as a single 
business. That business’ out-of-state activities are related to its in-statebusiness. That business’ out-of-state activities i____
activities. In other words the so-called "separate" businesses do have a 
connection to Alaska. I f  some part of that single business is conducted with 
Alaska, Alaska may tax that business. Because that business does not operate 
entirely in Alaska, Alaska can only tax die fraction o f income which is related 
to Alaska. As explained above, the three factor formula is used to determine 
what this percentage is.

I f  a business which does not operate in Alaska is truly separate, in the 
sense that it is not part of the unitary group which has operations in Alaska, it 
is not included on the combined report and its income is not taxed by Alaska. 
Only the income of businesses w'hich do have a connection to Alaska are 
included on the combined report.

4. Q . How does Alaska’s law differ from  unitary laws of other 
states?

A. Alaska's unitary law is similar to unitary laws in several other states 
but there are a few significant differences. Alaska's statute applies to 
corporations which are created or organized in any country in the world. 
(Other states' statutes may apply only to corporations organized in the United 
States.)

Alaska allows corporations to use an equally weighted arithmetic 
formula or formula which weighs sales, property and payroll the same. A 
few states use a formula which weighs one or more o f the factors to a greater 
degree or eliminates one or more o f the factors.

Some states, including Alaska, include sales in the part o f the sales 
factor attributable to that state i f  they are not taxable to any other state. This 
is called a "throwback” rule because sales not taxable elsewhere are thrown 
back and treated as a sale which occurred in that state.

5. Q. How does Alaska's unitary statute affect the business 
community?

A. There has been a lot o f discussion about Alaska's "business climate." 
Because Alaska’s unitary statute is over 20 years old general observations can 
be made concerning its overall impact Although Alaska's economy is 
dominated by domestic o il production, foreign investment has been heavy 
over the years in the fisheries, timber and tourist industry. Alaska's unitary 
concept applied to all corporations (except big o il from 1978 through 1981)
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has been one of the most stable aspects o f a state's business climate. Its 
corporate taxation method, while important to many businesses, is only one 
factor to consider. California has used the unitary method since the late 
1930's and its economic growth has been ranked at or near the top in 
comparison to other states.

Small businesses and companies which conduct their entire business 
within Alaska may benefit from Alaska's unitary statute because they are able 
to take losses currently. Several studies indicate that small businesses create 
more new jobs than larger businesses. Higher employment rates contribute 
to a stronger state economy. A healthy economy is always good for business.

Some segments of the business community object to combined 
reporting, but other segments of the business community support it. For 
example, the National Federation o f Independent Business has testified 
before Congress in support o f combined reporting.

- 6. Q.What are the arguments against the worldwide combined 
reporting method o f  unitary taxation as compared to those 
against separate accounting or an arm fs length method?

A. The opponents o f the worldwide method make various claims in 
support o f the arguments to abandon the method. These include the 
following:

- it may result in double taxation of the same income unless all 
countries adopt the method.

- - it may interfere w ith international trade and impede new investment 
in the United States.

- - foreign based corporations may have a greater income distortion 
since they have a greater proportion o f foreign to U.S. activities.

- - it  departs from the international norm o f arm's length or separate 
accounting,

- - it  gives rise to foreign threats o f retaliation against U.S. based 
companies.

- - it  is administratively burdensome for corporations and domestic 
companies may not have access to the information concerning a foreign 
parent or other subsidiaries.

- - it is difficult to define the parameters o f a unitary business which 
gives rise to taxpayer uncertainty.

- - states apply the concept nonuniformly.
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The proponents o f the method voice the following concerns on the use 
of separate accounting or the aim's length method:

- - it fails to accurately measure income and may lead to undertaxation 
in organizations that are functionally integrated, have centralized 
management, and share economies o f scale.

- - it is administratively burdensome for states and taxpayers because of 
the millions o f transactions that must be reviewed in order to source income 
among the various jurisdictions and the lack o f free access to foreign 
information.

- - states lack the resources to administer it effectively which can result 
in the tax burden being shifted away from multinational corporations to 
smaller domestic companies.

- - the allocation o f indirect expenses and the determination o f value in 
intracompany transfers is extremely d ifficu lt, can be based on arbitrary 
criteria, can vary from one company to another, and is nearly impossible to 
audit in large multinational companies.

- - the rules and level o f implementation at the international level are 
not uniform and it departs from the accepted method o f state taxation based 
on apportionment.

- - it has been criticized by the General Accounting Office for failing to 
provide consistent, equitable measurement o f income.
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SECTION THREE 

FACTORS AGAINST WORLDWIDE APPORTIONMENT
'■ •-«? . ' £ ' f  f a  g

1. Taxpayers believe it exposes them to double taxation;

2. Taxpayers believe it burdens them with excessive bookkeeping 
requirements;

?. Distorts international flows o f trade and investment;

4. Upsets longstanding agreements among the nations to achieve tax 
harmony;

5. Lim its federal government's ability to conduct consistent international 
economic policy;

6. Invites retaliation by nation's trading partners;

7. Violates the Constitution.

FACTORS FAVORING WORLDWIDE APPORTIONMENT

1. Prevents corporations from evading taxes by misrepresenting the 
geographical allocation o f their income;

2. Easier to administer than various separate accounting methods;

3. Generally, worldwide apportionment increases a state's corporate income 
tax revenue.

4. On a domestic basis, apportionment has been court approved.
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Alternative Methods:

Separate Accounting Principle Unitary Principle
Separate Accounting

A laska  Sales . 
U .S . Sa les 1

A laska  Assets 
U .S . A ssets

A laska Payro ll A |aska 

U .5 . P ay ro ll  ̂ (U  S Sales - U  S  Exp enses) -

3 Income

Worldwide Combined Reporting Method

A laska  Sales A laska  Assets A laska  Payro ll
W orldw ide Sales W orldw ide Assets W orldw ide Payroll A laska

x (W .W  Sales - W .W . Expenses) = Net
Income


