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SOHIO EXAMPLE TABLE B

If all of Sohio®"s business were in Alaska and all of its income were represented by the box below, all
of its income would be taxed at 9.4% under present law.

ALASKA

100% of 9.4%
Income

Since a substantial part of Sohio"s business will be in Alaska and a substantial part of it will be
elsewhere, the present law of Alaska taxes the part of it that is attributable to Alaska at 9.4% and the
other states tax the part attributable to them at their rates of taxation. Using the allocation from
Part | of Table A:

ALASKA ALL OTHER STATES
28% of X 9.4% 72% of Other States Tax Rates
Income Income

Alaska would receive 9.4% of the Company®"s Alaska income. While this might represent 2.5% to 3.0% of
the company®s total income, these lower percentages are not very meaningful, except that they reflect
the fact that when a company does business in more than one state, each of the states will generally
tax the share of the income attributable to that state.



EXAMPLE 11

ALASKA H.B. 322
USING HIGHER OF BOOK OR TAXABLE INCOME
TAXES RECOVERY OF CAPITAL

Alaska House Bill No. 322 proposes to base Alaska taxable
income on the higher of taxable income as defined in AS 43.20.011(e)
(adjusted federal taxable 1income), or book net income determined

without regard to any taxes on, or measured by, net income.

Since the tax is based on the higher of taxable income or book
net income before income taxes, it appears that all Alaska oil and
gas producers (including native corporations) will effectively be
prevented from fully recovering their capital 1investment for Alaska
income tax purposes and will therefore be taxed on phantom 1income.
Consider the attached simplified example which clearly shows that
only $76,000 of a $100,000 capital expenditure would be recovered
through the depreciation deduction allowed by the proposed law.

The taxpayer would lose as a tax deduction 24% of the cost of a
capital expenditure necessary to produce income and would be taxed

on $24,000 of non-existent 1income.
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EXAMPLE:
It owns machinery which
for use 1in its producing operations.
per year and the machinery has an expected

Depreciation

Year

19A
19B
19C
19D
19E

Revenue

$50,000
50,000
50,000
50,000
50,000

Total

and

Company X is

Tax

Depreciation
(DDB/SYD)

$40,000
24,000
18,000
12,000
6,000

$100,000

Since the Alaska bill

book

and

Year Tax/Books
19A Books
19B Books
19C Tax

19D Tax

19E Tax

Total
Real Net Income

Phantom Net

income before taxes be

related depreciation

income

Income

in the business of producing oil

Taxable
Income Revenue
$10,000 $50,000
26,000 50,000
32,000 50,000
38,000 50,000
44,000 50,000

$150,000

requires that the higher of taxable

Depreci ation
$20,000
20,000
18,000
12,000
6,000
$76,000

subjec

to 9.4%

tax

useful

Books

Depreciation

and gas.

it purchased for $100,000 on January 1, 19A,
Production income is $50,000
life of five years.

using tax and book methods are as follows:

(S/7L) Net
$20,000 $30,000
20,000 30,000
20,000 30,000
20,000 30,000
20,000 30,000
$100,000 $150,000

for each year are as follows:

Alaska Taxable

$30,000
30,000
32,000
38,000
44,000
$174,000
150,000
$ 24,000
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UNTIT F Fi
EXAMPLE 1

ALASKA H.B. 322
USING EXTRACTION FACTOR ATTRIBUTES ONE-THIRD
OF NON-PRODUCING INCOME TO PRODUCING OPERATION

Alaska House Bill No. 322 proposed to substitute an extraction
factor for the”afTes factor Wi the Alaska apportionment formula.
This substitution can result in an attribution of as much as one-
third of all "downstream"™ 1income (i.e., 1income from transportation,
refining, marketing, etc.) or non-producing income to Alaska, and
can cause this one-third "overlap"™ of downstream income to be taxed

twice. Consider the following simplified example:

Assume that a producer of oil and gas in Alaska with upstreanm
operations wants to expand into California with downstream operations.
Sales, payroll, and property would be as shown below. Further
assume that all production 1is in Alaska.

Existing Law
Apportionment Factors

Alaska California Alaska Cali forni a
Sal es $50,000 $50,000 507100 = .5 507100
Payroll $20,000 $20,000 20/40 * .5 20740 .5
Property $30,000 $30,000 30/60 = .5 30/60
1.5 - 3 = .5 1.5-3= .5
N

Assuming taxable 1income of $40,000, each state would have
taxable income attributed to it of $20,000 ($40,000 x .5 apportion-
ment factor) under the uniform formi und there 1is no overlapping

taxation.
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Now assume that an extraction factor 1iIs substituted for the

sales factor in Alaska, while all other amounts remain the same:

Al aska
Data Apportionment Factors
Extraction 10,000 Units 10/10 = 1.0
Payroll $20,000 20740 = .5
Property $30,000 20/60 = _J3
2.0 - 3 = .66667

This will have no effect on the California apportionment factor
which re//ains at .5 since California still abides by the uniform

rules. Since total taxable 1income 1is still $40,000, Alaska has

attributed income of $26,667 ($40,000 x .66667), while California“®s

attributed income remains at $20,000. Thus, substitution of an
extraction factor results in the attribution of one-third of the
California downstream 1income to Alaska, and a $6,667 "overlap” of
income which 1is taxed twice. In effect, the Alaska producer would
be paying one-third more income tax on his California operations
than would his competitors 1in that state. This added burden could

even block his expansion plans completely.
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Can the Oil and Gas Corporate Franchise Tax Proposal by the
Administration of the State of Alaska result in duplicative taxation?

Proposed Law
The law would define net income as the higher of (1) taxable income for federal income tax purposes or (2) nret.
income reported to a company®"s shareholders without regard to any tax on net income.

Illustrative Case

Assume a company invests $2,000 in a project having a life of 5 years. The company elects to write off the
$2,000 for federal income tax purposes using the so called sum-of-the-years-digits (SOYD)V method of rapid
depreciation. For its financial reporting purposes the company writes off the investment in equal amounts each
year of its life.

Results would be as follows using the indicated revenues and expenses:

Year 1 Year 2 Year 3 Year 4 Year 5 Total
1. Revenue $1,000 $1,000 $1,000 $1,000 $1,000 $5,000
2. Expenses 200 200 200 200 200 1,000
3. Net = 800 800 800 " 800 4,000
4.  Tax Depreciation 666 534 400 266 134 2,000
5. Federal Taxable 134 266 oo 534 666 20w
6. Financial Depreciation 400 400 400 400 400 2,0G0
7. Financial Income, Before Tax 400 400 400 400 400 2,000
8. Taxable by /laska 400 400 400 534 666 2,400
Results

lire amount subject to federal taxes over the life of the project is $2,000, and the financial net income before
tax is also $2,000. However, the amount subject to Alaskan taxes would be $2,400, or 20% more than the amount
subject to federal taxes. Effectively then the 9.4% tax rate would be 11.28%.

Under the SOYD method a project with a 5 year life would have depreciation equal to the following percents of
the total investment for each year, respectively: 33.3%, 26.71, 20.0%, 13.3% and 6.7%.
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