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S E N A T E  R E S O U R C E S  C O M M I T T E E  

H O U S E  R E S O U R C E S  C O M M I T T E E

T e s t i m o n y  o f  L a w r e n c e  L. W i l s o n  

M a r c h  25, 1977

M y  n a m e  is L a w r e n c e  L. Wilson, A s s o c i a t e  Tax Cou ns el , Un i on  

Oi l C o m p a n y  of Ca li fo r ni a.  I shall be sp e ak in g  t od ay  o n  a n u m b e r  

of  b il l s w h i c h  c o v e r  i nc om e  taxa ti on , s e v e r a n c e  t a x a t i o n  and 

p r o p e r t y  taxation. S p e c i f i c a l l y ,  th e se  w i l l  be SB 105 and its 

c o m p a n i o n  bill, HB 145 and HB 322, all of  w h i c h  deal w i t h  i nc o me  

t a x a t i o n  a l o n g  w i t h  SB 202 w h i c h  is the "net p r o c ee d s"  tax. I 

w i l l  a l s o  co ve r SB 103 and HB 321 and its c o m p a n i o n  bi ll  HB 144, 

w h i c h  d e a l  w i t h  s e v e r a n c e  ta xation. Final ly , th ere w i l l  be r e­

ma r k s  c o v e r i n g  HB 323 d e a l i n g  w i t h  p r o p e r t y  t a x a t i o n  and HB 328 

d e a l i n g  w i t h  the R e s e rv es  Tax. W h e r e  ap p ro pr i at e , m y  remar ks  

w il l  a l s o  c o mm e nt  on  t e s t i m o n y  that has a l r e a d y  p r e c e d e d  rny 

testimony. The first bill I w i s h  to c o m m e n t  on is SB 105. No 

r e f e r e n c e  is mad e to FIB 145 si n ce  it is an id en ti c al  bill.

SB 105

SB 105 is a bill w h i c h  p u r p o r t s  to d e t e r m i n e  income to 

A l a s k a  through  the "s e pa r at e a c c o u n t i n g "  method. The p r o f i c a t o r y  

l a n g u a g e  in Sect i on  1 s t a t es  that the p r e s e n t  m e t h o d  of a p p o r­

tioning  in co me  u n d e r  the t h r e e - f a c t o r  formula e m b o d i e d  in the 
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the b u s i n e s s  a c t i v i t i e s  in A l a s k a  for c o r p o r a t i o n s  e n g a g e d  in 

the p r o d u c t i o n  and p i p e l i n e  t r a n s p o r t a t i o n  of  c ru d e oil and 

n a t u r a l  gas. S e c t i o n  1 goes on to s t a t e  that the l e gi sl a t u r e ,  

t he r e f o r e ,  intends that s e c t i o n  IS o f  A r t i c l e  IV of the Compact, 

w h i c h  a ll o ws  s e p a r a t e  a c c o u n t i n g ,  s h a l l  be a d o p t e d  f o r  d e t e r­

min i n g  inco m e d e r i v e d  from the p r o d u c t i o n  and p i p e l i n e  t r a n s p o r­

tation of oil and gas.

R i c h a r d  K i l g or e  of W a l t e r  J. L e v y  and A s s o c i a t e s  and 

P r o f e s s o r s  J e r o m e  Z e i f m a n  and K e n n e t h  A i n s w o r t h  have c o m m e n t e d  

on ’’sep a r a t e  a c c o u n t i n g "  as a m e t h o d  of d e t e r m i n i n g  income wi th  

Mr. K i l g o r e  d e f e n d i n g  it and Mess rs . Z e i f m a n  and A i n s w o r t h  

a t t a c k i n g  it. Even Mr. K i lg o re  a c k n o w l e d g e d  that the a d m i n i s t r a­

tive p r o b l e m s  of d e t e r m i n i n g  " v a l u e "  for a p r o d u c t  t r a n s f e r r e d  

out of the state and of a l l o c a t i n g  e x p e n s e s  to A l a s k a  were 

tr o ub l es o me .  Messrs. Z e i f m an  and A i n s w o r t h  p a i n t e d  a p i c t u r e  of 

c o r p o r a t e  m a n e u v e r i n g  by a s t u t e  m a n a g e r s  to d e l i b e r a t e l y  op er at e  

A l a s k a  a f f i l i a t e s  at a low p r o f i t  t h r o u g h  such mean s as se lli ng 

p r o p e r t y  to the a f f i l i a t e  at h i g h  p r i c e s  to get hi gh  d e p r e c i a t i o n  

and by a l l o c a t i n g  e x c e s s i v e  ov e rhead.

H o w e v e r ,  none of these w i t n e s s e s  ha v e p r o v i d e d  this Jo in t 

C o m m i t t e e  wi t h the r e a l l y  s i g n i f i c a n t  r e a s o n s  why s e p a r a t e  

a c c o u n t i n g  is an u n s a t i s f a c t o r y  m e t h o d  of d e t e r m i n i n g  income 

w i t h i n  a state. First, even if one  c o u l d  o v e r c o m e  the a d m i n i­

str a t i v e  p r o b l e m s  of v a l u i n g  p r o d u c t i o n  and a l l o c a t i n g  overhead, 

s e p a r a t e  a c c o u n t i n g  s i mp l y c a nn o t a d e q u a t e l y  and p r o p e r l y  d e t e r­

mine how m u c h  p ro f it  of a b u s i n e s s  is d e r i v e d  from w i t h i n  a
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s ta t e w he r e tne o v e r a l l  b u s i n e s s  has parts w h i c h  are d e p e n d e n t  

u po n  one a n o t h e r  and wh ic h  arc  l o c at e d in more than one state.

It was for this ve r y  r e a s o n  tha t the " u n i t a r y  b u s i n e s s "  c o n c e p t  

was d e v e l o p e d  a lo ng w i t h  a p p o r t i o n m e n t  formu la s to d e t e r m i n e  how 

m u c h  of the to t a l inco me of the total m u l t i s t a t e  bus in e ss  s h o u l d  

be a p p o r t i o n e d  to a state. Th is  is p r e c i s e l y  the p r o c e du r e 

w h i c h  A l a s k a  uses today, as we l l as mos t taxi ng ju ri s d i c t i o n s ,  

i.e., the total i n c om e  of the total b u s i n e s s  of a m u l t i s t a t e  

c o m p a n y  is d e t e r m i n e d  and the n a p p or t io n ed .
«

Th e other  r e a s o n  why s e p a r a t e  a c c o u n t i n g  shou l d not be 

a d o p t e d  is that it e x p o s e s  the t a x p a y e r  to m u l t i p l e  taxation. 

I ncome w h i c h  w o u l d  bo fully taxed  in A l a s k a  w o ul d  also be a p p o r­

tioned to o th er  stat es  u s i n g  the a p p o r t i o n m e n t  method, wh ic h  

looks to the total i n co me  of the t a x p a y e r  as a ta xa bl e a p p o r t i o n­

ment base. C o n v e r s e l y ,  A l a s k a ' s  or a n y  o t h e r  stat e' s adop ti o n of 

s e p a r a t e  a c c o u n t i n g  c ou ld c a u s e  it to lose tax' from an ov erall 

p r o f i t a b l e  m u l t i s t a t e  c o m p a n y  -- s p e c i f i c a l l y ,  w h e r e  the in - st a tc  

s e p a r a t e  a c c o u n t i n g  c a l c u l a t i o n s  p r o d u c e  an i n- state loss for such

o v e r a l l  p r o f i t a b l e  company. As Mr. B o nn ey  of EX X ON  will demon- 
MTCA,

s t r a te ,  this w o u l d  have  bee n h.is c o m p a n y ' s  case had Al aska been 

on s e p a r a t e  a c c o u n t i n g  d u r i n g  the d e v e l o p m e n t  years of the N o rt h  

Slope. Instead, A l a s k a  r e c e iv ed  i ncom e tax by usin g the c u r r en t 

a p p o r t i o n m e n t  method , a p p o r t i o n i n g  a part of that co mp a ny 's  

o v e r a l l  profit into Alaska.

T u r n i n g  to the p r o v i s i o n s  of SB 105, it is c lear that the 

bill is n o t . e v e n  the form of s e p a r at e  a c c o u n t i n g  which any of 

the w i t n e s s e s  were de b a ti n g.  Rather, it is a hybr i d  form of
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s e p a r a t e  a cc o un t i n g .  It seeks to d e t e r m i n e  i n c om e  by simp l e  

r e f e r e n c e  to the w e l l h e a d  v a l u e  of oil and gas us e d  for

s e v e r a n c e  tax p u r p o s e s  a nd  then all ow s on ly  se v en  d e d u c t i o n s  

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

r e p r e s e n t  b u s i n e s s  e x p e n s e s  a l l o w a b l e  u n d e r  e s t a b l i s h e d  prin ci - 

p ie s  of i n co me  ta xa ti on . Five of the se ve n  a l l o w e d  d e d u c t i o n s  

r el at e  to c o st s c l o s e l y  a s s o c i a t e d  w i t h  p r o d u c t i o n .  A n o t h e r  

c a t e g o r y  is for u n s u c c e s s f u l  e x p l o r a t i o n  costs i n c u r r e d  in 

Al aska. T h e  on l y  o u t - o f - s t a t e  cost a l l o w e d  is for i n t e re s t 

e x p e n s e  "not c a p i t a l i z e d  and  c a p i t a l i z a b l e " ,  but this e x p e n s e  

w o u l d  be s e v e r e l y  l i m i t e d  for most c o m p a n i e s  t h r o u g h  the use of 

a ratio of the b o ok  v a l u e  of the fixed a s s e t s 'a s s o c i a t e d  with 

the field to the total b o o k  a ss et s  held by the c o r p o r a t i o n  and 

of its a f f i l i a t e s .  A ll  i n t e r e s t  e x p e n s e  r e l a t e d  to a c o m p a n y ' s
I

o p e r a t i o n s  w i t h i n  the s t a t e  s h o u l d  be r e c o g n i z e d  as a c u r r e n t  

o p e r a t i n g  ex pe n se ,  w i t h o u t  the l i m i t a t i o n  d e s c r i b e d  in this bill.

It is c l e a r  that SB 105 w o u l d  i n t r o d u c e  n e w  c o n c e p t s  of 

t a x i n g  an oil and gas p r o d u c e r  w h i c h  r a d i c a l l y  d e p a r t  fr om  

c o n c e p t s  found u n d e r  the e x i s t i n g  A l as k a c o r p o r a t e  income  tax 

s t ru c tu r e.  The t r a d i t i o n a l  c o n c e p t s  e s t a b l i s h e d  ov e r d e c a d e s  of 

e x p e r i e n c e  and w h i c h  a r e  c o n t a i n e d  in that c o r p o r a t e  inc om e tax 

s t r u c t u r e  w o u l d  in l a r g e  p a r t  not apply, yet the p r o d u c e r  w o u l d  

be taxed at the same 9. 4$  c o r p o r a t e  ra te  of tax.

One of the s ev en  d e d u c t i o n s  is for " s e v e r a n c e  taxes 

a c t u a l l y  p a i d . "  This p r o v i s i o n  may a p p e a r  to be w i t h o u t  p r o b l e m s  

until one a n a l y z e s  it in c o n n e c t i o n  w i t h  the r e s e r v e s  tax.
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U n le s s the s t a t u t e  is a m e n d e d ,  the r e s e r ve s tax will l i k el y  

r esult in n e a r l y  $ 2 4 0 - 2 5 0  m i l l i o n  d o l la r s pai d to the state n e x t  

J u n e  50th. W i t h  the $220 m i l l i o n  p a i d  on Jun e 30, 1976, the 

a g g r e g a t e  of n e a r l y  $500 m i l l i o n  r e p r e s e n t s ,  in essence, p r e p a i d  

s e v e r a n c e  taxes b e c a u s e  the r e s e r v e s  tax m a y  be use d as a c r e d i t  

a g a i n s t  futu r e s e v e r a n c e  t a xe s  p ay ab le . Hence, the w o r d  

" a c t u a l l y "  in the c l a u s e  " s e v e r a n c e  taxes a c t u a l l y  p a i d "  takes 

on s i g n i f i c a n c e ,  a nd  it a p p e a r s  that the authors' int en t is to 

a l l o w  as a d e d u c t i o n  o n l y  t h a t  a m o u n t  of s e v e r an c e tax " a c t u a l l y "  

pa i d ov e r a f t e r  the c r e d i t  w i t h  the re su l t  that some $500 m i l l i o n  

w o u l d  be d e n i e d  as a d e d u c t i o n .

D e p r e c i a t i o n  is a l l o w a b l e  but only on f ac il i t i e s  c l o s e l y  

a s s o c i a t e d  w i t h  p r o d u c t i o n ,  but the am ou n t  of d e p r e c i a t i o n  is 

s i m p l y  left to the D e p a r t m e n t  of R e v e n u e  to h a nd le  by r e g u l a­

tion. D e p r e c i a t i o n  is a v a s t l y  c o m p l e x  subject u nd er  income tax 

laws a nd can be h a n d l e d  in m a n y  ways to p r o v i d e  fair and e q u i t a b l e  

re sults to a taxpayer. T he  bill p r o v i d e s  little or no g u i d a n c e  

on a s u b j e c t  of s u c h  i m p o r t a n c e  to a taxpayer.

As n o t e d  ear li e r,  SB 105 does not fit w i th i n the c a t e g o r y  

of the " s e p a r a t e  a c c o u n t i n g "  m e t h o d  of d e t e r m i n i n g  income. Wh a t 

it r e a l l y  seeks to do is d r a w  a rin g a r o u n d  su c ce ss f ul  oil and 

gas o p e r a t i o n s  and a l l o w  as e x p e n s e s  only those that arc l i t e r­

ally tied to the lease, p l u s  e x p e n s e s  for u n s u c c e s s f u l  e x p l o r a­

tion e f f o r t s  and a s e v e r e l y  l i m i t e d  a mo u nt  of int er e st  exp en se .

The r e s u l ti n g a m o u n t  is s u p p o s e d  to be net income, but in fact, 

would r e p r e s e n t  a I^vel of  income  m u c h  hi gher than wo u ld  o c c u r  

u n d e r  re gu la r  p r i n c i p l e s  of inco m e taxation.
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In a d d i t i o n  to the tax r e c e i v e d  by A l a s k a  b a s e d  on an 

i n o r d i n a t e l y  h i g h  leve l of income, the a u th o rs  of SB 105 would, 

u n de r  S e c ti o n 4 3 . 2 0 . 0 1 4 ,  st ill seek to reach, t h r o u g h  a p p o r t i o n -  • 

inent, the t a x p a y e r ' s  o u t - o f - s t a t e  income, i n c l u d i n g  its oil and 

gas and p i p e l i n e  i n c o m e  as w e l l  as all o th e r income. In short,

SB 105 w ou ld  a l l o w  A l a s k a  to fully, or, rather, m o r e  t h a n  fully, 

tax d i r e c t l y  all  of the A l a s k a  inc ome from oil and gas and 

p i p e l i n e  t r a n s p o r t a t i o n  and w o u l d  also r e qu i re  the t a x p a y e r  to 

a p p o r t i o n  to A l a s k a  all of its o t he r  income e x ce pt  the inco m e 

a l r e a d y  taxed by SB 105. And, of course, the final e f f e c t  to 

the ta xp ayer w o u l d  be that o t h e r  states w h e r e  it does b u s i n e s s  

w o ul d  also a p p o r t i o n  i n c o m e  to th e ms e l v e s  u n d e r  t h e i r  tax laws 

and included in that a p p o r t i o n m e n t  to them w o u l d  be the A l a s k a  

income a l r e a d y  f u l l y  t a x e d  by Alaska.

A state m a y  c o n s t i t u t i o n a l l y  tax only that i n co m e of a 

tax payer w h i c h  is d e r i v e d  from w i t h i n  its borde rs . That f u n d a­

mental rule a p p l i e s  i r r e s p e c t i v e  of the m e t h o d  us ed  to d e t e r m i n e  

income. SB 105 seeks to r e a c h  all income from oil and gas and 

p i p e l i n e  t r a n s p o r t a t i o n  in A l a s k a  and at the same time, t h r o u g h  

a p p o r t i o n m e n t ,  s e e k s  to r e a c h  the t a x p a y e r ' s  o t h e r  income  

in cludin g its n o n - A l a s k a n  oil and gas and p i p e l i n e  income, 

t hereby r a i s in g  the c o n s t i t u t i o n a l  q u e s t i o n  of the t a x a t i o n  of 

e x t r a t e r r i t o r i a l  v a l u e  in v i o l a t i o n  of the F o u r t e e n t h  A m e n d m e n t  

of the U. S. C o n s t i t u t i o n .

With r e s p e c t  to i n c om e f r o m  p i p e l i n e  t r a n s p o r t a t i o n  of oil, 

Sec. 4 3. 2 0 . 0 1 3  s i m p l y  p r o v i d e s  that wh er e such a p i p e l i n e  is 

re gulated by the I n t e r s t a t e  C o m m e r c e  C o m m i s s i o n  (ICC), the
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annu al ta xa bl e  income "shall be eight p e r c e n t  of the v a l u a t i o n . "  

T h e r e  arc no g u i d e l i n e s  to d e t e r m i n i n g  inco me u nd e r any set of 

rul es, and items of i n co me  and e x p e n s e  are not even c o ns i d e r e d .  

O b v i o u s l y ,  this p r o v i s i o n  is a i m e d  at the Tr an s A l a s k a  P i p e l i n e  

and, in effect , says that the tax shall be v a l u a t i o n  times 81 to 

get a r o u n d  $600 m i l l i o n  o f  " a n n u a l  i n c o m e "  which, w h e n  t a x ed  at 

9 . 4”, pr o d u c e s  a tax of a b o u t  $60 mi l li on .

A t t e m p t i n g  to tax a b u s i n e s s  in this m a n n e r  w o u l d  be s i m i l a r  

to a l aw  w h i c h  says that an i n d i v i d u a l  shall be d e e m e d  to hav e
%

a nn ua l  income eq ua l to a c e r t a i n  p e r c e n t a g e  of the asset s he 

owns. For exam pl e, s u p p o s e  su ch  a law says that a p e r s o n’s 

a n n u a l  income is d e e m e d  to be 50 j of his ass ets and  the p e r s o n  

ow ns  an a p a r t m e n t  house w o r t h  $7.00 , 000 but has a $ 15 0 , 0 0 0  m o r t g a g e  

a g a i n s t  it. His annual i n c o m e  w o u l d  be $ 1 00 , 0 0 0  to be t a x e d  

i r r e s p e c t i v e  of  his costs. It w o u l d  not m a t t e r  that the p e r s o n  

may, in fact, show ver y l i t t l e  profit.

A taxing s c h e m e  w h i c h  d e e m s  " i n c o m e "  t;o be a p e r c e n t  of 

v a l u e  of as se ts w i t h o u t  r e g a r d  to a c tu al  income and e x p e n s e s  is, 

in effect, n o t h i n g  m o r e  than a p r o p e r t y  tax un d er  the g u i s e  of 

an i ncome  tax and raises s e r i o u s  legal and c o n s t i t u t i o n a l  

p r o b l e m s .

The a ut ho rs, ho we v er ,  h a v e  a t t e m p t e d  to p r o v i d e  a form of 

" e s c a p e  h at c h"  to the f o r e g o i n g  m e t h o d  of t a x a t i o n  by p r o v i d i n g  

in S e c t i o n  43 . 20 . 0 1 3 ( c )  that the c o r p o r a t i o n  o p e r a t i n g  such an 

I C C - r e g u l a t e d  oil. p i p e l i n e  ma y elect to have t a x ab l e i n co me  from 

the p i p e l i n e  d e t e r m i n e d  u n d e r  rules and r e g u l a t i o n s  of the
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A l a s k a  P i p e l i n e  C o m mi s si o n.  Thus, the idea seems to be that if 

the c o r p o r a t i o n  doe s not like the p e r c e n t - o f - v a l u e  m e t h o d  of 

d e t e r m i n i n g  a n n u a l  inc om e (which w o u l d  d e e m  a nnual  i nc o me  to be 

at a v e r y  hi g h  and f i c t i c i o u s  l e v e l ) , then it c an  be e c o n o m i c a l l y  

f o r c e d  to submit to the rules and r e g u l a t i o n s  of the A l a s k a  

P i p e l i n e  C o m m i s s i o n  w h o s e  r u l e s  m a y  or m a y  not be p a r a l l e l  wi th  

the ICC rules. In fact, s e c t i o n  6 of the bill c o n t a i n s  an 

a m e n d m e n t  to S e c t i o n  4 2 . 0 6 . 0 4 1  by a d d i n g  n e w  p r o v i s i o n s  w h i c h  

r e q u i r e  the A l a s k a  P i p e l i n e  C o m m i s s i o n  to give the D e p a r t m e n t  of 

R e v e n u e  a c e r t i f i c a t e  that the p i p e l i n e  c o r p o r a t i o n  so e l e c t in g 

has c o m p l i e d  w i t h  the C o m m i s s i o n ' s  r ul e s a nd r e g u l a t i o n s .  S u b­

se c t i o n  (c) of S e c t i o n  041 p r o v i d e s  that the C o m m i s s i o n  shall by 

r e g u l a t i o n s  e s t a b l i s h  an a c c o u n t i n g  p r o c e d u r e  to d e f i n e  net 

i n co m e to " c o i n c i d e  as n e a r l y  as p o s s i b l e  w i t h  the net income 

d e f i n i t i o n  u s e d  by the C o m m i s s i o n  :i.n e s t a b l i s h i n g  rates and 

m e a s u r i n g  rate of r e t u r n . "

Wh at  is h a p p e n i n g  un de r t h os e  p r o v i s i o n s  seems c l ea r  enough. 

The idea seems to be to put su c h  an o n e r o u s  tax b u r d e n  on the 

I C C - r e g u l a t e d  p i p e l i n e  that it w o u l d  be forc ed to elect, to c om pl y  

w i t h  all a p p l i c a b l e  r e g u l a t i o n s  and o r d e r s  of the A l a s k a  Pip e li n e 

C o m m i s s i o n  c o n c e r n i n g  a c c o u n t i n g  m e t h o d s  and reports. In short, 

the C o m m i s s i o n  w o u l d  set the r ul es  for in come d e t e r m i n a t i o n  n o t­

w i t h s t a n d i n g  that the p i p e l i n e  c o m p a n y  r e ma i ns  s u b j ec t  to the 

p r i m a r y  j u r i s d i c t i o n  of the ICC. Thus, there wo ul d  be four 

p a r t i e s  i nv ol v e d  in d e t e r m i n i n g  income: the taxpayer, the ICC,

the A l a s k a  P i p e l i n e  C o m m i s s i o n ,  and the C o m m i s s i o n e r  of Revenue 

who is i n t e r p r e t i n g  the A l a s k a  C o m m i s s i o n ' s  rules.
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Use o f  the tax laws to a c h i e v e  the a p p a r e n t  goal of r e g u­

lati o n  by tlie A l a s k a  P i p e l i n e  C o m m i s s i o n  is an a b u s e  of the 

t a x i n g  power. F u r t he r , the s c h e m e  r a i se s o b v i o u s  legal and 

c o n s t i t u t i o n a l  q u e s t i o n s  and w i t h  so m a n y  p a r t i e s  that wo ul d 

be i n v o l v e d  in the i n c om e  d e t e r m i n a t i o n  p r o c e s s ,  the sta ge 

w o u l d  be set for e n d l e s s  c o n t r o v e r s i e s .

The f o r e g o i n g  d i s c u s s i o n  r e l a t e s  to I C C - r e g u l a t e d  oil 

p i p e l i n e s .  W h e r e  an oil p i p e l i n e  doe s not yet ha ve  a value 

e s t a b l i s h e d  by the ICC or w h e r e  the oil p i p e l i n e  is s t r i c t l y  an 

i n t r a s t a t e  oil p i p e l i n e ,  the bill p r o v i d e s  that such a c o r­

po r a t i o n  h a v i n g  one of  these p i p e l i n e s  shall h a v e  its income 

d e t e r m i n e d  u n d e r  the rules and r e g u l a t i o n s  of the A l a s k a  P i p e­

line C o m m i s s i o n .  H e r e  again, as w o u l d  be the c a s e  of an ICC- 

r e g u l a t e d  p i p e l i n e  c o r p o r a t i o n  w h i c h  was f o r c e d  to elect to have 

i ncome d e t e r m i n e d  by tlie C o m m i s s i o n  ( d i s c u s s e d  above), the 

i n c o m e  d e t e r m i n a t i o n  is left to a n o t h e r  a g e n c y  u n d e r  rules and 

r e g u l a t i o n s  as it c hoose s.  In essence , the w h o le  m a t t e r  of 

d e t e r m i n i n g  inco m e  to tax un d er  an inco m e  tax l aw is left to the 

v a g u e  g u i d e l i n e s  of a n o t h e r  g o v e r n m e n t a l  agency. This, in 

itself, r a i s e s  q u e s t i o n s  w h e t h e r  there lias been an u n c o n s t i t u­

tional d e l e g a t i o n  of l e g i s l a t i v e  a ut ho r i t y .  But even if one 

ge ts  o v e r  that h u r dl e , the fact r e ma i ns  that w h a t e v e r  rules 

w o u l d  f i n a l ly  ap ply, those r ul es  w o u l d  not a c c o r d  w i t h  general 

p r i n c i p l e s  of i nc o me  t a x a t i o n  w h i c h  o ug ht to a p p l y  to pipe li ne 

o p e r a t i o n s  ju s t as they apply to any ot he r type of operation.

As to gas p i p e l i n e s  r e g u l a t e d  by the F e de r al  Pow er 

C o m m i s s i o n  (FPC> , SB 10!) p r o v i d e s  in S e c t i o n  4 3 . 2 0 . 0 1 3 (d) that
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t a x a b l e  income shall bo d e t e r m i n e d  in a c c o r d a n c e  w i t h  r e p o rt i ng  

p r o c e d u r e s  e s t a b l i s h e d  by the FPC. Here again, th er e is a 

d e p a r t u r e  fr o m normal a p p l i c a t i o n  of  income tax p r i n c i p l e s  

b e c a u s e  a gas p i p e l i n e ,  t h o u g h  r e g u l a t e d ,  is r e a l l y  no d i f f e r e n t  

f r o m  a n y  o t h e r  t a x p a y e r  i n s o f a r  as h a v i n g  inc om e tax p r i n c i p l e s  

a p p l i e d  to its o pe r at i o n s .  The r e g u l a t i o n  and r a t e - m a k i n g  

p r o c e s s  of the FPC f u ll y  takes into a c c o u n t  a gas p i p e l i n e ' s  

h a n d l i n g  of  its o p e r a t i o n s  w h e r e  that p i p e l i n e  u t i l i z e s  the 

p r o v i s i o n s  of the I n t e r na l R e v e n u e  Co de to a c h i e v e  tax savings 

for the b e n e f i t  of not onl y its c u s t o m e r s  but al so its s h a r e­

h o l d e r s  .

Fin al ly , I w o u l d  like to say a wo rd  about  S e c t i o n  4 5 .2 0. 0 15  

w h i c h  d e a l s  w i t h  " P u b l i c  R e p o r t i n g . "  U n d e r  that p r o v i s i o n  the 

C o m m i s s i o n e r  of R e v e n u e  is to c o m p i l e  and transmi t to the l e g i s­

lat u r e  ea c h  yea r an a n n u a l  r e p o r t  w h i c h  shows  the tax pa i d  under 

SB  105 t o g e t h e r  w i t h  the i t e m i z e d  d e d u c t i o n s  that have been 

a l l o w e d  arid h ow  m u c h  tax r e v e n u e  was not c o l l e c t e d  b e c a u s e  of 

the d e d u c t i o n s .  Further, the r e p o r t  is to p r o vi de  a s u m m a r y  of 

the total a m o u n t  of oil and gas p r o d u c e d  by each taxpayer, the 

t a x a b l e  i n c o m e  as c a l c u l a t e d  u n d e r  S e c t i o n  12 and 13 r e l a t i n g  to 

oil and gas inco me and p i p e l i n e  t r a n s p o r t a t i o n  in Alaska, and 

the o u t - o f - s t a t e  inc om e of the ta x p ay er  a p p o r t i o n e d  to Alaska.

In short, SB 105 w o u l d  o p e n  up for ge ne ra l  s c r u t i n y  w i t h o u t  

s a f e g u a r d s  of c o n f i d e n t i a l i t y  the w h o l e  o p e r a t i o n  of the oil and 

gas  p r o d u c e r s  and p i p e l i n e  o p e r a t o r s  in Alaska. I w o u l d  hope 

that we h a v e n ' t  p r o g r e s s e d  to the p oi n t in this c o u n t r y  w he re  a



t a x p a y e r ' s  r e t ur n s ha ve  b e c o m e  a m a t t e r  of p u bl i c record. I 

d o u b t  if a n y o n e  wo ul d c o n s e n t  to h a v i n g  t h e i r  tax r e t u r n  i n f o r­

m a t i o n  b u n d l e d  up by the tax c o l l e c t o r  to be laid bare for 

a n y o n e  to review. T h e r e  a re  s t r i c t  rules in all states and at 

the f e d e r a l  level c o v e r i n g  d i s c l o s u r e  o f  tax r e t u r n  info rm at ion, 

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

h a v i n g  a l e g i t i m a t e  i n t e r e s t  c a n  cbta.in that i n f o r m a t i o n  on a 

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

v i o l a t i o n s .  But u n d e r  SB 1G3, the i n f o r m a t i o n  c o u l d  be made 

a v a i l a b l e  to a large n u m b e r  of p e o p l e  w h e r e  there are no g u i d e­

lin e s  w h a t s o e v e r  ov er  d i s c l o s u r e .  S u c h  a p r o v i s i o n  is one that 

s i m p l y  s h o u l d  not be t o l e r a t e d  no m a t t e r  who the ta x p ay e r may 

b e .

HB 322

T h e  next bill I w i s h  to d i s c u s s  is HB 322. This is the 

D e p a r t m e n t  of R e v e n u e ' s  bi ll w h i c h  a d o p t s  the r e c o m m e n d a t i o n s  of 

P r o f e s s o r s  Z e i f m a n  and A i n s w o r t h .  E s s e n t i a l l y ,  this bill lias 

the f o l l o w i n g  features:

1. Imp os e a f r a n c h i s e  tax on oil and gas p r o d u c e r s  

o p e r a t i n g  in A l a s k a  who h a v e  g r os s  r e c e i p t s  of $250 m i l l i o n  

or more.

2, The income b a s e  to be taxed w o u l d  be the h i g h er  of (1) 

p r e - t a x  book i n co m e as r e p o r t e d  to s t o c k h o l d e r s  b e fo r e any 

r e d u c t i o n  by re as on  of ta x es  on income, cr (?.) t a x ab l e income 

u n d e r  the Internal R e v e n u e  Code.
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3. A p p o r t i o n  the p r e - t a x  b o o k  income u n d e r  ite m 2 by 

m e a n s  of a t h r e e - f a c t o r  f o r m u l a  w h e r e  the p r o p e r t y  and 

p a y r o l l  fac t or s are the s a me  as n o w  c o n t a i n e d  in the 

M u l t i s t a t e  C o m p a c t  but the sales f a c t o r  in the C o m p a c t  

w o u l d  be r e p l a c e d  b y  an e x t r a c t i o n  factor. Such e x t r a c t i o n  

f a c t o r  w o u l d  be the r a t i o  of oil and gas p r o d u c e d  in 

A l a s k a  ( e x p r e s s e d  in BTU's) to to tal p r o d u c t i o n  of the 

t a x p a y e r  e v e r y w h e r e .

Th us, t he re are two m a i n  t h e m e s  to HB 522: tax bas e c h a n ge s

a nd  a p p o r t i o n m e n t  f a c t o r  c h a n ge s . S u c h  c h a n g e s  are the same 

c h a n g e s  d i s c u s s e d  and r e c o m m e n d e d  by P r o f e s s o r s  Z e i f m a n  and 

A i n s w o r t h  in the ir  t e s t i m o n y  e a r l i e r  this week.

P r o f e s s o r s  Z e i f m a n  a n d  A i n s w o r t h  w o u l d  r e j e c t  fe de r al  

t a x a b l e  income as a tax b a s e  b e c a u s e  the Fe de r al  I n te rn al  

R e v e n u e  Code c o n t a i n s  m a n y  d e d u c t i o n s ,  c r e d i t s  and e x c l u s i o n s  

w h i c h  they a l l e g e  have  d i l u t e d  r e v e n u e - r a i s i n g ' p o t e n t i a l  

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

o t h e r s .

In their report, t h o u g h  not m e n t i o n e d  e x c e p t  b r i e f l y  in 

t he ir  test im o ny ,  the p r o f e s s o r s  a t t e m p t e d  to d e m o n s t r a t e  how 

the r e v e n u e  r a i s i n g  p o t e n t i a l  has bee n e r od ed  and r e f e r r e d  to 

the c o n c e p t  of "tax e x p e n d i t u r e s "  wh ich, in es se n ce ,  is s imply 

a l i s t i n g  of those items or c a t e g o r i e s  c o n s t i t u t i n g  de d uc t i o n s ,  

c r e d i t s ,  or e x e m p t i o n s  found in the Int ernal R e v e n u e  Code, . 

t o g e t h e r  wi t h the e s t i m a t e d  e f f e c t  they have on r e v e n u e  c o l l e c t e d  

T hi s  l i s ti ng  is r e q u i r e d  to be p u b l i s h e d  ea ch  ye ar  u n d e r  the
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C o n g r e s s i o n a l  B u dg e t Act of 1974. How ever, instead of di s cu s s i n g  

and c o m m e n t i n g  on the more th an  75 ge ne ral c a t e g o r i e s  of items 

in the p u b l i s h e d  list as they a pp l y to Ipoth i n di v id u al  and c o r p o­

rate taxpayers, the p r o f e s s o r s  c h o s e  o n l y  to e x tr a ct  in their r e­

por t  but  six ca te g o r i e s ,  and o n l y  one of the six (expensing of 

e x p l o r a t i o n  and d e v e l o p m e n t  costs) a p p l i e s  sp e ci a ll y  to the p e t r o­

le u m  a n d  m i n i n g  industry.

I hav e here the c o m p l e t e  l i s t i n g  of  "tax e x p e n d i t u r e s "  for 

the F i sc a l Yea r 1978 w h i c h  also shows those "tax e xp en d i t u r e s "  

for y e a r s  1975 and 1977. A  co py  of this l i s t in g  is attached.

T h e r e  are two c o l u m n s  for e a c h  year, one for c o r p o r a t i o n s  and one 

for indiv id uals. A  r e v i e w  of b o t h  the n u m b e r  of c a t e g o r i e s  li st ed  

as w e l l  as d o l l a r  a m o u n t s  w il l  rev ea l that i nd iv i du a l t a x p a y e r s  

i n d e e d  have fared v e r y  we l l c o m p a r e d  w i t h  c o r p o r a t e  taxpayers.

It w i l l  also be n ot ed that there are on ly  two items r e l a t in g 

s p e c i a l l y  to the p e t r o l e u m  industry. One de a ls  wi th  the e x p e n s i n g  

of  e x p l o r a t i o n  and d e v e l o p m e n t  costs, which, from the t e s t i m o n y  of 

the p r o f e s s o r s  as well as Mr. Kilgore, one w o u l d  think w as  the 

m a j o r  p r o v i s i o n  in the I nter na l R e v e n u e  Cod e but w hi ch  in r e a l it y  

r e p r e s e n t s  a r a th e r small it em  c o m p a r e d  to o t h e r  items in the li st­

ing. In fact, that item has a r e v e n u e  loss eff ,ct about equal to 

the loss from the c r e d i t  a l l o w e d  for b uy i ng  n e w  homes. The o t h e r  

c a t e g o r y  d e a l s  w i t h  the e x c e s s  of p e r c e n t a g e  d e p l e t i o n  ov e r cost 

d ep l et io n . Out this latter item a p p l i e s  to o v e r  100 d i f f e r e n t  

m i n e r a l s  w h i c n  involve p e r c e n t a g e  d c p l e t i o n - - o i l  and gas be in g 

but one category. In any event, p e r c e n t a g e  d e p l e t i o n  has
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n e g l i g i b l e  a p p l i c a t i o n  to m a j o r  oil c o m p an i es  be ca us e of the 

s e v e r e  r e s t r i c t i o n  o f  p e r c e n t a g e  d e p l e t i o n  for oil and gis r e­

su l t i n g  from the 1975 T a x  R e f o r m  Act, The professors' a t te m pt  

in their p a p e r  to s h o w  the p e t r o l e u m  ind u st ry  as a h ighly  

f a v o r e d  i n d u s t r y  that r e c e i v e s  a m a j o r  share of tax b e n e f i t s  

is s i m p l y  incorrect.

A f t e r  l e v e l i n g  a f i n ge r  at c o r p o r a t e  tax payers general ly , 

the p r o f e s s o r s  then r e c o m m e n d e d  th at o n e  special g r o u p - - n a m e l y  

oil  c o m p a n i e s — be s i n g l e d  o u t  f or  tax "reform". However, the 

p r o f e s s o r s  failed  to d i s c u s s  e i t h e r  in their paper or their 

t e s t i m o n y  the i n e q u i t y  or  p o s s i b l e  legal pr ob lems of p ro p o s i n g  

a "book income" base for m a j o r  oil c o m p a ni es  w h i c h  w o ul d  be far 

d i f f e r e n t  than w o u l d  a pp l y to any o t h e r  class of taxpayers. T h e y  

d id not eve n m e n t i o n  in their re po rt  that no state in the c o u n t r y  

has  a law u t i l i z i n g  " p r e - t a x  boo k income" as a tax base t h o u g h  

q u e s t i o n i n g  by the C o m m i t t e e  d i d  b r i n g  out this information.

E v e n  if on e  w e r e  to ag re e  w i t h  the novel ap p ro ac h  s u g g e s te d  

by P r o f e s s o r s  Z e i f m an  and A i n s w o r t h  and em b od i ed  in HB 372, a 

tru e a d v o c a t e  of their theory c o u l d  not logically p r o p o se  its 

use w i t h  one set of t a x p a y e r s  and then igno re its a p p l i c a b i l i t y  

to the va st  m a j o r i t y  of o t h e r  taxpa ye rs . If such a ra dic al 

c h a n g e  in tax a p p r o a c h  is to be made, then it should apply to 

al l t a x p a y e r s  u nd e r all .income tax lav/s at the same time, w i t h  

c o r r e s p o n d i n g  a d j u s t m e n t s  of tax rates for all.
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An a p p r o a c h  w h i c h  use s the h i g h e r  of bo o k  in co me b ef o re  

ta xes or t a x a b l e  in co me  can lea d to d i s t o r t e d  results.

Mr. B o n n e y  of E X X O N  w i l l  d e m o n s t r a t e  t h ro u gh  a s i m p l e  e x a m p l e  

h o w  the use of one v e r s u s  the o t h e r  c ou ld  p r e v e n t  a full 

r e c o v e r y  of a c a p i t a l  i n v e s t m e n t  and yet tax p h a n t o m  or n o n­

exi s t e n t  income. F u r t h e r  d i s t o r t i o n  m a y  result f r om  tlie i n­

cl u s i o n  of e a r n i n g s  of n o n - c o n t r o l l e d  c o m p a n i e s  in p r e - t a x  

income , as r e q u i r e d  by g e n e r a l l y  a c c e p t e d  a c c o u n t i n g  p r i n c i p l e s .  

W h i l e  the oil c o m p a n i e s  may be r e q u i r e d  to r ep or t  the e a r n i n g s  

of t h e i r  i n v e s t m e n t s  in n o n - c o n t r o l l e d  c o m p a n i e s ,  they do not 

d e t e r m i n e  if or w he n  the e a r n i n g s  of these e n t i t i e s  arc d i s­

tributed. Yet HB  No. 322 p r o v i d e s  for i m m e di a te  t a x a t i o n  of 

this inco me  b e c a u s e  it w o u l d  be inclu de d w i t h i n  the p r e - t a x  

boo k i n c o m e  r e p o r t e d  to st o ck h o l d e r s .

P r o f e s s o r  Z e i f m a n  e m p h a s i z e d  the fact that book in co me is 

i n v a r i a b l y  l a r g e r  than t a x a b l e  income, thereby' s h o w i n g  that big 

c o r p o r a t i o n s  ha ve tax be n e fi t s.  Ho we v er , of what real s i g n i­

fic ance  is it: that a c o r p o r a t i o n ' s  m a n a g e m e n t  c h o o s e s  to a do pt  

a c o n s e r v a t i v e  book a c c o u n t i n g  m e t h o d  us long as it is consistent: 

in d o i n g  so y e a r  a f t e r  y e a r  to a vo i d d i s t o r t i o n s ?  D i f f e r e n c e s  

b e t w e e n  book and tax i ncome  d ue to d i f f e r e n t  t r e a t m e n t  has 

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

For tax p u r p o s e s  the Inte rn al R e v e nu e  Service, as well as a 

c o m p a n y ' s  own  a u d i t or s , will r e q u i r e  a full r e c o n c i l i a t i o n  of 

the taxa b le  income b a c k  to the book income and there arc e x t e n s i v e  

s c h e d u l e s  in tax returns w h i c h  do this every  year.
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T he  o n l y  p o i n t  P r o f e s s o r  Z e i f m a n  is m a k i n g  is that under 

the I n t e r n a l  R e v e n u e  Co de  c o r p o r a t i o n s  are p e r m i t t e d  c e r t a i n  

d e d u c t i o n s ,  or c r e di t s,  or e x c l u s i o n s  which, if taken a d v a nt a ge  

oL', s h o w  a l e s s e r  " t a x a b l e "  inco me  th an  sh o wn  on the books if 

the m a n a g e m e n t  c h o o s e s  to use a c o n s i s t e n t  m e t h o d  w h i c h  treats 

the i t e m  d i f f e r e n t l y .  But the same t hi ng  can be said for all 

t a x p a y e r s ,  i.e., all t a x p a y e r s  r e c e i v e  some form of tax t r e a t­

me n t  w h i c h  c a u s e s  t h e i r  taxes to be less than if the tax  law 

s i m p l y  t a x e d  the gros s d o l l a r s  r e c e i v e d  at a s p e c i f i e d  rate 

T h i s  c a n  be se en  f r o m  the "tax e x p e n d i t u r e s "  listin g r e f e r r e d  

to e a r l i e r .  P o i n t i n g  the f i ng er  at one g r o u p  of t a x p a y e r s  as 

on es  w h o  s h o u l d  first go on the c h o p p i n g  b l o c k  of r e f o r m  w h i l e  

i g n o r i n g  o t h e r s  who are not so t r e at e d is a s k i n g  a lot of any 

l e g i s l a t i v e  b o d y  w h o s e  du ty  it is to pl ay  fair w i t h  its citizens, 

w h e t h e r  the y be c o r p o r a t e  c i t i z en s  or ind i vi d ua l s.

Su bsti t. u t i. on o f an " cxtr a ct ion" fac  t or for the Vs a 1 esH1 f act o r

T h e  s e c o n d  m a i n  p o i n t  of HB  522 d e al s  w it h  d e l e t i n g  the 

s a l e s  f a c t o r  and s u b s t i t u t i n g  an e x t r a c t i o n  factor.

B e f o r e  p l u n g i n g  into this subject, I b e l i e v e  it wo ul d  be 

he lp f ul  to gi v e  the C o m m i t t e e  some b a c k g r o u n d  a b o u t  the t r a d i­

tional t h r e e - f a c t o r  f o r m u l a  u t i l i z i n g  pr o pe rt y , p a yr o ll  and 

sale s, w h e r e  it c a me  from and w hy  it is u s e d  today by most 

s t a t e s  w h i c h  tax c o r p o r a t e  income. A n o t h e r  reaso n why this 

wil l be h e l p f ul  is that P r o f e s s o r s  Z e i f m a n  and A i n s w o r t h  gave 

th eir t e s t i m o n y  r e c o m m e n d i n g  a c h a n g e  s t r i c t l y  on the basis
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that its use  w i l l  a p p o r t i o n  m o r e  i ncom e and, t h e r e f o r e  provide  

m o r e  tax. How e v er , the m a t t e r  is not q u i t e  as s i mp l e as tlie 

p r o f e s s o r s  ha ve  i nd ic ated.

W h e n  s t at es  b e g a n  t a x i n g  c o r p o r a t e  income ov er  SO years 

ago, t h e r e  w e r e  v a r i o u s  f o r m u l a s  u s e d  to d i v i d e  the income. 

B e c a u s e  there w e r e  d i f f e r e n t  fo rm u l a s ,  it w as  not long b e fo re  

d i s p u t e s  a ro s e b e t w e e n  s t a t e s  and t ax p ay er s , u s u a l l y  i nv ol ving 

the q u e s t i o n  w h e t h e r  the s t a t e  w a s  r e a c h i n g  for too m u c h  of the 

t a x p a y e r ' s  income. It is v e r y  i m p o r t a n t  to bear in m i n d  all 

the w a y  t h r o u g h  the d i s c u s s i o n  o f  this s u b j e c t  that a state can 

c o n s t i t u t i o n a l l y  tax o n l y  that i n c o m e  of  tlie t a x p a y e r  w h i c h  is 

d e r i v e d  f r o m  w i t h i n  the s t a t e ' s  b o rd er s.  Thus, the s e a rc h  has 

a l w a y s  be e n  to fi n d  a f o r m u l a  w h i c h  gi ve s bo th the t a x p a y e r  and 

the s ta t e fair t r e at me n t.  But as to the t a x p a y e r  who op e ra t es  

in m o r e  th a n one state, the p r o b l e m  has also been to u t i l i z e  a 

m e t h o d  of d i v i d i n g  i n c om e  w h i c h  does not sub j e ct  the t a x pa ye r  

to m u l t i p l e  taxation.

It is not d i f f i c u l t  to see how m u l t i p l e  t a x a t io n  can 

o ccur. S u p p o s e  X c o r p o r a t i o n  o p e r a t e s  in states A, B, and C, 

e a c h  of w h i c h  has the same s t a n d a r d  t h r e e - f a c t o r  f o r m ul a  of 

p r o p e r t y ,  p a y ro l l,  and s al es  and e a c h  of w h i c h  has an 8% income 

tax rate. In w o u l d  be ra re  if X c o r p o r a t i o n  had e x a c t l y  the 

same m i x t u r e  of  p r o p e r t y ,  p a y r o l l ,  and sales .in ea ch  state. 

H o w e v e r ,  whe n ea c h  of the three s ta t es  a pp ly  their tax laws and 

d i v i d e  the inc om e  u n d e r  their u n i f o r m  formulas, X's total tax 

to all three s t a t e s  wi ll  bp no m o r e  than 8$ of its total income.
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Rut let's v a r y  the e x a m p l e  just s l i g h t l y  and a s s u m e  that 

in s tate A, X c o r p o r a t i o n  h as  a he av y  c o n c e n t r a t i o n  of p r o p e r t y  

and p a y r o l l  but not m a n y  s a l e s  a nd  that state A  d e ci d es  to 

d e l e t e  its sales f a c t o r  and  have on ly  a t w o - f a c t o r  formula. In 

s uc h  a ca se stat e A  w i l l  a p p o r t i o n  to i t s e lf  a g r e a t e r  amou n t 

o f  X's in co me  but a p p o r t i o n m e n t  to S t at e s B a nd C will re main 

the same. The r e s u l t  w i l l  be that an a m o un t  g r e a t e r  tha n X's 

t otal i n co me  w i l l  be a p p o r t i o n e d  in the a g g r e g a t e  to all three 

s ta t es  and X w i l l  h av e  b e e n  s u b j e c t e d  to m u l t i p l e  t a x a t i o n  

b e c a u s e  St at e A  b r o k e  the u n i f o r m i t y .

Th e f o r e g o i n g  is a s i m p l i f i e d  e x am p le  but  n e v e r t h e l e s s  

d e m o n s t r a t e s  h o w  m u l t i p l e  t a x a t i o n  can result. As noted earlier, 

d i s p u t e s  ove r i n c o m e  t a x a t i o n  e x i s t e d  for d e ca de s  and it was not 

u n t i l  1957 w h e n  the C o m m i s s i o n e r s  on U n i f o r m  Laws in c o n j u n c t i o n  

w i t h  the tax s e c t i o n  of  the A m e r i c a n  Bar A s s o c i a t i o n  and ma ny o t he r  

i n t e r e s t e d  p a r t i e s  f i n a l l y  w r o t e  a model law k n o w n  as the " U n i f o r m  

D i v i s i o n  of Inco me for T a x  P u r p o s e s  Act" (UDITPA) in the hope that 

s t a t e s  w o u l d  a d o p t  It a n d  thus put an end to the c h a o t i c  c o n d i t i o n  

that existed. The a p p o r t i o n m e n t  fo rm ul a s e t tl ed  upon u t i l i z e d  

p r o p e r t y ,  p a y r o l l  and d e s t i n a t i o n  sales. U n d e r l y i n g  this t h r e e - f a c t o r  

t h eo r y of a p p o r t i o n m e n t  is the c o n c e p t  that the em p lo y m e n t  of 

c a p i t a l  in Che form of p r o p e r t y ,  labor as r e f l e c t e d  in p a y r o l l s  

and u l t i m a t e  sales to g e n e r a t e  the s u s t a i n i n g  rev en ue s for the 

b u s i n e s s  arc all v i t a l  f a c t o r s  to be given  equal w e i g h t  in d e t e r m i n i n g  

income. Thus, the t he o ry  r e c o g n i z e s  that in a true e c o n o m i c  

sc’nse some part, of taxab le  inco m e  is earne d at e very stage of the 

b u s i n e s s  process.
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To d;ite, ab o ut  o n e - h a l f  of the states ( i nc lu d in g  Alaska) have 

a d o p t e d  U D I T P A  and all but two stat e s w h i c h  impose an income tax 

u s e  the t h r e e - f a c t o r  f o r m u l a  of p r o p e r t y  p a y r o l l  an d sales.

The U D I T P A  m o d e l  l a w  o n l y  de al s w i t h  a p p o r t i o n m e n t  of income 

a nd  does not c o n t a i n  p r o v i s i o n s  s e t t i n g  f o r t h  rules or p r o c e d u r e s  

w h e r e b y  a s ta te  c o o p e r a t e s  w i t h  o t h e r  states to a d m i n i s t e r  incom e 

t a x a t i o n  on a j o i n t  basis. Jn an  ef fo r t  to p r o m o t e  u n i f o r m i t y  

of tax rules a nd  c o o p e r a t i o n ,  a n u m b e r  of s t a te s  f o r m e d  w h a t  is 

n o w  c a l l e d  the M u l t i s t a t e  T a x  Compa ct. H o w ev e r,  a sta te  w h i c h
%

a d o p t s  the C o m p a c t  al so  a d o p t s  the t h r e e - f a c t o r  d i v i s i o n  of income 

f o r m u l a  b a se d  on the U D I T P A  mo de l  law. A l a s k a  a d o pt ed  the C o m p ac t 

in 1970 but f o l l o w e d  the U D I T P A  f o r m u l a  b e f o r e  1970. Hence, 

s t a t e s  w h ic h h a v e  a d o p t e d  the C o m pa c t and s t at es  wh i ch  simply
i

f o l l o w  the U D I T P A  rules h a v e  c o m p a t i b l e  laws.

W i t h  this b r i e f  b a c k g r o u n d  let me turn to the p r o p o s a l  to 

d e l e t e  the sales f a c t o r  and imp ose an e x t r a c t i o n  factor. The 

nub of  the p r o f e s s o r s '  a r g u m e n t  is that the sales fact o r is low 

d u e  to d e s t i n a t i o n  sales w h i c h  c a u s e s  le ss er a p p o r t i o n m e n t  of 

i nc o me  to A l a s k a  and this can be c u r e d  by s u b s t i t u t i n g  an 

e x t r a c t i o n  factor. Thus, the sales fac to r is d i s m i s s e d  by 

the p r o f e s s o r s  and tlie r e a d e r  of t h e ir  p ap er  and the a u d i e n c e  to 

t he ir  testim on y is s i m p l y  left wi th  a c o n c l u s i o n  vo i d of any 

r e a s o n i n g  e x c e p t  m a x i m i z i n g  revenue.

The re was a sound r e a s o n  for the U D I T P A  and C o m p a c t  t r e a t m e n t  

of sales on a d e s t i n a t i o n  b a s i s  for p u r p o s e s  of the "s al es " factor 

A d e s t i n a t i o n  sale is o n e  w h i c h  o c c u r s  in a state if goods are
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d e l i v e r e d  in that state or s e r v i c e s  are p e r f o r m e d  in that state. 

S u p p o s e  a m a n u f a c t u r e r  has its p la nt  in Illinois and has a la rg e 

p a y r o l l  at that plant. F r o m  this plant the m a n u f a c t u r e r  ships 

m o s t  all of his p r o d u c t s  to p u r c h a s e r s  in o th er  states. If this 

is the on ly  plant, the p r o p e r t y  and the pa yr o l l f a c t o r  to I l l i n o i s
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wil l be hig h an d  if the sales are a t t r i b u t e d  to the Illi nois 

pl an t  as the o r i g i n a t i o n  p o in t  of the sale, then Ill in o is  would 

a p p o r t i o n  n e a r l y  all the income for t a x a t i o n  in Illinois. As 

can be se en  from this s i m p l i f i e d  example, the m a j o r  m a n u f a c t u r i n g  

st at e s w o u l d  r e c e i v e  an u n r e a s o n a b l y  hi gh  p r o p o r t i o n  of  a p p o r t i o n e d  

i ncome to the d e t r i m e n t  of n o n - m a n u f a c t u r i n g  states. Henc e, the 

" d e s t i n a t i o n "  sales  c o n c e p t  is one w h i c h  not only a f f o r d s  p r o t e c t i o n  !

to less p o p u l a t e d ,  n o n - m a n u f a c t u r i n g  states, such as Al as ka , but 

also g i v e s  l e g i t i m a t e  r e c o g n i t i o n  to sales a c t i v i t y  in c o n su m er
%

st at e s by d e e m i n g  the sale to "oc c ur "  w h e r e  the p u r c h a s e  takes 

d el i ve ry .

Wh at  the p r o f e s s o r s  h a v e  p r o p o s e d  as a factor c h a n g e  is no 

d i f f e r e n t  fr o m  wh a t  they m i g h t  p r o p o s e  in any s ta te  ba s ed  upon 

s i m p l e  r e a s o n in g to get m o r e  revenue, the on ly  d i f f e r e n c e  being 

that in such  o t h e r  st at es  it m i gh t  be a d i f f e r e n t  f a c t o r  wh ich 

p r o v i d e s  the key. For exa mple, they mi g ht  sh ift their proposal 

to I l l i no i s or P e n n s y l v a n i a  to point out that its sales factor 

also is d e s t i n a t i o n - o r i e n t e d  and b e c a us e mo s t  p r o d u c t s  are 

s h i p p e d  o u t - o f - s t a t e ,  the ratio of sales in e i t h e r  of those states 

will be lower. T he  p r o f e s s o r s  c ou l d then r e c o m m e n d  that the 

" d e s t i n a t i o n "  sa les fact or be c h a n ge d to an " o r i g i n "  sales factor 

or that the sales f a c t o r  be de le t ed  in favor of one b a s e d  on 

m a n u f a c t u r e d  un its (e.g., t e l e v i s i o n  sets) in the state to total 

units m a n u f a c t u r e d  e v e r y w h e r e .  By suc h cha n ge s,  those states 

c o u l d  then c o m m a n d  mo s t  of the a p p o r t i o n e d  r e v e n u e  since, being 

m a n u f a c t u r i n g  st at es, they a l r e a d y  have the b ul k  of p r o p e r t y  and 

p a y r o l l  and, t h r o u g h  the sales factor change, they c o u l d  pr event
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d i l u t i o n  of the total fa ctor to be u s e d  b y  the taxpa ye r.

But s u p p o s e  it was so m e  s ta t e w h i c h  did not ha ve h ea vy  

m a n u f a c t u r i n g  (i.e., low p r o p e r t y  and p a y r o l l  in the s t a t e ) ?

U nd e r the p r o f e s s o r s '  r e a s o n i n g  this m i g h t  ca ll for use of onl y 

a sales fa ctor -- i.e., d e s t i n a t i o n  sales and  not o r i g i n  sales 

b e c a u s e  o n ly  the f o r m e r  w o u l d  he lp  the state (in c o n t r a s t  to 

w ha t  was said a b o v e  as b e i n g  in the "best i n t e r e s t s "  o f  Illi no is  

or P e n n s y l v a n i a ) .  By so l i m i t i n g  the f o rm u la  to a s i n g l e  factor, 

the n o n - m a n u f a c t u r i n g  s t a t e  m a x i m i z e s  a p p o r t i o n m e n t  of income 

to the state .*

Th e f o r e g o i n g  are o n l y  two e x a m p l e s  out o f  m a n y  one could 

e s t a b l i s h  to t a i l o r  a p p o r t i o n m e n t  f o rm ul as  for v a r i ou s  states 

if the only o b j e c t i v e  is s i m p l y  m a x i m i z i n g  r e v e n u e  w i t h o u t  c o n c e r n  

for i n e q u i t a b l e  or u n c o n s t i t u t i o n a l  c o n s e q u e n c e s .  H ow ev er, the 

p r o b l e m s  w i t h  the e x a m p l e s  are p a r a l l e l  to the sam e p r o b l e m s  

that arc c o n t a i n e d  in the p r o j e s so rs  ’ pr o p o s a l  for an e x t r a c t i o n  

factor. In e a c h  i n s t a n c e  there is a b r e ak  in the u n i f o r m i t y  of 

t r e a t me n t by a s t a t e  w h i c h  i n e v i t a b l y  resu l ts  in the t a x p a y e r  

b e i n g  s u b j e c t e d  to m u l t i p l e  taxation. The state b r e a k i n g  u n i­

formity will tax a l a r g e r  pa rt  of the income by u se of its advan-

* R e c e n t l y  the Iowa c o u r t s  s tr u ck  dow n as u n c o n s t i t u t i o n a l
that s t a t e ' s  use of a s i n g l e  factor of sales b e c a u s e  it was 
not an a d e q u a t e  m e a s u r e  of the t a x p a y e r ' s  income d e r i v e d  fr o m  
w i t h i n  Iowa. (M o or m an  Mfg. Co., Polk Cty. Pist. Ct:.
No. CK 3-15 9 5 ( 1 2 - ) 7 - 7o)j . Si m il a r l y ,  in General M o t o r s  
C o r p o r a t ion vs. Pi s tv  o f C o l u m b i a , 380 U.S7 ~5T2 (1565),' “the 
Uni Led S t a t e s  S u p r e m e  C o u r t  s t r u ck  do wn u se  of a si ngle sa l es  
factor by t.ho D i s t r i c t  of Columbia,
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tngcous a p p o r t i o n m e n t  factors. U n f o r t u n a t e l y ,  p a r t  of  that same 

income will also be a p p o r t i o n e d  to and taxed by the o t h e r  states 

h a v i ng  the u n i f o r m  a p p o r t i o n m e n t  formula.

As noted, the p r o f e s s o r s  ha v e g i v e n  no r e a s o n  for use of 

the e x t r a c t i o n  fact o r e x c e p t  that it wi ll  raise r e v e nu e . M i s s i n g  

is the r e a s o n i n g  w h y  the p r e s e n t  factor s are not a p r o p e r  m e a s u r e  

of a t a x p a y e r ' s  in come w i t h i n  A l a s k a  or, c o n v e r s e l y ,  w h y  us e  of 

the e x t r a c t i o n  f a c t o r  will gi ve  a mo r e a c c u r a t e  m e a s u r e  of that 

income. M e r e l y  s a y i n g  that oil goes out of the s t a t e  and does not 

count as a " s al e"  iri A l a s k a  to its d e t r i m e n t  is not g o o d  e n ou g h 

bec au se , as s hown e arlie r,  a ny s ta te  c ou ld a n a l y z e  its e c o n o m i c  

p o s i t i o n  and m a k e  the same a r g u m e n t  wh e n it o b s e r v e s  a r e s o u r c e  

m a t e r i a l  or m a n u f a c t u r e d  item be i ng  shi pp e d out of the state. If 

that h a pp e n e d ,  then c l e a r l y  the states and ta x pa y er s  w o u l d  be back  

to the same c h a o t i c  s i t u a t i o n  that e x i s t ed  b ef o re  the u n i f o r m  

rules of U D I T P A  and the M u l t i s t a t e  Tax C o m p a c t  w e r e  f o r m u l a t e d  

and adopted.

To s a t i s f y  c o n s t i t u t i o n a l  r e q u i r e m e n t s ,  an a p p o r t i o n m e n t  

formul a mus t f a ir ly  a n d  r e a s o n a b l y  m e a s u r e  a t a x p a y e r ' s  net income 

in the p a r t i c u l a r  st at e s i nc e  a state has j u r i s d i c t i o n  to tax 

only that income d e r i v e d  w i t h i n  its borders. The p r o f e s s o r s  

and some A l a s k a n  c r i t i c s  of the prcse rV  t h r o e - f a c t o r  f o r m u l a  have 

sim ply looked at the oil p r o d u c t i o n  aspe c t s of the b u s i n e s s  cf 

a inult.ist.atc oil c o m p a n y  o p e r a t i n g  in A l a s k a  but a p p a r e n t l y  

wish to ig nore the o t h e r  par t of the b u s i n e s s  w h e r e  that oil lias 

t.o be t r a ns p or t ed ,  r e f i n e d  into p ro du cts, d i s t r i b u t e d  and sold.
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In fact, the b u l k  of suc h a c o m p a n y ' s  e m p l o y e e s  and a large portion 

o f  its I n v e s t m e n t  lie in these p h a s e s  of  the bu si ness. Moreover, 

the r e v e n u e  w h i c h  pa y s  for the e x n e n s e s  of c o m p a n y  o p e r a t i o n s  is 

g e n e r a t e d  m a i n l y  ou t  of the sales of r e f i n e d  pr oducts.

T he  c o n c e p t  of  i n co me  t a x a t i o n  is the t a x a t i o n  of the overall 

p r o f i t s  of  an e n t e r p r i s e  w h i c h  m a y  h av e  m a n y  p a r t s  in m a n y  states 

bu t all o f  w h i c h  c o n t r i b u t e  to the u l t i m a t e  p r o f i t  or loss. In 

d e v i s i n g  a f o r m u l a  to m e a s u r e  i n c o m e  for a p p o r t i o n m e n t ,  the drafters  

o f  the U D I T P A  m o d e l  law w e r e  n ot  b e i n g  a r b i t r a r y  w h e n  they settled, 

u p o n  use of p r o p e r t y ,  p a y r o ll  a n d  " d e s t i n a t i o n - o r i e n t e d "  sales.

T h e y  w e r e  l o o k i n g  for a f o rm u la  w h i c h  not only  c o n t a i n e d  elements 

r e f l e c t i n g  as m a n y  a s p e c t s  or s e g m e n t s  of  the b u s i n e s s  as po s si b le  

but a l s o  for a f o r m u l a  w h i c h  c o u l d  be e a s i l y  and u n i f o r m l y  a d­

m i n i s t e r e d  a nd w h i c h  p r o v i d e d  e q u i t a b l e  t r e a t m e n t  to st ates as 

well as t a x p a y e r s .  U sing these g u i d e l i n e s ,  the d r a f t e r s  found 

t ha t  p r o p e r t y ,  p a y r o l l  and sales p r o v i d e d  a b a l a n c e  of factors 

r e a c h i n g  a nd  r e f l e c t i n g  the e s s e n t i a l  e l e m e n t s  of any m a n u f a c t u r i n g  

or m e r c a n t i l e  bu sine ss .

T h e r e  c a n  be no do u bt  that the a u t h o r ' s  s o l u t i o n  fails to 

p r o t e c t  the t a x p a y e r  from m u l t i p l e  t a x a t i o n  but, rather, 

a c t u a l l y  c r e a t e s  it. W h il e  this is r e a s o n  e n o u g h  to r e j ec t  use 

of t he  e x t r a c t i o n  factor, it also is c l e a r  that use of this form 

of f a c t o r  in p l a c e  of a sales factor re du ces the s e g m e n t s  or 

s e c t o r s  c o n t a i n e d  w i t h i n  a b u s i n e s s  w h o s e  o p e r a t i o n s  are re flected 

in the for mula. S al e s from all p h a s e s  of tie i n t e g r a t e d  business 

are  the s u s t a i n i n g  e l e me n t of the b u s i n e s s  w i t h o u t  w h i c h  the

b u s i n e s s  fails, and such sales r e f l e c t e d  in the sales factor
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arc d r a w n  from the total b u s i n es s.  Units  of p e t r o l e u m  e y t r a c t e d  

arc i m p o r t a n t  to the b u s i n e s s  too but r e p r e s e n t  o p e r a  tionS-*- 

perta.in.ing to o n ly  one s e g m e n t  or p h a s e  of an in t eg r a t e d  p e t r o­

leu m  c o m p a n y ' s  total b u sines s.

W h i l e  c ru d e oil e x t r a c t e d  m a y  h a v e  a v al u e at the p o i n t  of 

p r o d u c t i o n ,  that v a l u e  e x i st s  o n l y  b e c a u s e  of  c o n s u m e r  d e m a n d  for 

p r o d u c t s  p r o d u c e d  w i t h i n  o t h er  e q u a l l y  i mp o rt an t p h a s e s  of  the 

b u s i n e s s  c o n s i s t i n g  of  r e f i n i n g ,  p r o d u c t  t r a n s p o r t a t i o n  and 

m a r k e t i n g  d i s t r i b u t i o n .  In this r e ga r d,  oil p r o d u c t i o n  in the 

c a s e  of the oil i n d u s t r y  is no t  u n i q u e  and the same r e a s o n i n g  

c a n  be a p p l i e d  for iron ore in c o n n e c t i o n  w i t h  steel making, 

for r aw t im be r  .in c o n n e c t i o n  w i t h  f i n i s h e d  wood p r od uc ts, or 

e v e n  for g r a pe s  g r ow n  for w i n e m a k i n g  since in each of these 

c a s e s  the raw p r o d u c t  c an  be v i e w e d  as h a v i n g  been " ex tr acted".

In all these cases, as well as wi t h the oil industry, the 

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

p r o d u c t s  r e s u l t i n g  in sales r e v e n u e s  o n l y  after h a vi ng  be en  

a c t e d  u p o n  by ot h er  n e c e s s a r y  p h a s e s  of the bus i ne ss  c o n t a i n i n g  

m o s t  o f  the t a x p a y e r ' s  e m p l o y e e s  and c o n t a i n i n g  f a c i l i t i e s  

r e p r e s e n t i n g  a s u b s t a n t i a l  pa r t of the taxp ay e r 's  i n v e s t e d  

c a p i t a l ,  both of w h i c h  are d i s t i n c t  f r o m  the " e x t r a c t i o n "  ph ase 

yet still a part of- the o v e r a l l  o p e r a t i o n  of the enter p ri s e.

By u s i n g  an e x t r a c t i o n  f a c t o r  in pla ce of a sales fac tor 

the w h o l e  e l e m e n t  of sales w h i c h  s u s t a i n  the b u s i n es s  for its 

survival, are d i s r e g a r d e d .  U n i t s  of oil and gas p r o d u c e d  is 

s i m p l y  not a p r o pe r  m e a s u r i n g  f a c t o r  and, as will be p o i n t e d
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o u t  in an e x a m p l e  by Mr. B o u n c y  of EXXON, the su b st i t u t i o n  of 

an e x t r a c t i o n  fac tor c a n  r e s u l t  in a d i s t o r t e d  a t t r i b u t i o n  of 

" d o w n s t r e a m "  inco m e f r o m  t r a n s p o r t a t i o n ,  refining, market in g , 

etc. to A l a s k a  w h i c h  c an r e s u l t  in the t a x p a y e r  having income 

t a x e d  twice.

E;rom the f o r e g o i n g  it can be see n that s u b s t i t u t i n g  an 

" e x t r a c t i o n "  f acto r for the " s a l e s "  f a c t o r  a c t u a l l y  di st orts 

r a t h e r  than .improves the m e a s u r e m e n t  of net income of the total 

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

state. V/hat it does is p r o v i d e  a c h a n g e  to " m ax i mi ze "  re ve nue 

w h i c h  is not a goal of f o r m u l a  a p p o r t i o n m e n t  w he n done at the 

e x p e n s e  o f  s a c r i f i c i n g  the o t h e r  p r i n c i p l e s  w h i c h  lie b e h in d  

the c o n c e p t  of a p p o r t i o n m e n t .

I w o u l d  like to say a w o r d  about the p r o v i s i o n  in liB 322 

w h i c h  the p r o f e s s o r s  r e c o m m e n d  as b e i n g  a basis for A la s ka  

i n c l u d i n g  OCS p r op er ty, p a y r o l l  and e x t r a c t e d  oil and gas as 

its o w n  fa ct o r s w h e n  the O C S  p r o p e r t y  is d e p e n d e n t  up o n o n - s h o r e  

A l a s k a  o p er a t i o n s .  The p r o f e s s o r s  w e r e  c e r t a i n l y  correct in 

s a y i n g  that there may be p r o b l e m s .  H o w e v er ,  they failed to point  

out that s e c ti on  1333 of T i t l e  43, w h i c h  deal s in part wi th  state 

laws a p p l i c a b l e  to the C CS  area, c o n t a i n s  r at he r  trou b le s om e 

l a n g u a g e  for a state a t t e m p t i n g  to e xt e nd  its tax laws to the OCS 

area. S e c t i o n  133 3(a)(2)  c o n t a i n s  the f o l l o w i n g  sentence:

"S ta t e  t a x a t i o n  laws shall not a p p ly  to the 

Outer C o n t i n e n t a l  S h e l f . "
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At least one state, C a l i f o r n i a ,  has l ooked d e e p l y  into this 

m a t t e r  of w h e t h e r  C a l i f o r n i a ,  c o u l d  c o n s i d e r  the OCS d e v e l o p e d  

ar ea  as p r o v i d i n g  p r o p e r t y ,  p a y r o l l  a n d  sales f a c t or s for use by 

C a l i f o r n i a ,  i.e., the s a m e  c o n s i d e r a t i o n  be ing r e c o m m e n d e d  by 

P r o f e s s o r  A i n s w o r t h .  T h e  C a l i f o r n i a  F r a n c h i s e  Tax Bo a rd  in Legal 

R u l i n g  No. 366 has h e l d  that C a l i f o r n i a  ca nn ot  c l a i m  pr operty, 

p a y r o l l  and sa les in the OCS a r e a  for C a l i f o r n i a’s benef it , i.e., 

C a l i f o r n i a  c a n n o t  put t h e s e  f a ct or s  in the n u m e r a t o r  for California, 

T h e r e  is a t t a c h e d  to m y  t e s t i m o n y  c o n i e s  of the p e r t i n e n t  federal
%

s t a t u t e  r e f e r r e d  to above, a l o n g  w i t h  a co p y of Legal R u l in g No.

366 of the C a l i f o r n i a  F r a n c h i s e  T a x  Board.

i

SB 2 0 2

SB 202 is b a s i c a l l y  the same bill w h i c h  was c o n s i d e r e d  in 

the 19/6 s e s s i o n  as S S S B  620. The m a i n  d i f f e r e n c e  b e t w e e n  the 

b i l l s  is that u n d e r  S S S B  620 the net p r o c e e d s  tax was a credit 

a g a i n s t  r e g u l a r  c o r p o r a t i o n  i n c o m e  tax i n s o fa r  as that c o r p o r a­

tion i n c o m e  tax w ou l d r e p r e s e n t  tax on income from oil p r o d u c t i o n  

taxed u n d e r  S S S B  620; u n d e r  SB 202, the t a x p a y e r  also re mains 

s u b j e c t  to the A l a s k a  c o r p o r a t i o n  incom e tax but is d e e m e d  to 

be e x e m p t  o n l y  to the e x t e n t  of i n c o m e  ea rn ed  from p r o d u c t i o n  of 

oil in the state. In short, u n d e r  S S S B  620 there was an actual 

c r e d i t  a g a i n s t  the A l a s k a  c o r p o r a t i o n  income tax but the net 

p r o c e e d s  tax c r ed it  was o n l y  a p p l i c a b l e  a g a i n s t  that part of the 

c o r p o r a t i o n  i n co me  tax w h i c h  was a p p l i c a b l e  to income from 

A l a s k a  oil o pe ra t i o n s .  U n d e r  SB 202 there is no c r e d i t  as such 

but the t a x p a y e r  who a p p o r t i o n s  i n c om e  to A l a s k a  is s i mp l y not
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taxccl on i nc om e  d e e m e d  to come f r o m  Al as ka  oil p r o d u c t i o n .

As some of the m e m b e r s  of this C o m m i t t e e  know, I t e s t i f i e d  

on SS S B 620 last y e a r  and p o i n t e d  out what I b e l i e v e d  to be the 

d e f i c i e n c i e s  * . that bill. Th a t t e s t i m o n y  is 110 d ou bt  still 

a v a i l a b l e  in the C o m m i t t e e  files and  I do not p r o p o s e  to go 

into all the d e t a i l s  of the bil l again. Rather, I shall have 

some g e n e r a l  c o m m e n t s  on the bill and point out h o w  this bill 

impact s on t he  t a x p a y e r ,  as w e l l  as point out som e o f  the legal 

p r o b l e m s  w i t h  its o p e r a t i o n .

The "net p r o c e e d s  ta x"  c o n t e m p l a t e d  by its p r o p o n e n t s  has 

f eature s of  an i n c om e  ta x  in that  it a t t e m p t s  to r e a c h  a level 

of " i n c o m e "  or " p r o f i t a b i l i t y "  from succe ssful oil h nd gas p r o­

duc t i o n  o p e r a t i o n s  w i t h  a tax rate a p p l i e d  w h i c h  is equal to 

(or h i g h e r  than) the r e g u l ar  A l a s k a  c o r p o r a t i o n  income tax rate 

(i.e., 9.4$)* E s s e n t i a l l y ,  the t.ax w o u l d  be d e t e r m i n e d  by s u b­

tra ctin g  f r o m  the w e l l h e a d  v al ue  of oil and gas p r o d u c t i o n  c e r t a i n  

li mited c o s t s  a nd e x p e n s e s  d i r e c t l y  a s s o c i a t e d  wi t h p r o d u c t i o n  

and m u l t i p l y i n g  the d i f f e r e n c e  by the c o r p o r a t i o n  income tax rate 

of 9.4$.

P r o p o n e n t s  of the "net p r o c e e d s "  tax have c h o s e n  to label 

it as on "ad v a l o r e m "  tax r a th er  than an " i n c o m e "  tax. Howeve r,  

in s u b s t a n c e  a nd  o p e r a t i o n  the tax is u n q u e s t i o n a b l y  a form of 

income tax and m e r e l y  c a l l i n g  it by a n o t h e r  name c a n no t  c h a n g e  

that fact.

B e c a u s e  the "no t p r o c e e d s "  tax a p p r o a c h  is i t s e lf  a form 

of s e p a r a t e  a c c o u n t i n g ,  ta x payers  will, be e x p os e d to m u l t i p l e
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t ax a t i o n  u n d e r  that a p p r o a c h  for the same r e a s o n s  as d i s c u s s e d  

in c o n n e c t i o n  w i t h  SB 105. In fact, the e c o n o m i c  e f f e c t  to a 

t a x p a y e r  w o u l d  be even m o r e  a d v e r s e  since the goal of  the ’’net 

p r o c e e d s "  tax is s i m p l y  to is olate s u c c e s s f u l  A l a s k a n  oil and 

gas p r o d u c i n g  o p e r a t i o n s ,  a l l o w  a v e r y  l i m i t e d  a m o u n t  of d e d u c­

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

the r e s u l t i n g  "net p r o c e e d s "  at the c o r p o r a t i o n  i n c o m e  tax rate 

(9.4a) as t h o u g h  t h os e  "net p r o c e e d s "  c o n s t i t u t e d  n e t  income of 

the taxpayers.

P r o p o n e n t s  of  the "net p r o c e e d s "  tax in the p a s t  have 

a d m i t t e d  that the "net p r o c e e d s "  to be taxed w o u l d  r e p r e s e n t  a 

tax ba se  w h i c h  is h i g h e r  than w o u l d  o c c u r  u n de r  r e g u l a r  pri nc i pl es  

of i n c o m e  t a x a t i o n  a p p l i c a b l e  to o t h e r  taxpay er s.  Hen ce, the 

e c o n o m i c  e f f ec t is that A l a s k a  wo uld pl a ce  a tax (at the 9.4$ 

c o r p o r a t e  i ncome  tax rate) on a level of i ncom e (but c a ll e d 

"net p r o c e e d s "  i n s t e a d  of "income") w h i c h  is m u c h  h i g h e r  than 

wo uld rcsu. u n d e r  r e g u l a r  income tax p r i n c i p l e s ,  a nd that same 

income (or a\ least a c e r t a i n  level of that income) wo u ld  be 

i n c l ud e d in the ba s e s u b j e c t  to a p p o r t i o n m e n t  to o t h e r states 

and taxed by them b e c a u s e  they use the s t a n d a r d  t h r e e - f a c t o r  

appor t i o n me n t .formula .

But the a d v e r s e  e f f e c t  of the "net p r o c e e d s "  t a x  ap pr o ac h  

would not stop there b e c a u s e  un d er  that a p p r o a c h  the same t a x­

payer w o u l d  still be s u b j e c t  to the r e g u l a r  A l a s k a  c o r p o r a t i o n  

inc ome tax. SB 202 w o u l d  still requ i re  the t a x p a y e r  to a p p o r­

tion to A l as k a u n d e r  the t h r c c - C a c t o r  fo rm ul a ajI of the tax-
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p a y e r ' s  income from o u t s i d e  Al as ka , i n c l u d i n g  its n o n - A l a s k a  oil 

an d gas income. Thus, SB 202 w o u l d  p r o v i d e  A l a s k a  w i t h  the best 

o f  all wo rlds: it w o u l d  r e c e i v e  a t ax at the 9.4% c o r p o r a t e  i n­

come tax rate 011 A l a s k a  "not p r o c e e d s "  w h i c h  w o u l d  c o n s t i t u t e  a 

tax base  m u c h  h i g h e r  than u n d e r  r e g u l a r  i nc o me  t a x  p r i n c i p l e s  

and, t h r o u g h  a p p o r t i o n m e n t ,  it w o u l d  al s o seek to r e a c h  all of 

the t a x p a y e r ' s  income f r o m  o u t s i d e  A l a s k a  as we l l as any n o n- oi l  

and g as in co me  fr om  w i t h i n  Alaska.

The c o n c e p t  of  the "net p r o c e e d s "  tax w h i c h  w o u l d  o p e r a t e  

in subst an c e like an i ncome  tax r a i s e s  a legal q u e s t i o n  w h e t h e r  

the m e t h o d  w o u l d  p e r m i t  the state to tax a g r e a t e r  a m o u n t  of  net 

i n co m e than r e a s o n a b l y  c o u l d  he a t t r i b u t e d  to Alaska.

P r o p o n e n t s  of the "not p r o c e e d s "  tax ha ve  c l a i m e d  that 

a "preced en t"  e x i s t s  for: su c h  form o f  tax a n d  have c i t e d  the 

s tates of Nevada, Utah, C ol o ra do ,  Idaho, M o nt an a, and N e w  M e x i c o  

as ex am ples. Howev er , a r e v i e w  of the s t a t u t e s  in t ho s e states 

re ve a ls  that the "net p r o c e e d s "  tax has n o t h i n g  w h a t s o e v e r  to 

do  w i t h  a s c he me  to tax i n c o m e 'su c h as that b ei n g a d v a n c e d  by 

the p r o p o n e n t s  of the "net p r o c ee ds "  tax. Rather, the "net 

pr oc e ed s " i n v o l ve d  in the stat e s  r e f e r r e d  to are s i m p l y  c o n­

venient  a n d  s i m p l i f i e d  m e a n s  of  a r r i v i n g  at a v a l u e  on m i n i n g  or 

oi. L p r o p e r t i e s  for p u r p o s e s  of a p p l y i n g  p r o p e r t y  tax r at e s by 

local c o u n t y  a s s e s s o r s  in o r d e r  to p r o v i d e  p r o p e r t y  tax r e v e n u e  

in the local co unties. Such a m e t h o d  is e s s e n t i a l l y  a s u b s t i t u­

tion for the r a t h e r  s o p h i s t i c a t e d  a n d  c o m p l e x  v a l u a t i o n  p r o­

cedure that w o u l d  o t h e r w i s e  o c c u r  e a c h  year, such as the c o m p l e x
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v a l u a t i o n  of the P r u d h o e  Bay field for p u r p o s e s  of  a p p l yi ng  the 

r e s e r v e s  tax in ALaska,

It is sa fe  to say tha t no s ta te  in the c o u n t r y  imposes a 

"net p r o c e e d s "  tax of  the type the p r o p o n e n t s  in A l a s k a  have in 

m.ind.
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1' w o u l d  n o w  like to d i r e c t  m y  c o m m e n t s  to the L e g i s l a t i v e  

C o u n c i l ' s  p r o p o s e d  p r o d u c t i o n  tax c h a n g e s  i n c o r p o r a t e d  in the 

i d e n t i c a l  bills, S13 103 and H B  144.

D E S C R I PT I ON  OF T H E  BILL

As  d i s c u s s e d  y e s te r da y,  t h e  p r o p o s a l  would:

a. C h a n g e  the p o i n t  w h e r e  the taxa b le  v a l u e  of  oil is 

d e t e r m i n e d  from the "well" to the p o i n t  w h e r e  "oil 

is first m e t e r e d  or m e a s u r e d  in a c o n d i t i o n  of p i p e­

line qu ality".

b. R e a l i g n  the s t e p p e d  tax r a t e s , l o w e r i n g  the t a x  on 

the first 1,000 bbls p er  well per  d a y  and s u b s t a n­

tially raise the tax on all p r o d u c t i o n  o v e r  the

fi rs t 1,000 bbls w i t h  a h i g h  rate of 14% on all

p r o d u c t i o n  e x c e e d i n g  3,500 bbls per day.

c. Use .lease or p r o p e r t y  a v e r a g i n g ' i n  d e t e r m i n i n g  ea c h  

w el l 's  d a i l y  pro ductio n.

d. T a x  flar ed gas at 5 times the n or m al  rate.

e. A d v a n c e  the m o n t h l y  tax due da t e  to the 20t.h d a y  

of the m o n t h  f o l l o wi n g pr o du ct io n.

C O M MENTS

1. A d o p t i o n  of lease or p r o p e r t y  a v e r a g i n g  of d a i l y  b b l . per

we ll  p r o d u c t i o n  is a step in the right d i r e c t i o n  in p r o p e r­

ly a s c e r t a i n i n g  the s t ep p ed  tax r at es  a p p l i c a b l e  to a field

Th e change, of course, w i ll  aid b o t h  the t a x p a y e r  and the

o tate a d m i n i s t r a t i v e l y .
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Th e r e s u l t a n t  i n c r e a s e  in the o v e ra l l i n d u s t r y  tax bu rd en 

(es timated  by the L e g i s l a t i v e  Af f ai r s A g e n c y  to bo about 

$180  m i l l i o n  per y e a r  by 1080) is c o m p l e t e l y  unwarra nt ed , 

c o n s i d e r i n g  the q u e s t i o n  of need w h i c h  o t h e r s  h a v e  a l r ea d y 

a d d r e s s e d  and c o n s i d e r i n g  the fact that A l a s k a  oil is a l­

re a d y  being t a xe d  at v i r t u a l l y  the h i g h es t level in the 

nation . T he l i m i t e d  b e n e f i t  g i ve n to the lower p r o d u c i n g  

f i e l d s  in C o o k  I n le t  in no w a y  shoul d be c o n s i d e r e d  as 

j u s t i f i c a t i o n  (or a b a s i s  of  con sistency) for p l a c i n g  such 

a h a r s h  e x t r a  tax b u r d e n  on  hi g h p r o d u c i n g  w e l l s  in the 

N o r t h  Slope or a n y  o t h e r  location. Th is a p p r o a c h  p o r t r a y s  

t h e  c o n c e p t  of t a x i n g  the t a x pa y er  at a high level, not on 

the ba si s of state g o v e r n m c n t o l  need, w h i c h  we b e l ie v e to 

be g r o s s l y  unfair.

R e t e n t i o n  of  the a l t e r n a t e  c e n t s - p e r - b a r r e l  rate floor w i t h  

its w h o l e s a l e  p ri c e i n d e x  a d ju s t m e n t s  m o r e  than ccunteriicts 

any true b e n e fi t ou t of r e d u c e d  rates g i ve n  low Co o k  Inlet 

p r o d u c i n g  w e l l s  t h r o u g h  p e r c e n t a g e  rate reduction. As Levy 

A s s o c i a t e s  has m a in t a i n e d ,  this m i n i m u m  p r i c e - s e t t i n g  d e­

vice has c r e a t e d  an a r t i f i c i a l l y  high value on the old Cook 

Inlet oil for tax p u rp o s e s ,  r e s u l t i n g  in an e f f e c t i v e  tax 

rate well in e x ce s s of w h a t  we believe was i n t e nd e d by the 

l e g i s l a t u r e  on such oil. The last time I r e v i e w e d  the 

situation--wh.ich w a s  a b o u t  a year ago —  the c e n t s - p e r - b a r r e l  

fe at u r e of  the s e v e r a n c e  tax had caused Union and o t h e r  

c o m p a n i e s  for w h i c h  it repo rt s  severance tax to pay ab out
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$5 m i l l i o n  m o r e  tha n w o u l d  have been  p a id  under the p e r ce nt -  

of--vnlue me tho d. We v i e w  this a m ou n t as sim pl y  an un i nt e n d e d  

w i n d f a l l  b e n e f i t  to the State  since J a n u a r y  1, 197'!, the dat e 

the c u r r e n t  c e n t s - p e r - b a r r e l  tax took effect.

W e  do n o t  see a ny  j u s t i f i c a t i o n  for i m p o s in g  a p e n a l t y  rate 

(5 t im e s n o r m a l  rate) "or f lared gas, c o n s i d e r i n g  the fact 

that suc h f l a r i n g  c o n t r o l s  are be st  p l a c e d  w i t h  r e g u l a t o r y  

a g en cies, not t a x i n g  age ncies. If p r op e r r e g u l a t o r y  a u t h or i ty  

e x i s t s  to fla re gas, such as for s afety pruposes, ther e is 

no j u s t i f i c a t i o n  for a d d i n g  tax at a c o n f i s c a t o r y  rate to 

ci p r o d u c t  that the p r o d u c e r  los es through flarin g w h e r e  that 

f l a ri ng  is d o n e  for r e a s o n s  of safety.

M o v i n g  the p o i n t  of  m e a s u r e m e n t  of p r o d u c t i o n  v a l u e  d o w n­

str e a m  to the p o i n t  of m e t e r i n g  in a c o n d i t i o n  of p i p el i ne  

q u a l i t y  c o u l d  u n j u s t l y  pl a ce  a s u bs ta ntial tax on t r a n s p o r t a­

tion c os t s on some fields w h i c h  for a v a r i e t y  of re as o n s r e­

qui r e  m o v e m e n t  of oil s i g n i f i c a n t  d i s t a n c e s  be fo re m e a s u r e­

ment. S i n c e  the A l a s k a  P r o d u c t i o n  Tax is an o c c u p a t i o n  tax 

on the p r i v i l e g e  of s e v e r i n g  oil and gas, it wo uld be more 

a p p r o p r i a t e  to c o n t i n u e  m e a s u r i n g  it by its va lu e  at the 

p oint of s ev erance , i.e., the wellhead, instead of a d di n g 

on to it in c re m e n t a l  v a l u e s  of gathering, t r a n s p o r t a t i o n  and 

field treatment.

A d v a n c i n g  the d e l i n q u e n t  da te  for p a y m e n t  fr om  the first of 

the m o n t h  f o l l o w i n g  the m o n t h  of p ro d uc t i o n  to the 20th day 

of  the m o n t h  f o l l o w i n g  the m o nt h  of p r o d u c t i o n  v/ould place
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an u n d u e  a d m i n i s t r a t i v e  s tr ai n  on the r e p o r t i n g  g r o up s w i t h­

in the v a r i o u s  p r o d u c i n g  c om panies. In m o s t  cases, the p r o­

du c t i o n  d a t a  to c a l c u l a t e  tax l i a b i l i t y  and p r e p ar e re turns 

m u s t  be t r a n s m i t t e d  to o f f i c e s  o u t s i d e  Alaska. A d v a n c i n g  the 

d e l i n q u e n t  d a t e  b y  10 d a y s  w i l l  si mp ly  m a k e  w o r s e  an a l r e ad y 

s ho r t time o p e n  to c o m p l y  w i t h  the law. By a d v a n c i n g  the r e­

po r t i n g  ti me  10 days, the State, overall, o n l y  g ains a total 

o f  10 d a y s  f or  r e v e n u e  c o l l e c t i o n  w h i c h  seems i n c o n s e q u e n t i a l  

c o m p a r e d  w i t h  t h e  a d d e d  a d m i n i s t r a t i v e  b u r d e n  o n  producers.
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My n e x t  c o m m e n t s  p e r t a i n  to HB 321 and SB 238, id e n ti c al  

bills, w h i c h  c o n t a i n  the A d m i n i s t r a t i o n ' s  r e c o m m e n d e d  c h a n g e s  to 

the oil an d  gas p r o d u c t i o n  tax.

Brie fly, t h e  bills w o u l d  r e p l a c e  the p r e s e n t  s t a i r - s t e p p e d  

t.ax r a t e s  on o il  p r o d u c t i o n  per we ll  w i t h  a single  rate of  10% on 

v a l u e  or o n e  a l t e r n a t i v e  m i n i m u m  c e n t s - p e r - b a r r e l  ra t e  of  75 c en ts  

(adjusted for g r a v i t y  an d  for c h a n ge s  in the "Gross N a t i o n a l  

P r o d u c t  D e f l a t o r " ) .

Also, the 4% r a t e  on gas w o u l d  i n c re a se  to 10% w i t h  a n e w  

a l t e r n a t i v e  m i n i m u m  t a x  of  6.4 cent s p er  M C F . The n e w  p e r c e n t a g e  

r a t e  and c e n t s - p e r - u n i t  rates w o u l d  be a d j u s t e d  by an " e conom ic  

l i m i t  ictor (ELF) d i s c u s s e d  later,

. The p r o p o s a l  also m a k e s  o t h e r  changes, i nc l ud i ng  c h a n g i n g  

the po i nt  of m e a s u r e m e n t  fr om  the w e l l h e a d  to the p o i n t  of 

m e a s u r e m e n t  of p i p e l i n e  qua lity. The pr o p os a l als o im po s e s a 

d o u b l e  ra te  of tax on flared gas.

We s t r o n g l y  o p p o s e  p e r p e t u a t i o n  of c e n t s - p e r - b a r r e l  floor 

p r i c e s  a n d  e x p a n s i o n  of it to gas  production, as well as i n­

cr e a s i n g  the m i n i m u m  p r i c e  to w h i c h  it relates, that is, $7.50 

pe r barrel. As M i l t o n  L ip t on  has advised, the c u r r e nt  floor as 

e s c a l a t e d  by the N a t i o n a l  W h o l e s a l e  C r ud e Price Index has w o r k e d  

in u n i n t e n d e d  wa ys  on C o o k  Inlet Crude, c r e a t i n g  an a r t i f i c i a l  

t ax i ng  v a l ue  well  in e xc e ss  of the val ue  p e r m i t t e d  by the F E A  on 

o ld oil. M o w  the A d m i n i s t r a t i o n  not onl y re c om m e n d s  c o n t i n u a n c e  

of the m i n i m u m  p ri c e c o n c e p t  but also pr o p os es  to i n c re as e  the 

m i n i m u m  p r i ce  to $7.50 per barrel.
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T h e  A d m i n i s t r a t i o n  su pp orts this c o u r s e  w i t h  the 

a r g u m e n t  that the F E A  p r i c e  is a r t i f i c i a l l y  low. B ut  the oil 

c o m p a n i e s  p r o d u c i n g  such "old" oil n e v e r t h e l e s s  s u f f e r  the e c o n o m i c  

r e a l i t i e s  of  fe de ra l  pr ic i ng .  A c c o r d i n g l y /  w e  b e l i e v e  it is u n­

fair th at  in a d d i t i o n  to b e a r i n g  su c h  e c o n o m i c  lo s s in price, 

t h e  C o o k  Inlet p r o d u c e r  m u s t  a l s o  b e a r  an i n c r e a s e  in p r o d u c t i o n  

t a x  b e c a u s e  of an a r b i t r a r y  f l oo r  of  $7.50 p e r  b a r r e l  u s e d  as the 

m e a s u r e  o f  tax. This, o f  course, w o u l d  be  e q u a l l y  tr ue  o n  the 

N o r t h  Sl op e  if t h e  F E A  p l a c e d  a v a l u e  b e l o w  $7.50 on t h a t  p r o d u c­

tion. We  fail to see a n y  j u s t i f i c a t i o n  for the S t a t e  to a r b i t r a r i l y  

b u r d e n  t he  p r o d u c t i o n  w i t h  su ch  a h e a v y  p r o d u c t i o n  t ax  t h r o u g h  an 

a r t i f i c i a l l y  set v a l u e  b e c a u s e  of the p o s s i b i l i t y  tha t F E A  p r i c i n g  

d e c i s i o n s  m a y  not be favor ab le.

As m e n t i o n e d  above, HB 321 in t ro d uc e s the c o n c e p t  o f  an 

E c o n o m i c  L im it  F a c t o r  (ELF) as an a d j u s t m e n t  to the p e r c e n t a g e  

rate of tax a p p l i e d  to b o t h  oi l  and gas. A c c o r d i n g  to the D e p a r t­

ment; of Re ve n ue ' s F e b r u a r y  1977 study, the D e p a r t m e n t  b e l i e v e s  

that the p r e s en t "stair step" rate sc he dule does not a d e q u a t e l y  

take into a c c ou n t d i f f e r e n c e s  in the e c o n o m i c  c o n d i t i o n s  e x i s t i n g  

fr om  field to field, e-.g., a w e l l  p r o d u c i n g  1 ,000 bb.l/day at one 

l o c a t i o n  m ay  be m a r g i n a l  w h i l e  such a p r o d u c i n g  rate at a n o t h e r  

l o c a t i o n  m ay  be p r o fi t ab l e.  In short, the s t a i r - s t e p  a p p r o a c h  is 

d e e m e d  d e f e c t i v e  b e c a u s e  it do e s not a d e q u a t e l y  p r o t e c t  a g a i n s t  

e x c e s s i v e  taxation as a we ll  a p p r o a c h e s  its e c o n o m i c  limit.

To c o r r e c t  this, the D e p a r t m e n t  p r o po s es  an ELF, the c a l c u l a­

tion of w h i c h  b e g in s  by d e t e r m i n i n g  a fraction the n u m e r a t o r  of
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which' is the " m o n th l y p r o d u c t i o n  rat e at the e c o n o m i c  li mi t"  a nd  

the d e n o m i n a t o r  of w h i c h  is the p r o d u c t i o n  d u r i n g  the m o n t h  for 

w h i c h  the tax is to be paid. U n d e r  HB 321, the n u m e r a t o r  is by 

s t a t u t e  d e e m e d  to be 100 b a r r e l s  times the n u m b e r  of w e l l - d a y s .  

W e l l - d a y s  are b y  d e f i n i t i o n  the n u m b e r  of  day s a w e l l  is o p e r a t i n g .  

Thus, if t h e r e  w e r e  10 w e l l s  o n  a le as e o p e r a t i n g  for 28 d a y s  

each, the n u m e r a t o r  w o u l d  be 100 X  10 X  28 =  2 8 , 00 0 bb ls. If th e 

t o ta l  m o n t h l y  p r o d u c t i o n  o n  t he  l ea se  w a s  2 8 0 ,0 00  bbls, the r a t i o  

w o u l d  be 10%, or  e x p r e s s e d  as a decim al , .10. T h e  n e x t  s te p in 

d e t e r m i n i n g  the E LF  is to r e d u c e  " u n i ^ y " , i.e., 1.00, b y  the r a t i o  

e x p r e s s e d  as a decimal. Thus, 1.00 less .10 = .90 = ELF.

The  b e s t  w a y  to e x p l a i n  h o w  the HB  321 m e c h a n i s m  w o r k s  is 

t h r o u g h  a s i m p l i f i e d  e xa mp le, a co p y of w h i c h  is at ta ched. T h e  

e x a m p l e  use s C o o k  Inlet p r o d u c t i o n  of 35° oil at a $4.85 p e r  b a r r e l  

c o n t r o l l e d  price. Un d er  the bill, one of  the a d j u s t m e n t s  is a 

h a l f - c e n t  for e a c h  d e g r e e  a b ov e 27°, so 4 cent s is a d d e d  to the 

75 cents. The GNP  D e f l a t o r  a d j u s t m e n t  is ignored. The s t a t u t o r y  

p r e s u m p t i o n  of 100 b a r r e l s  is the n u m e ra t or  and 1,600 b a r r e l s  is 

the  d e n o m i n a t o r  w h i c h  g i v e s  a d e ci m al  of .0625, and w h e n  s u b t r a c t e d  

f ro m  1.00 g i v e s  an ELF of .9375. Bo t h the c e n t s  per b a r r e l  o f  

79 c en t s a n d  the 10% ra te  are m u l t i p l i e d  by .9375 to find the a d­

justed c e n t s - p e r - b a r r e l  and p e r c e n t - o f - v a l u e  rates. Next, the 

r o y al ty  of 200 b a r re l s is s u b t r a c t e d  to find 1,400 n o n - r o y a l t y  

barrels. Finally, the 1,400 b a r re l s are m u l t i p l i e d  by the v a l u e  

of $4.85 and then by 9.375% to find the tax u n d e r  the p e r c e n t - o f -  

v al u e me th od, and are m u l t i p l i e d  by $.7406 to find the tax u n d e r
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the c e n t s - p e r - b a r r e l  me th o d , S i n c e  the tax of $1 , 036,84  is the
»

h i g h e r  (i.e., u n d e r  the c e n t s - p e r - b a r r e l ) ,  tha t ta x  is the one 

th at  w o u l d  be paya ble.

A t  the b o t t o m  of the e x a m p l e  the t ax  u n de r HB  321 is com- 

p a r e d  w i t h  the tax p r o d u c e d  on  the same p r o d u c t i o n  if it o c c u r r e d
• t •

this m o n t h  (March 19771 u n d e r  c u r r e n t  law, A s  shown, the i n c re a se  

is a b o u t  60%, A l s o  at th e b o t t o m  of the e x a m p l e  it is sh o wn  that 

t he  e f f e c t i v e  ra t e of th e  p r o d u c t i o n  t a x  u n d e r  c u r r e n t  law w o u l d  

b e  9.5% b u t  15.3% u n d e r  H B  321. W h i l e  n o t  s h o w n , if the p r o d u c­

tio n  ra te  had  be en  800 b b l s / d a y  i n s t e a d  of  1,600., the i n c r e as e - 

in tax o v e r  the c u r r e n t  tax w o u l d  ha v e b e e n  a r o u n d  75% in st ea d  

o f  60%, . • .

As  m e n t i o n e d  e a r l i e r  a n d  u s e d  in the e x a m p l e f the m o n t h l y  

p r o d u c t i o n  rate at the e c o n o m i c  limit is, by statute, p r e s u m e d  

to be 100 b a r r e l s  times w e l l - d a y s  u nl e ss  the p r o d u c e r  in a formal 

h e a r i n g  p r o v e s  by "clear and c o n v i n c i n g  ev i de n ce "  that it is 

o th e rw i s e .  However, in p r o v i n g  this, HB 321 c o n t a i n s  some rather 

c u r i o u s  and q u e s t i o n a b l e  g r o u n d  rules w h i c h  do not tr ac k with

rea lity. T he se  p r o v i s i o n s  a re fo und in s u b s e c t i o n s  (b), (c),
\

and  (d) of  S e ct i on  43,5 5, 01 3. In essence, the "av erage m o n t h l y  

d i r e c t  o p e r a t i n g  cost" (based on at le ast 4 c o n s e c u t i v e  months) 

is d i v i d e d  by the v al u e at the p o i n t  of p r o d u c t i o n  of oil wh ic h  

is p r o d u c e d  from the lease, but this "value" is not the v a l u e  

the p r o d u c e r  a c t u a l l y  g e t s  but, rather, that v a l u e  w h i c h  is d ee m ed  

to be the va lue of c o m p a r a b l e  c r u d e  at W e s t  C o a s t  r e f i n e r i e s  for 

i m p o r t e d  oil  w h i c h  is then "b ac ke d  out" to the wellhead .
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T r a n s l a t e d ,  t he  "value" us ed  to d i v i d e  into the m o n t h l y  o p e r a t i n g  

c o s t s  is, for C o o k  Inlet, I n d o n e s i a n  C r u d e  lai d i nt o  Los A n g e l e s  

at a b o u t  $14.50 per barrel. W h e n  the $14.50 is " b a ck ed  out" to 

the w e l l h e a d ,  the v a l u e  at the w e l l h e a d  is a bo ut  $13.50. Thus, it 

is not the $4.85 re a l p r ic e  u s e d  to c a l c u l a t e  " m o n th l y p r o d u c t i o n  

r a t e  at  the e c o n o m i c  limit" but, rather, $13.50.

W h i l e  th a t is b a d  enough, with' r e g a r d  to the "di r ec t  o p e r a t i n g  

e x p e n s e s  allowed", the bill o n l y  allo w s four: d r i l l i n g  supplies,

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

w o r k i n g  on  p r o d u c t i o n  o p e r a t i o n s .  S p e c i f i c a l l y  e x c l u d e d  are
%

c a p i t a l  e x p e n d it u re s,  t a n g i b l e  o r  i n t a n g i b l e  d r i l l i n g  ex pe ns es , 

c o s t s  of we ll  w o rk o ve r s,  c o s t s  for r e p a i r s  o r  r e p l a c e m e n t s  (other 

t h a n  rout i ne  m a i n t e n a n c e ) , d e p r e c i a t i o n  or a m o r t i z a t i o n ,  taxes, 

insurance, ov er he ad, or m o n i e s  p a i d  or set a s id e to c o v e r  the co st  

o f  t e r m i n a t i n g  o pe r at i on s,  i.e., a b a n d o n m e n t  costs.

A l l o w i n g  o n l y  four listed co st s is not r e a l i s t i c  b e c a u s e  

t h e r e  are ca sh  o p e r a t i n g  co s ts  not a l l o w e d  bu t  w h i c h  are tied to 

o p e r a t i o n s  v e r su s  no o p er a ti on s . A n y  cas h c o st  w h i c h  w o u l d  be 

a f f e c t e d  by a d e c i s i o n  to o p e r a t e  or not o p e r a t e  is the r e a l i s t i c  

a p p r o a c h  and mor e in line w i t h  the w a y  it v/ould a c t u a l l y  be 

a p p r o a c h e d  by a p r o d u c e r  in a true situation. HB 321 w o u l d  even 

de n y s e v e r a n c e  taxes on the p r o d u c t i o n  it se lf  and p r o p e r t y  t a xe s  

on the equip ment. In short, " ec onom ic  limit" is that  p oi n t at 

w h i c h  a c tu a l r e ve nu e  and act ua l c o st s are equal.

I r e q u e s t e d  Union Oi l 's  oil and gas d i v i s i o n  e n g i n e e r s  to 

run some c a l c u l a t i o n s  us i ng  real d a t a  as a test. D o i n g  it in the
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n o r m a l  way, our p e op le  u s e d  the r e a l i s t i c  v a l u e  of  a bo u t $ 4. 8 5/ bb l 

for v a l u e  and the real o p e r a t i n g  co s ts  to g e t  an ELF of a bo u t .67. 

Bu t by u s i n g  $13.50 per b a r r e l  as a v a lu e  and lim i t in g the c os ts 

to the four c a t e g o r i e s  the ELF w a s  a r o u n d  .92. W e  also m a d e  a 

r o u g h  c o m p a r i s o n  of the taxes u n d e r  HB 321 c o m p a r e d  w i t h  taxes p a i d  

in 1976 an d  found that the tax o n  o il  p r o d u c t i o n  w o u l d  ha ve  b e e n  

i n c r e a s e d  by about  50% if HB  321 had b e e n  in e f f ec t  in 1976.

HB  321 also c o n t a i n s  an E L F  for gas p r o d u c t i o n  t h o u g h  it is

n ot t o t a l l y  clear u n d e r  the bill  l a n gu a ge  h o w  this is computed.

In a n y  event, the p r i n c i p l e  is the sa me  and the same four d i r e c t  

o p e r a t i n g  costs are  use d b u t  the v a l u e  us ed  for gas is the h i g h e s t  

p r i c e  in the field or  w i t h i n  100 miles.

W i t h  r e sp e ct  to gas p r o du c ti on ,  the m i n i m u m  of  6.4 cents p e r  

M CF  is e s p e c i a l l y  onerou s,  si nce gas is c u s t o m a r i l y  sold under long 

ter m c o n t r a c t s  and  those c o n t r a c t s  m a y  not p e r m i t  the s e ll er  to 

r e c e i v e  a value w h i c h  h a p p en s  to be the hi g he s t pri ce  on the lease 

on  "w it h i n 100 miles". The 6.4 cents m i n i m u m  tax is equal to 64 

c e n t s  gas at a 10% rate, but there are c o n t r a c t s  of sale for gas

w h e r e  the p rice is m u c h  less than 64 cents. Hence, the e f f e c t i v e

ra te of tax on gas is m u c h  higher. F or  example, if gas were sold 

at 42 cents, the tax w o u l d  n e v e r t h e l e s s  be the m i n i m u m  of 6.4 ce n ts  

(ass uming no ELF applied) w h i c h  wo ul d e q ua t e to an e f f e c t i v e  r a te 

of  tax o f  15.2%.

W i t h  r e sp e ct  to the p r o p o s e d  gas rate i n c r e a s e — w h i l e  a d­

mi t t e d l y  the gas tax rate m i g h t  w a r r a n t  some d e g r e e  of increase, 

the s e v e r i t y  of this prop os al is o v e r r e ac hi n g.  We w ou ld  suggest 

that a ny  v al ue  tax on gas be b as ed  on act ua l sales pr ic e at the
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sales meter. We w o u l d  d i s c o u r a g e  t a x a t i o n  g o v e r n e d  by  an a r t i­

ficial floor price o r  by  w h a t  some o t h e r  p r o d u c e r  m a y  be r e ce i v i n g  

for his g as  in some o t h e r  field.

F o r  f l ar ed  gas, the ra te  is dou b le d,  i.e., 12.8 cents. E v e n  

gas u s e d  for safet y f l a r in g  n e c e s s a r y  to safe o p e r a t i o n s  w o u l d  be 

taxed, w h i c h  c a n no t be j u s t i f i e d  by a ny  standard. We  o p p o s e  thi s 

d o u b l e  tax for the same r e a s o n s  as stat e d in the d i s c u s s i o n  un d er  

SB 103.

In summary, w h i l e  t h e r e  is m e r i t  to the c o n c e p t  of an e c o no m ic  

l im it  factor, the m a n n e r  in w h i c h  it is d e t e r m i n e d  u n d e r  this bil l 

is u n r e a l i s t i c  and v i r t u a l l y  m e a n i n g l e s s .  It seems to me a lot 

m o r e  t h o u g h t  has g o t  to go i n t o  it b e f o r e  it can be a w o r t h w i l e  

m ec h an i sm . The way it is set up n o w — w i t h  q u e s t i o n a b l e  use of 

p h a n t o m  v a l u es  and r e s t r i c t e d  c o s t s — an E L F  so d e t e r m i n e d  c ou ld 

hav e o t h e r  c o n s e q u e n c e s  b e y o n d  ju st  s e v e r a n c e  tax b e c a u s e  the 

c o n c e p t  o f  eco n o mi c life of  a f i e l d  is one us e d  in v a l u a t i o n  for 

p r o p e r t y  t ax  too. If e c o n o m i c  lives of  oil or gas p r o p e r t i e s  as 

use d for p r o pe r ty  v a l u a t i o n s  are to be d e t e r m i n e d  using  the m e t h o d s  

for the E L F  for s e v e r a n c e  tax pu rpos es , the n the st age is furt h er  

set for e n d l e s s  a r g u m e n t s  and d i s p u t e s  o v e r  p r o p e r t y  v alues  as 

well as in c o n n e c t i o n  w i t h  the E L F  itself.
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Bill, HB 323.

Th i s bill p r o p o s e s  se v er a l a m e n d m e n t s  to the s o - c a l l e d  "20-Mill 

H a r d w a r e  Tax", and c e r t a i n  p r o v i s i o n s  of  T i t l e  29, g o v e r n i n g  m u n i c - - 

ipal  t a x i n g  limitations.

S e c t i o n  1 w o u l d  add to the s t at ut e  a h i g h l y  c o n t r o v e r s i a l  

a m e n d m e n t  to r e g u l a t i o n  15 A A C  05.840 w h i c h  w as i s s u e d  b y  the 

D e p a r t m e n t  of  R e ve n ue  in J u n e  1976. Th is  p r o v i d e s  th a t  any m u n i c i p a l  

t a x  levy, say for b o n d e d  debt, w h i c h  is in e x c e s s  of the $1,500 p e r  

c a p i t a  l i m i t a t i o n  is n ot  c r e d i t a b l e  a g a i n s t  the 2 0 - m i l l  tax.

We take d i r e c t  e x c e p t i o n  to th is  p r o v i s i o n  in tha t AS 43.010(a) 

q u i t e  c l e a r l y  p r o v i d e s  for a m a x i m u m  tax of  20 m i l l s  on our sta te - 

a s s e s s e d  prop e rt i es . Th is  is sue is p r e s e n t l y  be i ng  li t ig at e d in a 

case in v ol v i n g  the 1976 t ax  levy of the N o r t h  Slo pe  Borough. It 

w o u l d  seem a p p r o p r i a t e  to let the c o u rt  rule on this import an t 

issue r a t h e r  than to a m e n d  the s t a t u t e  at this time.

He re to f or e , the s tate 20-m il l tax has a p p l i e d  to expl o ra ti o n,  

produ c ti o n,  and p i p e l i n e  t r a n s p o r t a t i o n  properti es . HB 323 w o u l d  

e x t e n d  this tax to refin e ri e s,  l i q u e f a c t i o n  or p r o c e s s i n g  plants, 

p l a n t s  m a n u f a c t u r i n g  oil or gas p r o d u c t s  and al s o to tankers and 

o t he r  m a r i n e  e q u i p m e n t  use d in the t r a n s p o r t a t i o n  of oil an d gas.

We b e l i ev e it i na d vi s a b l e  to e n ac t  any f u r th e r e x t e n s i o n  of 

this special state p r o p e r t y  tax i m p o se d upon oil and gas  p ro du cers.

The taxable basis on the m a r i n e  e q u i p m e n t  is s p e c if ie d  as 

r e p l a c e m e n t  co st  less d e p r e c i a t i o n  ba se d on useful life m u l t i p l i e d  

by a fr ac tion of days in A l a s k a  port s over da ys  in por t bo th  w i t h i n  

and w i t h o u t  the state. Th is  p r o p o s a l  raises se ri ous q u e s t i o n s  in

---------   — ..............—    I I ■■■■■■! ■■
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t h a t  it is b e l i e v e d  that o n l y  the home port, u n d e r  lo ng  standing 

c a s e  l a w  a n d  pr ac tice, ha s  t a x i n g  j u r i s d i c t i o n  o v e r  o c e a n - g o i n g  

v essels .

A s i d e  f r o m  the "home port" d o c t r i n e ,  and a s s u mi n g that A l a s k a  

c o u l d  l e g a l l y  a s s e s s  t he se  p r o p e r t i e s ,  we w o u l d  sug g es t  a mo re  

e q u i t a b l e  formula. O n e  p o s s i b i l i t y  w o u l d  be u se  of  d a y s  in A l a s k a  

p o r t s  v e r s u s  d a y s  in the year.

D u e  to the c o n t r o v e r s i a l  n a t u r e  o f  this issue, however, we 

w o u l d  r e s p e c t f u l l y  u r g e  th at  th i s  s e c t i o n  of  th e  bill be stricken, 

i r r e s p e c t i v e  of w h a t  a c t i o n  is t a k e n  o n  the remainder.

H B  323 a d d i t i o n a l l y  w o u l d  d e l e t e  the e x i s t i n g  p r o v i s i o n  for 

u s i n g  s t r a i g h t  line d e p r e c i a t i o n  of  h i s t o r i c a l  cost on p i p e li n e 

a s s e s s a b l e  v a l u e s  in t h o s e  i n s t a nc e s w h e r e  the ph ys i ca l  life of 

the p i p e l i n e  m a t e r i a l l y  e x c e e d s  the e c o n o m i c  life of rese .ves 

c o m m i t t e d  thereto. As a c o n s eq u en ce ,  p i p e l i n e s  wo u ld  k a s s e ss e d 

w i t h  r e g a r d  to "econ omic" v a l u e  b a s e d  on the e co no m i c  life of 

c o m m i t t e d  reserves.

This issue is b ei n g l i t i g a t e d  in the Co o k Inlet P i p e l i n e  Co. 

ca s e a n d  it w o u l d  s e e m  a p p r o p r i a t e  to let the court rule on the 

i ss ue  r a t h e r  than a m e n d i n g  the statute. It is further be li e ve d  

th a t the e x i s t i n g  lav/ and R e g u l a t i o n  15 A A C  05.890 pe r ta i n i n g  t h e r e­

to are s u f f i c i e n t l y  w o r k a b l e  to d e v e l o p  a s s e s s m e n t s  for o pe r a t i n g  

p i p e l i n e s  w h i c h  v/ill be fair and reasona bl e,  bo th  for the state 

and the taxpayer.

S e c t i o n  8 of the bill p r o v i d e s  th at  the m u n i c ip a l taxing l i m i­

tation of $1,500 per c a p i t a  shall be a d j u s t e d  each yea r in a c c o r d­

ance w i t h  c h a n g e s  in the C o n s u m e r  Price Index for Anchor age.
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A s s u m i n g  that the $1,500 p e r  c a p i t a  levy is re as on a bl e , it w o u l d  

l i k e w i s e  be r e a s o n a b l e  to k e y  it to an i n f l a t i o n  index.

S e c t i o n  12 ma ke s  the p r o v i s i o n s  of  HB 323 r e t r o a c t i v e  to 

J a n u a r y  1, 1977, ex ce pt for t a n k e r  a s s e s s m e n t s  w h i c h  b e g i n  

J a n u a r y  1, 1978. Thi s r e t r o a c t i v e  p r o v i s i o n  seems p e c u l i a r l y  

u n r e a s o n a b l e  in v i e w  of t he  fa ct  t h a t  the 1977 tax r e tu rn s  hav e 

b e e n  f i l e d  an d  a s s e s s m e n t  n o t i c e s  h a v e  b e e n  i s su e d by the D e p a r t­

me n t  .
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I will now  turn to Ho use Bill Nu mb er  328, the A d m i n i s t r a t i o n ' s  

p r o p o s a l  on the Oil and Gas Reser ves Tax.

The Rese rv es  Tax was en ac te d  for a two y e a r  period, 1976 and 

1977, for the pur po s e of m e e t i n g  a n t i c i p a t e d  r e v e n u e  s ho rt falls 

for Fisca l Years 1976 and 1977. The s t at u t o r y  tax rate for 1976 

was 20 mills (2%) and the 1977 tax rate was set by the 1976 

l e g i s l a t u r e  at the same rate -- 20 mills. Res e rv e s Taxes p a i d  

in 1976 were $223 M i l l i o n  and in 1977 are e x p e c t e d  to total 

a p p r o x i m a t e l y  $270 Million.
%

In Fiscal Yea r 1976," b e c a us e of the R e s e rv e s T a x  rev en ue s and 

i n c r e a s e s  in other re ve nu e  sources, u n r e s t r i c t e d  ge n er al  fund 

r e v e nu e s exce ed e d e x p e n d i t u r e s  by a p p r o x i m a t e l y  $125 Million, 

l e a v i n g  a surplus of $505 Million, of w hi ch  $338 M i l l i o n  was 

a v a i l a b l e  for a p p r o p r i a t i o n  at 6/30/76. Re ve nues in FY 1977 are 

als o e x p e c t e d  to e x ce ed  e xpendit ur es , thereby i nc re a s i n g  the 

s u r p l u s .

MB No. 328 p ro po ses to reduce the 1977 tax rate from 20 

m i ll s  to .12 mills, r ed uc ing the revenue from this tax from 

$270 M i l l i o n  to about $170 Million,  but su bject to the 

f o l l o w i n g :

(1) If on Oct o be r 1, 1977, TA PS  thru -p ut  is less than

60 0, 0 00  bbls/day, an a dd i ti o n a l  8 mi lls w ou l d be levied, 

p a y a b l e  No ve m be r 30. 1977.

(2) If on Dece mb er  15, 1977, TAPS  thru -p ut  is less than 

1.2 Milli on  bbls/day, the Reserves Tax w o u l d  be e x te nd ed 

a n o th er  year.
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W hi l e the p r o s p e c t  of a r e du ce d  tax rate is always 

w e l c o me d , we q u e st i on  the p r o p r i e t y  of the limi t at io n s mention ed , 

w h i c h  l i m i t a t i o n s  are so speci fi c and restric ti ve .

P r es e nt  indi c at i on s are that the P r u d ho e Bay Field will 

s tart d e l i v e r i n g  oil to TA PS  r e a s o n a b l y  cl os e to s ched ul e at 

m i d - 1977. It seems u n r e a s o n a b l e  that some m i n o r  v a r i a n c e  fr om  the 

r e s t r i c t i v e  p r o v i s i o n s  of this bill c o u l d  caus e the tax rate 

to be i n c r e a se d and p o s s i b l y  for the R e s e r v e s  T ax  to be e x t e n d e d  

a n o t h e r  year.

A cc o rd i n g l y ,  we b e l i e v e  that the Res e rv e s Tax should 

expire, as s c h e d u l e d  in the exis ti ng  statute, at the end of 

1977. H ow ev er, we c e r t a i n l y  agree that the 1977 tax rate can 

be r e d u c e d  to 12 mills, since the 1978 bu dg et  can be met with 

no d i f f i c u l t y  and the 1979 budget as well un less there were some 

serious, p r o l o n g e d  de la y in TAPS startup. This r e d u c t i o n  w o ul d  

c e r t a i n l y  be c o n s i s t e n t  wi t h the or i gi na l  intent of the reserv es  

tax w h i c h  was to help the state over a po t en ti al p er io d  of 

d e f i c i t  in the G e n e r a l - Fund.
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repeal  of all i t em iz ed  d e d u c t i o n s  re su l t ing  in rax expendi tures .  T h i s  
hypo the t i ca l  r e v en u e  ga in  w o u ld  be  S21.2 trillion in 197S, w he re as  the  ‘ 
s imple  s u m  of  the  t a x  e x p e n d i tu r e s  for each sep a ra t e  i t e m  is S31.3 
billion. T h e  e s t i m a t e  for t h e  c o m b in e d  effect  of all such d e d u c t i o n s  
w a s  der ived f r om  a m o d e l  of th e  t a x  sys tem  t h a t  ac coun ts  for th e  
in te ra c t io n  b e t w e e n  t a x  e x p e n d i t u r e  provis ions  a n d  the  prov is ions  
of the  n o rm a l  s t r u c t u r e .  I n  p a r t i c u l a r  t h e  model  provides  t h a t  in ­
d i v iduals  would  t a k e  the  s t a n d a r d  d ed u c t io n  if i temized d e d u c t io n s  
were  repealed .  No  c o m p a r a b l e  e s t i m a t e  can re asonab ly  be  m a d e  for  
the  combined  effect  of a  h y p o t h e t i c a l  repeal  of all exclusion p rov is ions .

A  few aggrega t ions  of r e l a t e d  t a x  e x p e n d i tu r e  i t em s  are  p r e s e n t e d  
an d  discussed in t h e  n e x t  sec t ion.  T h e s e  aggregates  h av e  been spec ia l ly  
e s t im a ted  so as  to a c c o u n t  for  t h e  in te ra c t io ns  refer red  to a b o v e  b u t  
d o  n o t  consider  the  ef fect  of  changes  in beha v io r .  W here  tax  e x p e n d i ­
tu re s  for b o t h  ind iv id ua ls  a n d  co r p o ra t io n s  re su l t  f rom the  s a m e  t a x  
code provis ion,  s uch  as  t h e  i n v e s t m e n t  t a x  credi t ,  t h e  two e s t i m a t e s  
m a y  a p p r o p r i a t e ly  be  a d d e d  toge the r .

T a x ' E x p e n d i t u r e s  b y  F u n c t i o n

E s t i m a te s  of  t ax  e x p e n d i tu r e s  are g ro u p ed  toge ther  b y  f u n c t i o n a l  
ca tegor y  an d  p re sen ted  in t ab le  F - l .  T h e  es t imates  are s h o w n  s e p ­
a r a t e ly  for i n d iv id u a ls  a n d  co r p o ra t io n s .  W h e rev e r  possible,  p a r t i c u l a r  
tax  expend i tu res  h a v e  been classified according to tnc  funct ional  c a t e ­
gories used for  b u d g e t  o u t l ay s .  M a n y  tax  expendi tu res  do n o t ,  h o w ­
ever,  fit into these  ca tego r ie s  a n d  fc-r this  reason three spemal  f u n c t io n a l  
ca tegories  h a v e  been  a d d e d :  bu s ines s  i n v e s t m e n t ;  personal  i n v e s t m e n t ;  
and  o the r  tax  expe nd i tu res .

A brief  des c r ip t ion  of each  of th e  special  t a x  provis ions for  w l u e a  a  
tax  expe ndi tu re  e s t i m a t e  is s h o w n  in t able  F - l  follows.

Nalionn.ldt'J<:ns&.— T h e  s u p p l e m e n t s  to salar ies of mi l i ta ry  persounol ,  
including provis ion of q u a r t e r s  a n d  meal s  on m i l i t ar y  bases  a n d  
q u a r te r s  a l lowances  for m i l i t a r y  families,  an d  v i r tua l ly  all s a la ry  p a y ­
m en ts  nnd r e e n l i s t m e n t  b o n u ses  to mi l i t ar y  personnel  serving in c o m ­
b a t  zones, a rc  exc luded f rom tax.  Disabi l i ty - re la ted  mi l i t ary  pens ions  
received by c u r r e n t  re t i r ees  are  largely  excluded f rom taxable incom e .  
T h e  T a x  Reform A c t  of 197G t e r m i n a t e d  the exclusion of n o n c o m b a t  
re la ted d isabi l i ty pensions  for those w ho  en te red  the  a r m e d  services  

\  af ter  S ep tem b e r  2-1, 1975.

fntcrnalional ojjairs.— T r i o r  to 197G, a U.S.  ci tizen was  g e n e ra l l y  
*ble. to exclude u p  to S20.000 a  y e a r  of foreign earn ings  if the  t a x p a y e r

•H-rnmg lux cred i t s  lor  foreign taxes  pain on excluded income,  nnd 
taxing income b e y o n d  the  a m o u n t  eligible for exclusion a t  the  h i gher  
hr i i 'ki ' t  ra to i  which w ould  a p p l y  if the  excluded income wore also 
Mibjivt to tax.  T h e  e s t i m a t e s  also reflect the  t ax -e xem pt  s t a t u s  of 
• e u u in  al lowances  received b y  F e d e r a l  employees  work ing ab r o a d .
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Tab le  F - l .  T A X  E X P E N D I T U R E  E S T IM A T E S  U Y  F U N C T IO N '
(la Diilliam o( dollars)

DttCfinCisa
Corpof stlooi Ibc'i; viduiii

1976 1977 1976 1976 1977 1976

National d e f-o ia t
Exclusion o f benefits and allowances to  Armed

Forces personnel  ____ . . . . . . . . . . . . . . . . . . .  . . . . .  . . . . .  . . . . .  !• 020 I
Exclusion o f m ilitary disability pensions . . .  . . . . .  . . . . .  . . . . .  90

Intcrrub’ sm l sGairs:
Exclusion o f gToss-up on dividends o f L D C  cor­

porations. .  — . . . . . -------- . . .  40 . . . . . .  . . . . .  . . . . .  .
Exclusion o f income earned abroad by U -S . citizens. _____  . . . . .  . . . . .  .145
D efe rra l o f income c f domestic international sale* 

corporations ( D I S C ) . . . . . . . . . . . . . . . ' . . . . . . . . .  1 ,220 1 ,030 1 ,190 . . . . .  .
Special rate fo r Western Hemisphere Cade corpora­

tions........................................................................................  5 0  35 25 ......
A jricu llu ra ! '

Expensing o f certain capita] ou tlays . . . __________  85 -  8 0 .  70 45!)
Capita l gain Ccatment o f certain income_________   10 10 15 315

Natural resources, enrvonosen l, and energy:
Exclusion o f interest on State and local govern-

tncnt pollution control bonds . . . . . . . . . . . . .  110 170 220 50
Exclusion o f payments in aid o f construction:

W ater and sewage u t i l i t i e s . . . . . . . . . . . . . . . . . . . .  . . . . .  15 10 . . . . . '  .
Expensing o f exploration and deve lopm en tcosts ... 640 610 600 160
Excess of percentage ovc rr . *1 d e p le t io n . . . .    1 ,010  1,035 1, OcO 235
Pollu tion contro l: 5-year am ortisation . . . . . . . .  10 —80 — 130 . . . . .  ,
Capita l gain treatment o f rovalties on coal and iron

. i , e ................................. .................................................. 15 20 20 40
Capita l gain Ccatment o f certain timber in c om e ... 290 3C0 325 95

Commerce and transportation:
Exemption o f credit unions . . . __ . . . . . . . . . . . .  145 165 185 . . . . .
Exclusion o f certain income o f cooperatives   410 455 490 — 155,
Corporate surtax exemption . . . . . . . . . . . . . . . . .  4 ,1 7 0  4 ,650  4 ,250  . . . . .
Deferra l o f t.’Ji on shipping c om p an ie s ... . . .  110 SO 70 . . . . .
Railroad rolling stock: 5-ye.sr am o rti:a tio n _   — 25 —35 —40 .
Financial institutions: Excess bad debt reserves—.  485 560 645 .
Deductibility o f nonbusnus State gasoline taxes—  --------     710

Community and regional development:^
Housing rehabilitation: 5 -year a m o r t is a t io n . . . . . .  15 10 5 • 25

Education, trs in in j, emplcymen*. and social services:
Exclusion o f scholarships and fellowships . . .  . . . . .  . . . . .  . . . . .  195
Poren la l personal cxem ptiorj fo r students, ages

19 and o v e r . . . . . . . . . . . ; . . . . . . . . . . — . . . . . . .  . . . . .  . . . . .  . . . . .  720
. Deductibility o f contributions to educational

institutions_____________ . . . . . . . . . — . . . . . . . .  190 215 2-rO r lO
Deductibility of and credit fo r child and dependent

cr.re expenses........................................ . . . . .  . . . . .  . . . . .  2‘.0
D a l i t  for employing A FD C  and public assistance

r e c ip ie n t s . . . . . . . . ............................................................. 10 15 15 . .  . .
H ea lth : _

Exclusion o f employer contributions to. medical
insurance premiuma and medical care— . . . . . . .  . . . . .  . — - . . . . .  4 . -.At

Expensing o f removal o f architectura l barriers to
the handicapped................. - .............   - ...........  . . . . .  5 10

Deductibility of medical expenses................. .'--------  . . . . .      2 ,315
. . Income security:

Exclusion of social security benefits:
D isability insurance b ene fits .. . . . . . . . . . . . . . . .  . . . . .  . . . . .  . . . . .
OASI benefits fa r aged.  ........... .. . . . . .  . . —  . . . . .  4 ,7 /5
Benefits for dependents and s u r v i v o r s . . . . . . . . .  . . . . .  . . . . .  . . . . .  v l r

5c« fgolnotc »t «ni! of *

095 1,260 
105 115

120 135

370 440
330 350

75 ICO

105 150
275 300

45 50
95 100

- 1 6 5  - 1 7 0

795 850
20 10

250 2 35 .
750 770

540 565
810 870

5, 195 5.849 

2.535 2.870

350 430
3. 175 3.460 

730 795

]
7-T*

i!

■L

Tab ic F - l .  T A X  l \ \ P F

D.itiipi

Income jecurity— Continued 
Exclusion o f ss'droad retire 
Exclusion o f side p s y . . . . .
Exclusion o f untmploymu 
Fadusion o f workmen’s co 
Exclusion o f public assists 
Exclusion o f spccis] bee 

m i n e r s . . . . . . . . . . . . . .
N e t exclusion o f pension 

ingst
Employer p la n a . .— . . .  
P lsns fo r self-employed 

Exclusion of other employ 
Premiums on group-ler; 
Premiums of accident 

in s u ra n c e . . . . . . . .
Income c f trusts to (bean 

ployment bencf.ts. 
McsJs end lodging fcths 
Employer contributions 

p l a n s . . . . . . . . . . . .
Employee stock owr.srs! 

through investment t 
Exclusion of capital gain 
Excess o f percentage staid 

income a llow an ce .... .]
Additional exemption for 
Additional exemption fori 
Rctireme t income credit I 
Earned income c re d it . . . ]

Vet e ra n s  b e n e fit s  an .1 se rn i
Exclusion of veterans diss 
Exclusion of veterans per] 
Exclusion of C l bill bene) 

General government: Credit 
liticaJ contributions.....] 

Rerenue sharing and gtnrl 
a nee:

Exclusion cf interest on g
local debt —. . .  J

Credit for corpcrstio.-.s irj 
sveouctiuiiiiy of nonousie 

(other than on owner*
lin e) .. .

Interest: Deferral of intereS 
Business inrcitnsent: 

Exclusion of interest on] 
development bonds...

• Excess first-year drprecii 
Depreciation cr. buddingi

Rental housing _
O ilie r................................

Expensing of research ai 
lu r e s .. . . . . . . . . . . . . . .

Expensing of constnict
taxes................................

Capital gain: Corporate 
timber)......................

Invest/os,t crc-Jit.........
3 s «  f o a U s l ,  s i  i a j  c f  l|

aso-ifH, o  .  Ti .  i  .

t* • • ,* a * * •v* • . ■ * * ,* ■* * * •* * * . * * V ’ *•* ' **"•**
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Table F - l .  T A X  t\CPF./x’ D lT U R E  E S T IM A T E S  B Y  FUNCTIO N i— Continued

( In  millions of dollars)

D t x i i p l i t i
Corporation. Indi vi J u l l l

Income aeeuritj— Continued 
Exclusion cf railroad retirement system benefits..
Exclusion of sick pay_______ ____ ___________
Exclusion of unemployment benefits . . . . . . . . .
Exclusion of workmen’s compensation benefits....
Exclusion of public assistance benefits..  __ . . . "
Exclusion of special benefits for disabled coal 

miners.... . . . . . . . . . . . . . . . . . . . . . . .  . . . . . . . . .
Net exclusion of pension contributions and cam* 

ings:
Employer p la n s .....   . . . . . . . . . . . . . . .
Plans for self-employed and others______ . . . . .

Exclusion of other employee benefits:
Premiums on group-term life insurance........
Premiums of accident and accidental death

insuran ce......... . . . . . . . . . . . . . . . . . . .
Income of trusts to finance supplementary unem­

ployment benefits.... . . . . . . — . . . . . . .
Meals and lodging (other than military) _
Employer contributions to prepaid 1—sal expense

p la n s . . . . . . . . . . . . . . . .  — ------------------- --— . . .
Employe: stock ownership plans (ESOP) funded

through investment tax credits...................
Exclusion cf capital gain or. home sales if over 65. ’ . . . — . . . . .  . . . . .
Excess of percentage standard deduction over low.

income allowance..............    . . . .  . . . . .  . — .  . . . . .
Additional exemption for the blind...   . . . . .  . . . . .  . . . . .
Additional exemption for over 65________. . . . . .  ------ - - - —  — —
Rctireme t income credit and credit for the elderly. . . . . .  - — .  . — - -
Earned income credit  — . . . . . . .  —  ------  . . . . .  . . . . .  . . . .  -

Veterans benefits and serricei:
Exclusion of veterans disability compensation.. . .  . . . . .  . . . . .  . . . . .
Exclusion cf veterans pensions.. _____. . . .  . . . . .  . — .  . . . . .
Exclusion of C l bill benefits_______________. . .  . . . . .  . . . — . . . . .

General government: Credits and deductions for po­
litical contributions..... ............     . . . . .  . . . . . . . . . . .

Revenue sharing and general purpose fiscal assist­
ance:

Exclusion of interest on general purpose Stale and
local debt  .....................    2.845 3,105 3,470

Credit for corporations in U.S. possessions   210 285 310
Deductibility of nonbusiness State and local taxes 

tother than cn owner-occupied homes and gaso­
line)

25 245 255

Interesl: Deferral of interest on savings bonds......
Business investment:

Exclusion of interest on State and local industrial
development bor ds................. ...........................

Fxccvs first-year depreciation............................... -
Depreciation on buddings in excess of straight line: 

Ktni il hounn j
^ •••••••••

t.tprr.».n$ cf rcic-tfcH »nd development cipendi-

Esp-m»_-.; of construction prricd interest and
tu n .......................................................................

C.p.ul glia; Corporate (other than farming and
t -r.be; ...........

credit.
1 « «  I h I v i U  at . o j  , 1 I . S i t .

150
40

195
45

235
45

100
225

ICO
210

100
700

1.325 1.395 1,450 

415 * 475 500

515 555 550
7.655 6,64 0 9.670

1976 1977 1973

190*
195

3 ,3 3 5
590
95

200
50

2.745
705
100

205 
55 

2 .44 5  
810 

- 105
5 0 50 5 0

7 .2 9 0
1 .060

8 .715
1.305

9 .9 4 0
1 .535

765 800 835

65 70 75-
10

310
10

330
10

350

5 10

* 4 0 *40 '* *7 0

1 .140 
20 

1 ,145 
110 
220

1.285
20

1.220
495
215

1 .410
20

1.2E0
440
205

595
30

305

655-
30

255

690
35

200

35 40 35

1 .520 I.6S 0 1.8E0

7 .2 5 5
550

8 .0 9 5
565

8 .990
625

75
140

so
135

110
145

405
200

405
150

425
175

25 30 30

215 150 14°

•  •  •  
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130 TH E  BUDGET FOB FISCAL YEAP.

Table F -l T A X  E X P E N D IT U R E  E S T IM A T E S B Y  FU N C TIO N -C ontm u ed
(In miUioni of dallira)

Corporations fn<!ivi4ui1i
Description ■ — -----------------------------------

1 9 7 6  1977  1 978  19 76  1 9 77  1 978

Personal investment:
Dividend exclusion.. . . . . . . . . . . . . . . . . . . . . . . . . . .  . . . . . .  . . . . . '  . . - .V  430 455 480
Capital gain: Individual (other than firming and

tim ber)....................................... .............................................  i . . . .  7.320 7,030 7,360
Exclusion of interest on life Insurance savings.. . . . . .  . . . . .  . . . . .  '1,655 1,815 1,995
DJaral of capital gsin oo home t ile s ... . .  . . .  . . . . .  . . . . .  . . . . .  845 850 935
Deductibility of mortgage interest on owner- 

occupied h o m e s . . . . .  . . . . . ___ . . . . .  . . . . .  . . . . .  4,870 5.435 5,050
Deductibility of property taxes on owner-occupicd

bomrs............................................................................................  4.030 4.500 4.995
Deductibility of casualty losses . . . . . . . . . . . . . .  . . . . .  . . . . .  . . . . .  310 345 3S0
Credit for purchase of new home  . . . . .  . . . . .  . . . . .  650 100 . . . . .

Other Lax expenditures:
Deductibility of charitable contributions (otber

than education)....   . . . . . .   __   350 400 445 4,360 4.900 5.475 '
. Deductibility of interest on consumer credit  . . . . .  . . . . .  . . . . .  2, 105 2,310 2,565

Maximum tix on earned income . . . . . . .        . . . . .  ___ _ 605 730 855

M E M O R A N D U M  
Combined cflc-et of provisions disaggregated ;> et

Capital earns..'....................................................... 865 £35 905 7.770 7.5CO 7.5M
Exclusicncf Interest on State and locil del . . .  3, 110 3,475 3.925 1.645 1.530 2.090
Deductibility of State and local r.snbusir.*' '.a  10,865 12, 123 13.450
Deductibility of charitable contributions   . 540 620 635 4.870 5.440 6,040

* All c i l t a i l t i  ifc  b u e d  on tbe tax code »» cf Dec. 31, 1976.

T h e  1970 Ac t  repealed  a special  pro vision for U.S.  fi rms oper a t ing in 
a  less developed c o u n t r y  (L D C ) .  W h e n  a foreign subs id ia ry  of a U.S.  
co r p o ra t io n  opc r a t ing in  a  L D C  re p a t r i a t ed  d iv id en d s  to i ts  p a r e n t  
co rpo ra t ion,  t h a t  incotno could,  u n d e r  pr ior  lav,-, be  re p o r ted  net  of 
foreign income taxes  paid .  U.S.  t ax  l iabili ty was  t h e n  ca lcula ted  on 
t h a t ' n e t  n m o u n t  an d  the  foreign t: \  t ak en  as a  credi t.  F o r  n o n - L D C  
cor po ra t ion s ,  foreign source income m u s t  now  be "g ro s sed  u p "  b v  
a d d i n g  b ac k  in an a m o u n t  equa l  to foreign taxes  paid .  U n d e r  pr ior  
l a w  ti ic failure to “ gross u p "  d iv idends  by the  a m o u n t  of the  foreign 
taxes pa id  to LDCs resulted  in a tax  expendi ture .

T h e  profits of a domest ic  in te rn a t io n a l  sales co rpo ra t ion  (D I S C )  
ar c  n o t  tax ed  to the  D I S C  b u t  ins tead are t ax ed  to the  shareho lders
w h e n  d i s t r i b u t e d  to them .  T h i s  deferra l  was ava i lable  for 5 0 %  of die

( in i t ia l ly  1972-75) which will m o v e  forward y ea r - b y -y c a r  af te r  1979.
D l S C s  wi th '"ss  th an  5150,000 of taxab le  income arc e x e m p t  from the  
in c re m e n ta l  ilc. T h e  T a x  d e d u c t i o n  Act  of 1975 denied . D I S C ,  
benef i t s  to expor te rs  of energy p ro d u c t s  and the  1970 Act  te rm ina ted  
D I S C  benefi t’s for 5 0 %  of mi l i t ary  sales.

T h e  1970 Act  phases  o u t  the  M-percentage-point  t ax  ra te  reduct ion 
i rovidcd u n d e r  prior law for dom est ic  co rpo ra t ions  qua l i fy ing as 
Vest c m  He misphe re  t r ad e  corpora t ions .

v. I

• iI

I1

Agncullure.- 
ing  corporat ion 
ce r t a in  costs cs  
f o r  inven tor ies  c 
m en t s .  T h e  Tax 
f o rms of  t ax  tre 
a c c ru a l  accoun 
a g r i c u l tu r a l  ac t  
cos ts .

C a p i t a l  gains  
or chards ,  vinevir *

. Natural resou; 
S t a t e  an d  local 
control  facilities 
T h e  v o lu m e  of 
g ro w in g  ra p id ly  

T h e  T a x  Rcfcfl 
b y  cus tom er s  tc 

, of  a id ing  the  cot 
to  capi ta l  r a th e r  

C e r t a i n  capi t  
p ro d u c t io n  m a y  
over  t h e  useful 
in tan gi bl e  drillir 
the  cos t  of devi 
for  mime shafts,  
a m o u n t s  deduct  
wells to bo recsij 
p r o p e r ty  by  tres 
t h a t  t h e y  exceed 
expenses were c 
th e  well. T h e  Ac
dri l l ing COr,ts in
capi ta l ized  and 
c o s t  deple t ion ra 

E x t r a c t i v e  in< 
an d  p e r cen tag e  
e x t e n t  n o t  imme 
l ive  life of  the  pr  
for (tie dep rcch 
busines ses  in t 
p e r cen tag e  of gr 
to 5 %  for  certai  
0 5 %  of n e t  incoi 
Dot l imi t ed  to t 
bas is for  “ cos t  
recovered tluoii; 
in t an g ib le  drillir 
ce ntage  dcpletio 
expe nd i tu re  csl
dep le t ion  and  e 
would  be  signific
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§ 1333. Laws and regulations governing lands— Constitu­
tion and United States laws; laws of adjacent 

! S tates; publication of projected States lines; re­
s tric tion 'on Slate taxation nnd jurisdiction

va )  ( 1 )  T h e  C o n s t i t u t i o n  a n d  l a w s  a n d  civil  a n d  po l i t i ca l  j u r i s d i c ­
t ion  of  t h e  U n i t e d  S t a t e s  a r e  e x t e n d e d  to t h e  subso i l  a n d  se a b e d  o f  t h e  . 
o u te r  C o n t i n e n t a l  S h e l f  n n d  to a l l  a r t i f i c i a l  i s l a n d s  a n d  fixed s t r u c ­
t u r e s  w h i c h  m a y  be  e r e c t e d  t h e r e o n  f o r  t h e  p u r p o s e  o f  e x p l o r i n g  fo r ,  
deve lop ing ,  r e m o v i n g ,  a n d  t r a n s p o r t i n g  r e s o u r c e s  t h e r e f r o m , #l.Q_Lh5 
&am e  e x t e n t  a s  i f  t h e  o u t e r  C o n t i n e n t a l  S he l f  w e r e  an  a r e a  o f  e x ­
c lus ive  F e d e r a l  j u r i s d i c t i o n  l o c a te d  w i t h i n  ft S t a t e : P rov id ed ,
frownver.  T h a t  m i n e r a l  l e ave s  on t h e  ouj^p C o n t in e n t a l  Sh**lf sh a l l  bc l ^  
ip n i n t a l n c d  o r  i s s u e d ,  on ly  t in d e r  t h e  p r o v i s io n s  of th i s  s n b e h a p t e r . ) /

(2 )  T o  t h e  e x t e n t  t h a t  t h e y  a r e  a p p l i c a b l e  a n d  n o t  i n c o n s i s t e n t  
wi th  th i s  R u b c h a p t c r  o r  w i t h  o l h e r  F e d e r a l  l a w s  nnd  r e g u l a t i o n s  o f  
the  S e c r e t a r y  no w  in  e f fec t  o r  h e r e a f t e r  ad o p t ed ,  . the civi l  a n d  c r i m ­
i n a l  ItyvfJ- o f  e a ch  a d j a c e n t  S t a t e  a s  of  A u g u s t  7 , 1053 a rc d e c l a r e d  to

the  l a w o f  t h e  U n i t e d  S t a t e s f o r . i k a L n g l t l e n of  t h c^ S u h lo iL a n  d 
ggnbed.ef  t h e  o u t e r  C o n t i n e n t a l  S h e l f, a n d  ax. l i f ic ial islar.da-on<i-fixcd 
i j r u c t u r c a  e r e c t e d  t h e r e o n ,  w h i ch  wou ld  he w i t h i n  th e  a r e a  o f the '  
S lo t s jf~TiT Tx)undaric-3 w c r c V x t e n d c d  se. \ \v g r d  iQ.the.QUicx.ni  a r s i n o f  
J . he J i u lx I~ C on t in en  t e 1 S h e l f ,  a n d  l h c P r e s i d e n t  ghal l  d e t e r m i n e  and 
pub l i sh  iisFFTe P ' cdera i  R e g i s t e r  eu c h  p r o je c te d  l jncs  e x t e n d i n g  s c a-  

n n dlLiefU'.nig~FaTh~MicirT>7en~ ’Al] o f  su c h  app l i ca b le  l a w s  sh a l l  
be a d m i n i s t e r e d  a n d  e n f o r c e d  by th e  a p p r o p r i a t e  officers a n d  c o u r t s  o f  
the U n i t e d  S t a l e s ,  g t

( 3 )  T h e  p r o v i s i o n s  of th in  se c t i o n  f o r  a d o p t io n  o f  S t a t e  l a w  as . lh f i  
j j iy  n t  «K> U n i t e d S t a t e s  ch a i l  n e v e r  be i n t e r p r e t e d  as  a b a s i s  f o r  
c h i m i n g  a n y  i n t e r e s t  in  o r  J u r i s d i c t i o n  on b e h a l f  of  a n y  S t a t e  f o r  
Any p u r p o s e  o v e r  t h e  seabed a n d  subso i l  of  the  o u t e r  C o n t i n e n t a l  
Shelf ,  o r  t h e  p r o p e r t y  n nd  n a t u r a l  r e s o u r c e s  t h e r e o f j ? r the_rey.c_nu M  
t h e r e f r o m .  • ’ ................
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205-026] Legal Ruling No. 366.

Fram hi'e Tax noard. December I I, 1973.

Franchise— Corporation Income— Allocation and Apportionment— Taxation of Income 
Generated by Offshore Oil Operations.— The activities of a unitary enterprise conducting offshore 
oil operations under federal jurisdiction by reason of the Outer Continental Shelf Lands Act can 
only be reflected in the denominators of the three-factor apportionment formula. Under the Act. 
California lacks jurisdiction to tax the revenues derived from the Outer Continental Shelf since it is 
under exclusive federal jurisdiction. By including the Continental Shelf factois only in the 
denominators of the formula, no income is apportioned to California.

However, the operation of a drilling barge within California's jurisdiction Rust be reflected in 
the California numerators of the apportionment formula denominator.

Sec f  12 414.

Facts:
Advice has btcn requested as to thr treatment to 

bo accorded to the income earned hv unitary busi­
nesses, taxable in California, from nil t>|ierations 
bcyxind the three mile continental limit. The opera­
tion* considered arc:

I The actual operations of an offshore oil well, 
beyond the three mile continents1 limit, conducted 
from a fixed drilling platform; and

2. The exploring and drilling operations beyond 
the three mile continental limit conducted from 
floating drilling barges.

Questions:

For California franchise tax purposes, what is to 
he included in the numerator and denominator of 
the apportionment formula with roped tie

1 Activities conducted from fixid drilling plat­
forms which arc under federal jurisdiction by reason 
of ike the Outer Continental Shelf Lands Act'

2. Activities conducted from fixed drilling plat­
forms which arc within the jurisdiction of a foreign 
country?

,1 Activities conducted from flu.ring drilling 
barges?

l i e  i  is m n .
See discussion.
D is n is s iu n :
I In IOs.1 the United States Congress passed the 

Outer Continental Shelf Lands Art <07 Slat. 462,43 
V S C §§ 1.331 ct seq ) ulurh extended the 
Constitution and laws of the United States to the 
Outer Continental Shelf; i e, that property located 
beyond the three mile limit of state jurisdiction 
which was established hy the Submerged Lands Act 
(•13 U SC §5 1.301 ct stip). The outer limit of the 
■ onimintal shelf is not established svith precision, 
hot rather is marked only hy a steep drop of the con­
tinental mass toward the uce.tr, deeps (10a3 U.S.

Code Congressional and Administrative News. p. 
2,178). In some cases this may occur several 
hundred miles from shore.

Section 1333(a)i I) nf the Ooier Continental Shell 
Lands Act extends federal jurisdiction to all arli- 
filial islands and fised structures erected on (hr 
Outer Continental Shelf;

. . .  to thr same extent as if the Outer Con­
tinental Shelf were an area of exclusive Federal 
jurisdiction located within a Stale.. . .
It is a m.itter uf set I led law that no stale has 

jurisdiction to lax in an area of cxrlusivc federal 
jurisdiction lornlrd within a state. Surplus Trailing 
Cn v. Cnnk, 2SI li S 617; St.mihrtl Oil Cu. v. 
California. 291 U S 242. James v. Drain. 3(!2 U.S 
134. Since Congress extended federal jurisdiction to 
the Outer Continental Shelf "til the same extent" as 
if ii were an area of exclusive federal jurisdiction 
within a state, ihi< hod) of settled law applies with 
equal force to the Outer Cnntmental Shelf and effec­
tively prohibits the imposition of any stale tax on 
revenues derived therefrom.

The lai k of jurisdiction in a state to tax in areas 
of exclusive federal jurisdiction applies not only to 
direct taxes hut to indirect taxes as well. In James v. 
Drai n, sa/ira. ihe United Stales Supreme Court was 
fact'll with the question of whether "annual privilege 
taxes" measure.) hy profits from "business and other 
activities" could he imposed hy West Virginia on a 
contractor working on government-owned land. The 
Supreme Court staled that Ihixdepended upon. .. 
whether I he Unhid Slates has acquired exclusive 
jurisdiction oxer thr respective sues Wherever the 
United Stales has sueh jurisdiction [the Court 
added] the state would have no authority to lay the 
lax."

In ihe lluck Ad. 4 U SC.A.. $5 HU-1 U*. Congress 
did provide the stales with jurisdiction to levy 
terlain specified tuxes within federal enclaves. The

California Tax Reports 1j 205-026
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ItmL Act <.inn.it ho construed. huuevrr. In.qcplv to 
ih« (luin Contioint.ilShelf Section 1333 provides 

. .  Sun- taxation laws shall not applv til the 
Outer Cuntir.rnt.il Shelf. . . .

The provisions of this section for .iilo|ilinn of 
State la» as thr law of the United States shall 
never he interpreted as a hasts for claiming any 
interest in or jurisdiction on hchaif of any State 
for any purpo'c over the seabed and subsoil of the 
Outer Continental Shelf, or the pru|>crty anil 
natural resources thereof or the revenues there- 
from.. . .  (trr.phasis added.)
In view of the well settled law establishing the 

absence of state jurisdiction to la* in federal 
enclaves, the provisions of Section 1333(a)(1) 
extending federal jurisdiction to rihe Outer 
Continental Shelf by reference lo such enclaves, the 
provisions of Section 1333 negating a ay possible 
application of the Buck Act to the area in question, 
it is clear that California la* latvs cannot reach reve­
nues Ocrivcd from the Outer Continental Shelf.

Before considering the formula it should he 
mentioned that the income to be apjwr liuncd is the 
total business income including that deliver! Irom 
the Outer Continental Shelf. When a corporation 
doing business solely within California commences 
operations on the Outer Continental Shelf, outside 
California, it becomes subject to Section 25101 anil 
its business inrumc will be apportioned in a like 
manner with other unitary businesses as follows 

Properly Factor: All real anti tangible personal 
property owned by the ii .payer everywhere must 
be included in the denominator. But the numerator 
can include only those properties with sufficient 
California connections. In this situation, any such 
comartx appear tu be minimal.

Alihoueh some suggestions have lircn made to 
exclude the property from both the numerator and 
the denominator, if such is dune, there will be an 
indirect apportionment of additional income lo 
Calif ainia contrary to federal law.

However, it may he noted that, under the rule set 
forth in Mon'Komcry Ward A Co.. Inc. v, Franchise 
Tax Board, 6 Cal App 3d 149 (1970), that oil in 
transit to a California location would be considered 
California property includible in the numerator of 
the property factor.

Payroll Factor Regulation 2313? provides that 
the payroll factor shall include the total amount 
paid by the taxpayer in the regular course of its 
trade ur business for comjjcnsation during the tax 
period Subdivision (b) further provides ta.il the 
denominator of the payroll factor is the tutal com­
pensation paid everywhere during the income year. 
Accordingly, compensation paid to employees whose 
services are performed entirely in a state where the 
taxpayer is exempt (rum taxation, lor example by 
Public Law 8fs-27l, is included in the denominator 
of the payrull factor In other words, there is no 
throuliaik ol the payroll tu the California nomera-

11 205-026

tor exon though the taxpayer Is exempt from 
taxation m tin Mate in which the services are 
pirbirmeil Where the services are performed 
jurtiailv within California am! without California, 
the lists set torth under Regulations .’3132(c) and 
2M33 apply I’.ivrull shall lie included in the 
California numerator in accordance with the pro­
visions of Section 23133 and the regulations 
thereunder.

Sales Factor In view of the ex|ircss federal ban 
against any state taxation of revenues derived frnm 
the Outer Continental Shelf, none of ihe sales, if 
any. which lake pljrc in ihe Ouirr Continental Shelf 
area will be includible in (he sales factor numerator. 
Furthermore, in order that there be no indirect taxa- 
lion of incume from suih sales, the sales factor 
denominator must inrlude these sales. And, of 
course, if the natural resource is placed on the 
driller's own shijis, no sole has occurred. On the 
other hand, if the natural resource is piped or 
brought into California, then the sale can lie 
included in the numcratnt thereafter (assuming that 
it is subsequently sold in Califurnia).

It shuuld he rrrognir.ci'l that there are two funda­
mental considerations involved in this question. 
There is first the mandate that, under California 
law, the inrumc of a unit »ry business must be apjwr- 
tinned by furmula. Edison California Stores v. 
MrColcan. 3(1 Cal 2d 472 (1947) John Deere Plow 
Co. v. Franchise Tax [h ard, 38 Cal. 2d 214 (1951). 
Secondly, there is Ihe federal prohibition against 
state taxation of revenue derived from the Outer 
Continental Shelf.

Il is established l lal while furmula appor­
tionment is inherently incapable of attaining 
exactitude, so long is the furmula employed 
produces a reasonable result us use will be 
sum .lined. El Dorado Oil Works v. McCo 'p.m, 34 
Cal. 2d 731 (193(11. It is submitted that the furmula 
factors set forth above take into account both funda­
mental considerations They provide formu'ia appor­
tionment lo California of the income reasonably 
attributable to California .sources,'and by including 
the Continental Shell factors only in the denomina­
tor, they du not apportion income to California, 
thereby giving effect 1a the federal law.

2. " etion 23I2(XI) of the California Revenue and 
Taxation Code provides that the definition uf 
"state" includes a foreign country, A basic purjiose 
of the Uniform Division of Inrumc for Tax Purposes 
Act (UDITPA). which is codified in Sections 25120- 
23139, is to insure that 100 percent uf income, no 
more or no levs, ivoutxi be subject to lax. See Pierce, 
The Uniform Divisiui of Income for Tax Purjniscs 
Act, 33 Taxes 747.

It thereforr seems clear that where another state 
has jurisdiction to lax and the taxable activity has 
no connection whatever to California, the factor* 
associated with the activity may not be reflected in

01974. Commerce Clearing; House, Inc.

r
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ihe California numrr.d or These laMors. huwrvrr. 
.ire innimr producing ami must Ik- in< bided :n I hr 
denominator McDonnell Ihwgl.i* I or/mr.ilinn \ 
Franchise Tax lloanl. 69 Cal 2d 5tifil|96Si

3 The Outer Continental Shelf Lands At I t-Miiuls 
federal jurisdiction (and prohibits Mate taxationi 
"To the subsoil and seabed of the Outer Continental 
Shelf and lo all artificial islands and lixed structures 
which may he erected thereon. . . . "  (-13 II.SC. 
i)§ 1333).

It has been established hy a number of decisions 
that a drilling barge or rig ix neither an artificial 
island nor a fixed st'urlurc within Ihe contempla­
tion of the Act, but rather ix pro|»crly classified as a 
vessel.

Offshore Company v. Rohioin, H<> Fed. 2d 769 
(1959); Producers Drilling Co v Cray. 3rd Fed. 2d 
432 (1966); Marine Drilling Company v Aulin. 363 
Fed 2d 579(1966). Although the cited cases arose in 
the context of wrongful death or injury under the 
Jones Act (46 U.S.C § 688). rather than a lax con­
test. they hold squarely that ilrill ng barges or rigs

are vessels and not within the ambit of thi Muter 
Cnit'.inenl.il Shelf Lands Am It therefore follows 
that thi Act likewise d-x-s not exempt thr .activities 
■ a suilt barges nr rigs from state taxation anti 
California ran apply tlx usual rules to tax the 
inttime rained from the n iK - ra lio n x  of the Ixargrs.

Under the Submerged Lantls Act <43 U.SC. 
tj§ 1301 ct xcq I California's jurisdiction to tax 
extends offshore for thrre tnilex There can therefore 
lie no question that, lo the extent that the drilling 
Itarges are within the three mile limit thrir presence 
and activities must be reflected in the California 
numerators of the apportionment formula. 
Similarly, the activities of drilling barges not 
present within California's jurisdiction will only be 
reflected in the denominator of the factors of the 
apportionment formula.

When, during a taxable year, the drilling barge is 
both within anil without California waters, its o|>era- 
lions and presence shall he reflected in the 
California numerator in accordance with the rules 
set forth in Cal. Ailrn. Code, lit. 18, Regs.-25128 to 
25136, inclusive.

205-027] Legal Ruling No. 367. 
s.

Fr.-inttvjsc Tax Rnard. Pcrcmher 14. 1973.

FranchiseVCorpuration Income— Sales Factor of the Apportionment Formuljt-^Advertising 
Receipts.— Receipts from sales of advertising space in magazines and periodicals^re included in the 
numerator of the sajes factor of the apportionment formula in the samexatio as the sales of 
magazines and periodicals in California bears to total sales.

SccTI 12-442 \
\

Advice has been roqucslrd regarding the inclusion 
of advertising revenue in the sales faftor of the 
apportionment formula under the Uniform-Division 
o! Income for Tax Purposes Act (UDITPA) filr.j'ub- 
lishersof magazines and periodicals.

Receipts from the sales of magazines anij- 
periodicals and advertising space in such magazines 
and periodicals by publishers gives [givc .̂rixv to 
income from transactions and activity in the regular 
course of the laxpavcr's trade or .business con- 
xntuting "business income" underaction 25120(a), 
flank and Corporation Tax Law. Cross receipt- from 
those transactions constiluly/"salex" as defined in 
Section 25120(c) which y t  required to be included 
in the sales factor (Section 2513-1) of the apportion­
ment formula unde;'UDITPA.

Tangible property is that which is visible and 
corporeal, having suhstance and body. Roih Drug. 
Inc v Johnson. 13 Cal App 2d 720, 734 (1936). It 
is cvj/fcni that a magazine or periodical has

|S 205-028) Legal Ruling No. 368. 

Franchise Tax Hoard, December 14, 1973.

California Tax Reports

substance and body. Consequently, the sale of 
magaz.incs.alrd periodicals by the publisher to sub- 
srrihcr .̂nnd newsstands are sales of tangible per­
sona)'properly. (cf. Time, Inc. v. Holman, 201 
t r f .  2d 374, 377, 31 III 2.1 .114.) Receipts from such 
salt-, art lo be included in the sales factor in accor­
dance with Section 25135 governing sales of tangible 
‘personal prujrerty.

'The sale of advertising space in such magazines 
anti periodicals is closely connected with the sale of 
the publication The primary purpose of the adver­
tiser is’ .to reach the market provided by the 
publishcrXThc puhlishrr or turn guarantees a par­
ticular circulation volume, or in other words, n 
market Sincb. advertising included in magazines 
anti periodicaIs'-n inertrit ably connected with the 
sale of those publRut ions, it is concluded that adver­
tising receipts are tu 1  ̂included in the numerator of 
the sales factor based boon the ratio which sales of 
magazines anil periodicarx̂ m this stale bears to the 
total sales of magazines nnd'Rcriutlieals everywhere.

1i 205-028
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* I m  m m m d
16 0 0 B B L / D A Y  W E L L  

35° G r a v i t y  - $ 4 . 8 5 / b b l  C o n t r o l l e d  Price

m s
Tim

T a x  C a l c u l a t i o n  

U n d e r  C u r r e n t  Law

(a) % Of V a l u e  Me thod:

300 bbl X $4.85 X 5% = $ 7 2 . 7 ^
700 b b l  X 4.85 X 6% = 2 0 3 . 7 0
600 b b l  X 4.85 X 8% = 2 32 .8 0

5 0 9 . 2 5
L e s s  1/8 R o y a l t y

P o r t i o n  63.66

T a x  -• $ 4 4 5 . 5 9

(b) C e n t s  Per Bbl Me th od ;

300 bbl X $.35 1 9 =
700 bbl X .4224 =
600 b b l  X .5632 =

Less 1/8 R o y a l t y
P o r t i o n

T a x  =

$ 1 0 5 . 5 7
2 9 5 . 68
3 37 . 92
7 3 9 . 17

92. 40

$ 6 4 6 . 7 7

Tax P a y a b l e  (higher of  

(a) or (b) = $646.77

T a x  C a l c u l a t i o n  U n d e r  HB 321

T a x  r a t e  = 10% of v a l u e  or  $.75 
p e r  b b l  pl us  a d j u s t m e n t s  for 
g r a v i t y  (up 1/2 c e n t  for e a c h  * 
d e g r e e  a bo ve  27°) and  for G r o s s  
N a t i o n a l  P r o d u c t  D e f l a t o r —
(1st Qtr. 1977 = b a s e  p e r i o d ) .

C e n t s  p e r  bbl = $.75 X .04 = $.79

P e r c e n t  of v a l u e  r at e  and c e n t s  
p e r  bbl ra t e m u l t i p l i e d  by E c o­
n o m i c  L i m i t  F a c t o r  ( E L F ) ;

E L F  = 100 bbl
= .0625

1600 bbl

1 . 0 0 0  - .0625 = .9375 = ELF  

C e n t s  per bbl a d j u s t m e n t ;

$.7 9 X  .9375 = $ . 74 06  

% of v a l u e  a dj u st m e n t ;

10% X .9375 = 9.375%

T a x  C a l c u l a t i o n

16 00  less r o y a l t y  (200) = 1400 bbls 

% o f  v a l u e  method;

14 00  X $4.85 = $6,7 9 0

$ 6 , 7 9 0  X 9.375% = $63 6 .5 6 (Tax)

C e n t s per b bl met ho d;

1 40 0  X $.7406 = $1 ,036 .8 4

T a x  Pavable: $ 1, 0 36 .8 4

D i f f e r e n c e  in tax b e t w e e n  HB  321 a n d  C u r r e n t  Law;

HB 321 = $ 1 , 0 3 6 . 8 4
C u r r e n t  l aw  6 46.77

i>390.07 = 60,3% i n c r e as e  in tax

P r o d u c t i o n  tax b u r d e n  as a % of p r o d u c e r ' s  net share of $ 6,750  (1400 bbls
X $4.85);

U n de r  c . r r c n t  l aw  = 9 . 5 %  AGO 547563
U n de r  HB  321 = 15 .3%



TO: C H A I R M A N ,  H O U S E  R E S O U R C E S ' C O M M I T T E E
A M D  A L L  C O M M I T T E E  M E M B E R S

FROM: S U B - C O M M I T T E E  ON  O I L  & G A S

D u r i n g  t h e  w e e k  of m a r c h  21 - 26 the J o i n t  S e n at e  a n d  H o u s e  
R e s o u r c e s  C o m m i t t e e s  m e t  to he a r  t e s t i m o n y  r e l a t i n g  to the  v a r i o u s  
oi l a n d  g a s  t a x a t i o n  b i l l s  c u r r e n t l y  b e f o r e  us. Some of t he  b i l l s  
u n d e r  d i s c u s s i o n ,  h a v e  n o t  b e e n  r e f e r e d  to t h i s  co mm it te e .

Of  t h e  o n e s  t h a t  h a v e  been, t h e  S u b - c o m m i t t e e  on O il and 
G a s  r e c o m m e n d s  t ha t  H.B.- 321, H.B. 322, C . S . H . B .  323, H.B. 328, 
a n d  S.B. 27k b e  b r o u g h t  to the f u l l  c o m m i t t e e’s a t t e n t i o n  for 
c o n s i d e r a t i o n  a n d  th a t  t h e y  be a c t e d  u p o n  a nd  p a s s e d  out of 
c o m m i t t e e  no  la t er  t h a n  A p r i l  7.

E a c h  of t h e s e  b i l l s  h a v e  a f u r t h e r  r e f e r a l  t o  Ho u se  F i n a n c e  
a n d  t he  F i n a n c e  C o m m i t t e e  h as s c h e d u l e d  h e a r i n g s  a nd  w o r k  s e s s i o n s  
o n  t h e s e  b i l l s  b e g i n n i n g  e a r l y  n e x t  week. R e p r e s e n t a t i v e s  from 
th e oil c o m p a n i e s  a n d  s e v e r a l  n a t i o n a l l y  r e c o g n i z e d  e c o n o m i s t s  
w i l l  be  p r e s e n t .  W e  u r g e  a l l  m e m b e r s ,  w h o  a r e  able, to attend.

R E C O M M E N D E D  B I L L S  . •

H.B. 3 2 1  - S E V E R E N C E  T A X

T h i s  tax, in o u r  o p i n i o n ,  r a t e s  h i g h e s t  in p r io r it i es .  It's 
t i m e l i n e s s  is d e p e n d a n t  u p o n  the a c t i o n s  u n d e r t a k e n  by th e  F e d e r a l  
E n e r g y  A d m i n i s t r a t i o n  in s e t t in g  a r e c o m m e n d e d  "well head" price, 
by  A p r i l  15, 1977, a n d  f u r t h e r  by  a c t i o n s  l a t e r  t a k e n  by the I.C.C. 
in r e c o m m e n d i n g  t h e  t r a n s p o r t a t i o n  cost of N o r t h  S l op e  crude.
F o r  o t h e r  f e a t u r e s  of t h e  bill, we r e f e r  t h e  c o m m i t t e e ' s  a t t e n t i o n  
to t h e  G o v e r n o r ' s  t r a n s m i t t a l  l e t t e r  for H.B. 321, i n c l u d e d  w i t h  
th i s r e p o r t.

H.B. 322 - A L A S K A  N E T  I N C O M E  T A X  OR  F R A N C H I S E  T A X

T h i s  t a x  bill, in o u r  o p i n io n , has s e v e r a l  a d v a n t a g e s  over 
o u r  p r e s e n t  i n c o m e  t ax  c o l l e c t i o n  system. It is easy to a d m i n i s t e r ,  
is b a s e d  u p o n  the a m o u n t  ea rn ed  w i t h i n  the s t at e,  i n c l u d i n g  O CS 
d e v e l o p m e n t ,  a n d  w o u l d  p r o v i d e  the S t a t e  a nd  t he i n d u s t r y  wi th  a 
s t a b l e  t a x a t i o n  p o l i c y  f o r  y e a r s  to come. F o r  o t h e r  f e a t u r e s ,  
we  r e f e r  you t o  the G o v e r n o r ' s  t r a n s m i t t a l  l e t t e r  for H.B. 322, 
i n c l u d e d  in t h i s  r e p o r t .

AGO 547565 -j-



P a g o  2, R e p o r t  f r o m  S u c - c o m m i t t e e  on O i l  & Gas

H.B. 323 - P R O P E R T I E S  AD V A L O R E M  T A X

T h i s  tax bill, i n  o u r  o p i n i o n ,  is p r e m a t u r e .  It w o u l d  i n c reas e 
the s c o p e  of t a x a b l e  p r o p e r t y  to i n c l u d e  r e f i n i n g ,  l i q u e f a c t i o n ,  
a n d  m a r i n e  t r a n s p o r t a t i o n .  We b e l i e v e  that it w o u l d  act as a 
" d i s i n c e n t i v e " ,  a t  t h i s  t ime, for f u t u r e  d e v e l o p m e n t  w i t h i n  our 
state, a n d  of a l l  the tax b i l l s  b e f o r e  us, m e e t  w i t h  t h e  most 
r e s i s t e n c e .  A c c o r d i n g l y ,  we h a v e  a s k e d  the D e p a r t m e n t  of R e v e n u e
to p l a c e  b e f o r e  t h i s  c o m m i t t e e ,  a c o m m i t t e e  s u b s t i t u t e  for H.B. 323
w h i c h  w o u l d  r e d u c e  t h e  b i l l  to a " h o u s e - k e e p i n g "  m e a s u r e .  This 
h a s  b e e n  d o n e  a n d  is b e f o r e  the c o m m i t t e e  for c o n s i d e r a t i o n .

H.B. 328 - R E S E R V E  T A X  .

T h i s  t a x  b i l l  a m e n d s  the r e s e r v e s  tax b i l l  to a l l o w  a credit 
r e d u c t i o n  of t a x  l e v i e d  12 [20] if t h e  oil f l o w  t h r o u g h  t h e  T r a n s -  
A l a s k a  P i p e l i n e  by O c t o b e r  1, 1977 has r e a c h e d  at least 600,0 00 
b a r r e l s  of o i l  o n  a d a i l y  a v e rage. O t h e r w i s e ,  t h e  bill e x t e n d s  
t h e  r e s e r v e  t a x  b e y o n d  the D e c e m b e r  31, 1977 e f f e c t i v e  d a t e  of
t he o r i g i n a l  act. W e  u r g e  its passage.

S.B. 274 - T H E  T A K I N G  OF O I L  A N D  G A S  R O Y A L I T Y  I N  KIND

T h i s  b i l l  r e q u i r e s  that r o y a l i t y  oil and g a s  be t a k e n  "in 
kind" r a t h e r  t h a n  in m o n e y  u n l e s s  d e e m e d  o t h e r w i s e  by t h e  c o m m i s­
sioner, t h e  A l a s k a  R o y a l i t y  O i l  a n d  G a s  D e v e l o p m e n t  A d v i s o r y  Board, 
a n d  t h e  t h e  L e g i s l a t u r e .  As a n  e n c o u r a g e m e n t  for f u t u r e  d e v e l o p m e n t  
w i t h i n  our state, we u r g e  the p a s s a g e  of t h i s  bill.
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CONCLUSI ON:

T h e  S u b - c o m m i t t e e  b l e i e v e s  t h a t  t h e  passage^ of t h e s e  tax 

p r o p o s a l s ,  t a k e n  in c o n j u n c t i o n  w i t h  t h e  d e s i r e  t o  have the A l a s k a n  

P e r m a n e n t  F u n d  r e p l a c e  t h e  e v e n t u a l  a n d  i n e v i t a b l e  p a s s a g e  of o u r  

n o n r e n e w a b l e . r e s o u r c e s ,  w i l l  p r o d u c e  a d e s i r e d  b e n e f i t  for the 

S t a t e  of A l aska. W e  f u r t h e r  b e l i e v e  tha t t h e y  w i l l  not act as 

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

e n s u r e  A l a s k a’s ’’fai r  s hare" in the w e a l t h  of o u r  state.. R e g a r d i n g  

this a s p e c t ,  we u r g e  c o m m i t t e e  m e m b e r s  to r e a d  the T a n z e r  R e p o r t ,  

" I M P A C T  OF I N C R E A S E D  T A X A T I O N  ON O I L  E X P L O R A T I O N  A N D  D E V E L O P M E N T  

IN A L A S K A " ,  s u b m i t t e d  to all m e m b e r s  of t h e  A l a s k a n  S t a t e  L e g i s l a t u r e  

cn M a r c h  25, 1977. .

We h a v e  a s k e d  t h a t  Mr. J o h n  M e s s e n g e r  f r o m  the D e p a r t m e n t  of 

R e v e n u e  be p r e s e n t  to a s s i s t  c o m m i t t e e  m e m b e r s  in a n s w e r i n g  t h e i r  

q u e s t i o n s  a n d  w o u l d ,  as t h i s  time, l i k e  to h i g h l y  c o m m e n d  the 

st a f f  of S e n a t e  a n d  H o u s e  R e s o u r c e s  for p r o v i d i n g  the b a c k - u p  

m a t e r i a l  n e e d e d  for the c o m m i t t e e’s d e l i b e r a t i o n s .

Rep. M e r l e  G. S n i d e r  
Rep. H u g h  M a l o n e  
Rep. W i l l i a m  Akers.
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lOli'SfS B tL L  MO• 321 by  th e  R u le s  Committee by req u es t o ftl\0     ̂• - S *

.

-'OVeraoc, e n t i t l e d :
HB | 

321

(
"An A c t r e la t in g  to  tha o i l  nnd gas 
p r o p e r t ie s  p ro d u ctio n  t a x ;  and p ro v id in g  
lo r  nn e f f e c t i v e  d a t e . "

JJ-'s liiC roduced , rend  the t i m e  tim e and re fe r re d  co the 
to s n ic c c e s  on R esources nnd F in a n c e .

486

c

HOUSE JOURNAL March 9 . 1977

I

The G o v e rn o r 's  t r a n s m it t a l  l e t t e r s  appear fo llo w in g  the 
b i l l  to  w h ich  i t  p e r t a in s :  f i s c a l  n o tes  appear in  House 
Supplem ent Ho. 31 to  to d a y ’ s jo u r n a l .  . .

K3
321

"M arch 8 ,  1977'

The H o n o rab le  Hugh M alone 
S p e a k e r  o f  th e  House 
A la s k a  S t a t e  L e g is l a t u r e  
Ju n e a u , A la s k a  99311

.D ear M r . Sp eak e r*

Under th a  a u th o r it y  o f  a r t .  I l l ,  s e c .  10 o f  th e  A la s k a - 
C o n s t i t u t io n ,  and in  occord an co  w ith  AS 2 4 .3 0 .000(b ) 
nnd th e  U n iform  R u le s  o f  th e  A lask a  S t a t e  L e g is la t u r e ,
I  lua t r a n s m it t in g  a  b i l l  r e l a t in g  to  th e  o i l  nnd g as  
p r o p e r t ie s  p ro d u c t io n  t a x .

As a  r e s u l t  o f  n r e c e n t  s tu d y  o f  A la s k a 's  o i l  nnd g a s  
t a x  s t r u c t u r e ,  th e  D epartm ent o f  Revenue has recom­
mended s e v e r a l  ch an ges  in  th e  s t a t e 's  p roduction  o r  
'’s e v e ra n c e ’' t a x .  T h is  b i l l  in c o rp o ra te s  th ose s p e c i f i c  
recom m endations.

C u r r e n t ly  th e  s t a t e 's  o i l  p ro d u ctio n  ta x  i s  c a lc u la t e d  
a c c o rd in g  t o  " s t a i r  s tep p ed ” r a t e s  depending upon th e  
lovcrl o f  p ro d u ctio n  f o r  th a  le a s e  o r  p ro p e rty . As 
c u r r e n t ly  s tru c tu re d  th e  ta x  r a y  have nr. .adverse im pact 
upon n p a r t i c u l a r  p ro p e r ty  03 i t  reach es  i t s  econom ic 
l i m i t .  • The " s t a i r  s te p "  approach nay n o t u l l e v la t o  
t h i s  a d v e rse  e f f e c t  s in c n  th e  econom ic l im i t  may v a ry  
s u b s t a n t i a l l y  from one p a r t  o f  th e  s t a t e  to an o th e r . 
T h is  i s  b ecau se  i t  may be r o ro  c o s t ly  to  produce and 
t r a n s p o r t  th e  o i l  in  th e  more rem ote a re a s  o f  tho 
s t a t e .  A c c o rd in g ly , th o  b i l l  c o n ta in s  .nn economic 
l i m i t  nachanism  w hich  a u to m a t ic a lly  s c a le s  the  ta x  r a t e  
down na tho p ro d u c t io n  n ea rs  i t s  econom ic l i m i t .  T h is  
w i l l  in s u r e  t h a t  th e  ta x  w i l l  n o t unduly in h ib i t  o i l  
p ro d u c tio n  c s  i t  ran ch es  i t s  econom ic l im i t .

One o f  tho  inunedinta dan gers  which faco  the s t a t e 's  
rev en u e  p ic t u r e  i s  th e  p o t e n t ia l  f o r  a r t i f i c i a l l y  
d ep rosaed  p r ic in g  o f  th e  s t a t e 's  M orth S lo p e  o i l .  T h is  
co u ld  r e s u l t  from f e d a r a l  p r ic in g  d e c is io n s  o r  e x c e s s iv e  
t a r i f f  c o s ts  fcorn th e  w e llh ea d  to  the r e f in e r y .  To 
in s u la t e  th e  s t a t e 's  p e t r o l  sum reven u es  from th e s t  
f o r c e s ,  th e  b i l l  p ro v id e s  f o r  u mechanism which would 
r a i s e  th e  c e n t s -p e r -b a r r e l  f lo o r  to  correspond to  a 
m id -ra n g e  m arket v a lu e  fo r  H orth  S lo p e  o i l  nnd t i e  th a t  
f lo o r  to  nn in d ex  w hich  w i l l  l o t  th e  f lo o r  Reap pace 
w ith  i n f l a t i o n .

( '

One o f  tho Department o f  R evenu e 's  recommendations — 
th o  o i l  and gas  s u rta x  —  which was designed to o f f s e t  
reven ue lo s s e s  due to  depressed  p r ic in g  o f  llorth Slope 
o i l  nnd which was to  be imposed on ly  on h o lders  of 
s ta te -o w n ed  le a s e h o ld s  was d e le te d  on tho ad vice  of 
t h is  departm ent because o f  th e  s u b s ta n t ia l  le g a l  
problem s in v o lv e d .

rrh a  b i l l  p la c e s  the ta x  on g as  a t  a p a r i t y  w ith  t ’na tn* 
on o i l .  C u rre n t ly  gas i s  taxed  a t  o n ly  4*percent whll< 
o i l  i s  taxed  from 5 to  0 p e rc e n t . The b i l L  would tax  
both  o i l  nnd gas  a t  10 p e rc e n t . In  a d d it io n , tho b i l l  
s e t s  a c o n ts -p e r -R c f  f lo o r  fo r  tlia  gas tn x  s im ila r  to 
th e  c e n ts -p a r -b a r r c l  f lo o r  fo r  o i l .  T h is  now f lo o r  tot 
gas  corresponds to  tho h ig h e s t  market p r ic e  in  the 
s t a t e ,  nnd i t  too  i s  t ie d  to  on index to  keep pace w it ) 
i n f l a t i o n .

T\'/S. H a m mond 
'Co^am or ”
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HOUSE H ILL  ISO. 322'b y  the R u les Committee by requ est o f  •'* H3 
the C o v e m o r , e n t i t l e d :  • 3 2 2

"An A ct e s ta b l is h in g  an o i l  and £ .1 3  co rporate  
f r a n c h is e  ta x ; and p ro v id in g  fo r  nn e f f e c t iv e  
d a t e . "

was in tro d u ce d , rea d  the f i r s t  t in e  and r e f e r r e d  to the 
CoinaLttces on Resources and F in a n ce .

• "M arch 8 ,  1977

The H on orab le  Hugh Malone 
Sp ea k e r  o f  th e  House *
A la s k a  S t a t e  l e g i s l a t u r e  
Ju n e a u , A la s k a  99811-

D ear M r. Sp eakers

U nder th e  a u th o r it y  o f  a r t .  I l l ,  s e c . 19 o f  the  A la sk a  
C o n s t i t u t io n ,  and in  accord an ce w ith  AS 2 4 .9 0 .0 6 0 (b ) 

t and th e  U n ifo ra  R u les  o f  the A lask a  S t a t e  L e g is la t u r e ,
I  am t r a n s m it t in g  a  b i l l  e s t a b l is h in g  an o i l  and g as  
c o rp o ra te  f r a n c h is e  t a x .

The Departm ent o f  Revenue, in  i t s  o i l  and g a s  tax  
. s tu d y , found two b a s ic  d e f ic ie n c ie s  w ith  th e  co rp ora te  

incom e ta x  as  i t  r e l a t e s  to  o i l  nnd gas  co rpora tion s .^  
T h is  b i l l  would c o r r e c t  th ose  d e f i c i e n c ie s .

The f i r s t  problem  i s  th o  eroded f e d e r a l  t a x  b ase . The 
d epartm en t found th a t  th e  f e d e r a l  co rp o ra te - tax  base 
w h ich  A la sk a  h as adopted has been s u b s t a n t ia l ly  eroded 
b y  s p e c ia l  exem p tions, d e d u c tio n s , c r e d i t s  and o th e r  
a c co u n tin g  d e v ic e s . The r e s u l t  has been t h a t  o i l  and 
gns c o rp o ra t io n s  pay an e f f e c t i v e  ta x  r a t e  much s m a lle r  
th a n  th e  s t a t u t o r y  43 p e rc e n t . A c c o rd in g ly , the b i l l  
w ou ld  e n a c t  a s e p a ra te  f r a n c h is e  t a x  on a c o rp o ra t io n 's  
"b ook  in co m e ." "Hook income" i s  th e  n e t  income w hich  
th a  c o rp o ra t io n  r e p o r ts  to  i t s  s to c k h o ld e rs . T h is  
w ould  e l im in a te  a l l  th e  s p e c ia l  C o n g re ss io n a l tax  
p r o v is io n s .  .

* •
In " n d d it io n ,  th e  departm ent found th a t  th e  p resen t 
ap portion m en t form ula does n o t f u l l y  re p re s e n t  tho o i l  
nnd g a s  c o rp o ra te  a c t i v i t y  in  th e  s t a t e .  The p resen t 
fo rm u la  o f  p ro p e r ty , p a y r o l l ,  and s a le s  g e n e r a l ly  • 
m easures’ c o rp o ra te  b u s in ess  a c t i v i t y  in  th e  s t a t e .  Fo r  
n a t u r a l  r e s o u rc e  com panies, how ever, i t  does n o t . Ho 
r e f l e c t i o n  in  th o  p re se n t form ula i s  made f o r  the 
s c a r c i t y  v a lu e  o f  tho  o i l  nnd gas produced . Accord­
i n g l y ,  th e  b i l l  w i l l  s u b s t i tu t e  f o r  tho p re se n t  s a le s  
f a c t o r  an e x t r a c t io n  f a c to r  w hich w i l l  g iv e  w eigh t 
s p e c i f i c a l l y  to  o i l  and gas p ro d u ction  a c t i v i t y .

.  One o f  th a  ad van tages  o f  t h is  f r a n c h is e  t a x  i s  th a t  i t  
w i l l  ta k a  in to  accou n t e lem ents o f  p ro p e r ty , p a y r o l l ,  
nnd e x t r a c t io n  lo c a te d  on tha O uter C o n tin e n ta l S h e lf  

w w h ich  ca u ses  a  r e s u l t in g  im pact on th-s a d jo in in g  s t a t e .
) Thus p ro p e r ty , p a y r o l l ’,  and e x t r a c t io n  n o t lo c a ted  in  

/  any c t a t a  bu t w hich  a c e  lo c a te d  o f f  the shores  o f  an 
'  a d jo in in g  s t a t e  w hich i s  im pacted by th e  o i l  and gas 

p ro d u c t io n  a c t i v i t y  w i l l  be a l lo c a t e d  to  th a t  s t a t e  
s u f f e r in g  th e  im pact. A lthough t h is  l n t t u r  p ro v is io n  
tiuy r a i s e  some c o n s t i t u t io n a l  law  q u e s t io n s , wo b e l ie v e  

\ t h a t  th e  p ro p o s a l comes w ith in  th e  l im i t s  o f  tho s t a t e 's  
I  t a x in g  powers g iv e n  th e  Im pact on tho c o a s t a l  com­

m u n it ie s  o f  o u r sto*— - c ►»«»«•>
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HOUSE B IL L  110. 328 by the R u les  Cotmutcce by requ est o f  
th e  C o verh or, e n t i t l e d :

'An A ct nciending the o i l  and gas rese rves  
nd va lo rem  ta x ; and p ro v id in g  fo r  an 
e f f e c t i v e  d a c e .”

v a s  In tro d u ce d , rea d  the f i r s t  tim e and r e f e r r e d  to  the 
Com m ittees on R esources and F in a n c e .

! * •'!•? I . •
• ii •* * • ••. ■ • • •

-. > • ' "  M arch  9 , 1977
•••: ■ .

•The H on orab le  Hugh M alone 
S p e a k e r  o f  th e-H ou se 
A la s k a  S t a t e  l e g i s l a t u r e  
Ju n e a u , A la sk a  99811

Dear M r.’ S p e a k e r :

Under th a  a u t h o r it y  o f  a r t .  I l l ,  s e c . 18 o f  th e  A laska  
C o n s t i t u t io n ,  and i n  accord an ce w ith  AS 2 4 .5 0 .0 6 0 (b ) 
and th o  Uniform  R u les  oE th o  A lask a  S ta to  L e g i s l a t u r e , .
1 am t r a n s m it t in g  a  b i l l  amending tho o i l  and gas r e ­
s e r v e s  ad  va lo rem  t a x .

S e c t io n  1 o f  t h i s  b i l l  proposes th a t  th e  r e s e rv e  tax  
l e v y  b e  red u ced  from  20’ m i l l s  to  12 m i l l s  t h is  y e a r  
w ith  th e  co n d it io n  th a t  an a d d it io n a l  le v y  w i l l  be 
made' i f  th e re  in  a d e la y  in  the  s t a r t -u p  o f  the T ra n s - 
A la s k a  P ip e l in e .

'T h is  amendment i s  proposed because th a  s t a t e  has a 
bu d get s u rp lu s  fo e  FIT 1977. T h is  su rp lu s  i s  somewhat 
i l l u s o r y ,  h ow ever, s in c e  th e  r e s e rv e  ta x  payments may 
b e  recou ped  b y  o i l  nnd g a s ’ p roducers  by c r e d it s  
a g a in s t  fu tu r e  s ev e ra n ce  t a x .  A cco rd in g ly , the ad option  
o f  th in  m easure would red u ce the su rp lu s  fo r  1977 nnd 

l a l s o  re d u c e  th e  amount 'b orrow ed " from fu tu re  rev e n u e s .

S e c t io n  2 p ro v id e s  for a co n tin g e n t  1973 assessm ent 
a t  a  ra te -, to  be- determ ined  by  th a t  y e a r 's  l e g i s l a t u r e .

■ ■ /-------



ifbirw uv v j* v  *»/ —
Jc n o r , e n t i t l e d : a s

••/,., A c t  relating to tho oil a"f ???

SH2gS£SiB>
I ftr'C doe and referred to the

Introduced, read the fJLr-C CIO 
. i l t t c e s  on Resources and Unanco.
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"M arch 8 . 1977

The H onorable Hugh M alone 
Sp eaker o f  tho Housa 
A lask a  S t a t e  L e g is la t u r e  
Ju n eau , A lask a  99811

Dear M r. S p eak e r :

Under the a u th o r it y  o f  a r t .  I l l ,  r .ec . 18 o f  th e  A laska  
C o n s t itu t io n , end in  accord an ce w ith  AS 2 4 .3 0 .0 5 0 (b ) 
nnd tho Uniform  R u les  o f  th e  A lask a  S t a t e  L e g is la t u r e ,
I  an  t r a n s n i t t in g  a  b i l l  r e l a t in g  to  the o i l  and gas 
e x p lo r a t io n , p ro d u c t io n , and p ip e l in e  and m arine 
t r a n s p o r ta t io n  p ro p e r ty  t a x .

The Departm ent o f  Revenue has r e c e n t ly  com pleted i t a  
s tu d y  o f  A la s k a 's  o i l  and gas ta x  s tru c te ro  and h a s . 
nade s e v e r a l  recom m endations. One s e t  o f  recom­

m e n d a t io n s  d e a l t  w ith  th e  s t a t e 's  2 0 -m il l  p ro p erty  tax  
imposed by AS 5 3 .5 6 . T h is  b i l l  would implement th a t  

. s e t  o f  recom m endations.

The b i l l  c o r r e c t s  fo u r  problem  a r e a s  in  the c u r re n t  
p ro p erty  t a x : the  om ission  o f  c e r t a in  im portant k in d s ,
o f  o i l - a n d -g a s - r e la t e d  p r o p e r t ie s  from th*a d e f in it io n  
o f  ta x a b le  p ro p e r ty ; p re s e n t  u n c e r ta in ty  about how 
p ip e l in e s  should  be v a lu e d ; th e  s t a t i c  nature o f  th a  
$1500 p e r -c a p i ta  l im i t a t io n  on m u n ic ip a l t a x a t io n , and 
th e  e x te n t  to  w hich  m u n ic ip a l p ro p e rty  tax  payments 
should  b a 'a llo w e d  a s  c r e d i t s  a g a in s t  th a  s ta t e  t a x .
The b i l l ' s  f e a tu r e s  a r e  d e sc r ib e d  b e lo w :

S e c t io n  1 o f  th e  b i l l  makes c l e a r  th a t  taxes  p a id  to  
m u n ic ip a l i t ie s  w hich exceed  th e  s ta tu to r y  l im it a t io n s  
in  AS 29.53.0-55 and 2 9 .5 3 .0 5 0  a r e  n o t c r e d ita b lo  
a g a in s t  th e  s t a t e  t a x .

S e c t io n  3 o f  th e  b i l l  rem oves th a  c u rre n t  u n c e r ta in ty  
on p ip e l in e  v a lu a t io n  by en su rin g  th a t  p ip e lin e s  w i l l  
b e va lu ed  on th e  b a s is  o f  t h e ir ' f u l l  and t r e e  v a lu e  
w ith  due reg a rd  to  t h e i r  economic v a lu e .  T h is  w i l l  
e l im in a te  the p o s s i b i l i t y  o f  p ip e l in e s  being  v a lu e d  
under th e  dep ressed  v a lu a t io n  method o f  a c tu a l c o s t  
d e p re c ia te d .

S e c t io n  4 o f  the b i l l  d e f in e s  f u l l  nnd tru e  v a lu e  o f  
p ro p e rty  \ised in  r e f in in g  o r  l iq u e f y in g  o f  gas o r  o i l  
a s  rep lacem en t c o s t  l e s s  d e p r e c ia t io n . I t  n lso  d e fin e s  
th e  v a lu e  o f  t a x a b le  m arine t ra n s p o r ta t io n  p ro p erty .

S e c t io n  7 adds new c a t e g o r ie s  o f  t a x a b le  p rop erty  
in c lu d in g  o i l  r e f i n e r i e s ,  gas  p ro ce s s in g  p la n ts  and 
l iq u e f ie d  n a tu r a l  g as  f a c i l i t i e s .  T h is  w i l l  rv;art 
g r e a t e r  revenues to  th e  s t a t e  from th e s e  im portant o i l  

’ and_ g as  p r o p e r t ie s .

S e c t io n  8 and 9 o f  th e  b i l l  t i e  th e  $1500 per c a p it a  
m u n ic io a l l im i t a t io n  to  th e  Anchorage c o s t -o f - l i v i n g  
in d e x  in  o rd e r  th a t  th e  l im i t a t io n  would in c re a s e  o ver  
tim e a s  in f l a t io n  r a i s e s  th e  c o s t  to  m u n ic ip a lit ie s  o f 
p ro v id in g  c e r v ic e s  to  i t s  r e s id e n t s .

h

1!
32

c

HB i n  a d d it io n , S e c t io n s  2 ,  4 , 5 , 6 , nnd 7 a rc  aimed a t
323 amending the r o le v a n t  p r o v is io n s  o f  AS 43.56 to  p ro v id e ;

f o r  th a  ta x a t io n  o f  m arin e t r a n s p o r ta t io n  p ro p erty  : 
( i . e .  tan k e rs ) on an ap p ortion ed  b a s is  determ ined by ; 
th e  number o f  days sp en t on p a r ts  lo a d in g  and u n load in g ; 
g a s  and u n re f in ed  o i l  d iv id e d  by  th e  t o t a l  number o f  | 

' d a y s -s p e n t - in -p o r ts  ev e ryw h ere . A lthough  th ese  p r o -  •
v is io n s  r a i s e  c lo s e  nnd d i f f i c u l t  q u estio n s  o f  c o n s t i -  . 
t u t io n a l  law  re g a rd in g  th e  a b i l i t y  o f  the c ta to  and 
m u n ic ip a l i t ie s  to  impose an nd valo rem  p rop erty  ta x  on ] 
su ch  v e s s e ls  in  l i g h t  o f  th e  t r a d i t io n a l  a p p lic a t io n  o f ! 
th e  "home j io r t "  d o c t r in e ,  i t  i s  th e  v iew  or th e  D ep art-I 
n e n t  o f  Law th a t  th e s e  v e s s e ls  have s u f f ic e n t  nexus ; 
w ith  th e  s ta to  to  b r in g  them w ith in  th e  c o n s t i t u t io n a l• 
param eters  o f  th e  c ta to ^ s -V jo s ln g  pow er.



T E S T I M O N Y  OF MR. R I C H A R D  KILGORE 
OF W A L T E R  J. LEVY C O N S U L T A N T S  CORP.
F O R  THE J O I N T  S ENATE AND HOUSE 
R E S O URCES C O M M I T T E E  M E E T I N G  ON 
O I L  A N D  GAS T A X A T I O N  - M A R C H  21, 1977

C H A I R M A N  P O L A N D  - W e  w i l l  b ring the m e e t i n g  of the Senate 

and H o u s e  Reso urces C o m m i t t e e  meetings to order. We have 

w i t h  us as our first w i t n e s s  this morning, our c ons ultant 

f r o m  the firm  of W a l t e r  J. Levy, Mr. R i chard  Kilgore. We 

have asked Mr. K i l g o r e  to address us this m o r n i n g  on the 

net income tax bills and those closely a s s o c i a t e d  thereto.

We w i l l  b r e a k  at 10:00 AM, and w i l l  resume again this 

a f t e r n o o n  at 1:30 PM.

For those who are s i t t i n g  b e h i n d  me, if you'll raise your 

h a n d  so that Mr. F a r l e i g h  can n o t i f y  me if you have a question, 

you w i l l  be recognized, and w i t h  that I'd like to w e l come 

Mr. K i l g o r e  back to A l a s k a  and let him take over.

RI C H A R D  K I L G O R E  - T h a n k  you Senator Poland. I think it 

is a p p r o p r i a t e  since I am the leadoff witness, that I present 

here this m o r n i n g  w h a t  I call an o v e r v i e w  of tax legislation.

C H A I R M A N  P O L AND - Mr. Kilgore, for the record, w o u l d  you 

i d e n t i f y  yourself.
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R I C H A R D  K I L G O R E  - Yes. I'm R i ch ard Kilgore. I'm D i r e c t o r  

of R e s e a r c h  for W. J. Levy, Consultants. I've been w i t h  

the firm for a bout  f o u rteen years.
I

What I'm g o i n g  to a t t empt to do here this m o r n i n g  is to provide 

w h a t  w e  w o u l d  call an overview. I'm n ot r e a l l y  going to go 

into v e r y  m u c h  d etail about the i ndi vidual pieces o f  legis- 

lation, at least the s p e ci fic provis i o n s  of them, and 

co n c e n t r a t e  m o r e  on the approaches, the alternatives, and 

so on. M o s t  of m y  r e m a r k s  will have to do w i t h  income 

taxation, but I also have some remarks on severance taxation 

if we have e n ough time; and I'd like to say a little bit 

in the end about a total tax package - total tax regime 

in A l a s k a  b e c a u s e  the w h o l e  thing is o b v i o u s l y  more than 

a sum of these parts if it has to do w i t h  the impact of the 

total program.

I'd like to look at the m a j o r  areas of taxation and r eally 

c o n s i d e r  the a l t e r n a t i v e s  p r e s ented to you b e c ause they 

are quite diverse, and give you our appreciation, really, 

of the m a j o r  pros and cons this time of the m a j o r  pieces 

of legislation, of the m a j o r  approaches and the kinds of 

pros and cons, a d v a n t a g e s  and d i s a d v a n t a g e s  w h i c h  we think 

you l egislators should be looking at and a sk ing quest i o n s  

of w i t n e s s e s  as you go along. We will be a v a i l a b l e  as I 

say, for spe cifics later.
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As many of you m a y  recall, our firm has been u rging  upon

the legislature, for m a n y  years, that it r e v i e w  its corporate 
»

income tax, and e s p e c i a l l y  to do this before Prudhoe Bay 

P r o d u c t i o n  r e a l l y  comes on and you have m a j o r  questions of 

taxation there. We ha ve p o i n t e d  out in the past, and I think 

it's fairly well k n o w n  n o w  the problems of a p p o rtionment under 

the nt regulation, and I don't really think we have to

get into at in detail. We ourselves did our own analysis 

of h o w  the present s y s t e m  might work for Prudhoe Bay. Ta king 

data s u b m i t t e d  by SOHIO, in submission 1 at the request 

of the legislature, and very roughly what i t .turned up was 

that if one applies the present system, that is the three 

factor a p p o r t i o n m e n t  s y s t e m  w i t h  sales and property, and 

payroll, w h a t  you turn up in the way of income apportion 

to A l a s k a  is r o u g h l y  one quar ter of what the produc ing 

income and the p i p el ine income would be. Saying that another 

w ay - if the p r esent s y s t e m  were applied to Prudhoe, using 

as I say, data s u p p l i e d  by SOllIO, what you w o u l d  get is an 

effective rate of t a x ation instead of som ething like 9.4% 

an e f f e c tive rate of taxation, roughly a quart er of that, 

two to two and a hall: percent, so there are o b v i ously problems 

w i t h  the present system, and as I say, I won't burden you 

with too m u c h  of that as I think by this time it's fairly 

well kn own by everyone.

Page 3
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Now, you at the p r e s e n t  time have before you three different 

bills, b a s i c a l l y  two d i f f e r e n t  approaches, but three different 

bills desig n e d  b a s i c a l l y  to deal with this p r oblem of the 

i n a p p r o p r i a t e n e s s  of the prese nt formula. The first is the 

bill s u b m i t t e d  by the Governor, and this comes out of the 

w o r k  of P r o f e s s o r s  Z e i f m a n  and Ainsworth, and a report done 

by the Dep art m e n t  of Revenue. This is SB 236, and HB 322.

We b a s i c a l l y  feel that this is quite an imaginative and new 

approach, and involves b a s i c a l l y  two features: A  change in

the tax base, and a m o d i f i c a t i o n  of the a p p o r t i o n m e n t  formula. 

I'll come b a c k  to that. Second, we have a bill on separate 

a c c o u n t i n g  i n t r o d u c e d  by the subco m m i t t e e  on leasing and 

taxation, and third we have the net proceeds bill introduced 

a gain this year w h i c h  reads to similar, and I guess even 

identical, to the net pr oce e d s  tax of last year. So we have 

three bills basically, I'm going to say, on two approaches, 

and lets look at some of the pros and cons of these. I should 

say at the outset that like many things in the field of 

taxation, no one a p p r o a c h e s  his ideal here, there's no 

magic a n sw er to this that's going to come out, and one 

a p p r o a c h  is not just g oing to stand out that is u n i quely 

b ette r than any other one. It's just not the case. So 

there's clear ly room for debate, and for your careful look 

at these approaches. So first lets look at this Governor's 

bill c o mi ng out of the Z e i fman and A i n s w o r t h  work.
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Basically, as y o u  see, there are two features to this legislation. 

One is a change in the tax base, and the s e cond is a change, 

as I say, in the a p p o r t i o n m e n t  factors themselves. The p r esent  

system as y o u  p r o b a b l y  know, uses federal taxable income.

That's its base, and takes a p o rtion of that federal taxable 

income. This n e w  p r o p o s a l  involves a s witch to b o o k  net income 

before income taxes as r e p o r t e d  by oil companies to their 

stockholders. Now, there are certain cl earcut advantages 

or pros for the Stat e in this switch in tax base from 

taxable income to b o o k  net profits. First of all, 

figures are readily avail a b l e  from annual reports. This 

concept of income is r e p o r t e d  by most companies or at least 

most of the m a j o r  co mpanies that will be o p e r a t i n g  as oil 

p roducers in Alaska. Second, as you will  hear, I'm sure, 

from P r o f essor Z e ifman and from the Revenue Department, 

there are fewer so c alled erosions than in federal 

taxable income, that is under federal taxable income rules 

there are various kinds of generous a c c o u n t i n g  rules allowed 

to c ompanies w h i c h  w o r k s  to reduce the amount: of income 

on w h i c h  they pay taxes, and you're fairly familiar w i t h  

this too, I'm sure. Such things as intangible drilling 

expenses are under federal tax law, can be treated as 

expense items, not as capital items, and this involves large 

write-offs. The federal g overnment allows accele r a t e d  

deprec i a t i o n  and so on, and companies in Jicir book a c c o u n t i n g
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rarely, if ever, e x p e n s e  intangibles or use accelerated.

They use n o r m a l  kinds of d e p r e c i a t i o n  u n d e r  n ormal a ccounting 

rules. So v e r y  c l e a r l y  s w i t c h i n g  in this d i r e ction results in 

a h i g h e r  tax base than federal taxable income, and this o b v i o u s l y  

throws up m o r e  inco me to the State of Alaska. But switching 

from taxable income to debt b o o k  income does have problems.

It is not w i t h o u t  problems. I'll just enume r a t e  a few of these. 

L ater we can talk about these in m o r e  detail. Even w i t h i n  

a c c e p t a b l e  a c c o u n t i n g  pri nci p a l s  there's a certain flexability, 

obviously, to c o m p anies in respect to h o w  they report income, 

the ki nd of d e d u c t i o n  and so on. In ventory gains and losses 

are often treated d i f f e r e n t l y  by companies, and they have 

some choice in this. C u r r e n c y  changes, h o w  they are a f f ected  

by curren cy changes, gains and losses, they are often treated 

d i f f e r e n t l y  by companies. Incidentally, some of these factors 

w h i c h  result ed in d i f f e r e n t  kinds of a c c o u n t i n g  don't always 

even show up in c o m p a n y  annual reports. If they're not material, 

they may not even be s t a t e d  w i t h i n  a company annual report.

One w o u l d  p r o b a b l y  have to go b e y o n d  that, if one w a n t e d  to 

see the effect of these fiictors. There is also a certain 

amount of flexibility in a c c o u n t i n g  for write-offs. W h e n  

does one real ize a loss, if one has some sort of v e n ture  

that is g o i n g  bad, at what point do you w r i t e  the thing 

off as a total loss? T h e r e  is a certain amount of flex ibility 

in this. C o m p anies at times will use w h a t  is sometimes
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called Che " blood bath " a p p r o a c h  to accounting. W h e n  things 

r e all y go wrong, and y o u  have a lot of losses, there is a 

te n de ncy to just w r i t e  it all off in one year, and take all 

the bad at one time. Of course, the c o m p a n y  d oing this, 

it w o u l d  effect the tax base that A l a s k a  w o u l d  be looking 

to in this approach. But, I don't think any of these w h i l e  

they p r e s e n t  problems in s w i t c h i n g  to b o o k  income are p r o b a b l y  

disabling. R e v i s i o n s  could also be a problem. C ompanies 

at times change a c c o u n t i n g  procedures, and w i l l  then r evise  

their book income and various parts of this b a c k  through time, 

and this w o u l d  cause pr oblems also if one does this, if there's 

a later revision, do you then change your tax base, and so on.

So this presents problems. I think perhaps, a more serious 

p r o b l e m  in g o i n g  to p r e - t a x  b o o k  income has to do w i t h  how 

one arrives at that. Now, n o r m a l l y  p r e - t a x  income, if you went to 

a c o mpa ny a nnual report, what you w o u l d  do was take net income 

after taxes and add back all income tax payments, and that's 

a p p a r e n t l y  w h a t  is p r o p o s e d  here in this piece of legislation.

That w o u l d  include all income taxes i n c l uding  income taxes 

paid to foreign governments. This looks to us like it could 

really p r esent  problems, and it raises que stions about what 

sort of a tax base you are really r e a c h i n g  w h e n  you look 

at p r e - t a x  b o o k  net income. If you'll take the annual report 

of a c o m p a n y  like E X X O N  w h i c h  is going to be an o p e r a t o r  in 

Prudhoe Bay, is g o i n g  to be a produ cer there, also a c o m p a n y  

that has very large fore ign operat i o n s  and pays very large
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foreign income taxes, it is v e r y  i n t e r e s t i n g  to see what 

has h a p p e n e d  in the past to those foreign income taxes, and 

then I wou ld like to talk about what m a y  happen in the future 

to foreign income taxes and h o w  this m i g h t  effect the tax 

base that you'd be u s i n g  if y o u  shoul d go to net b o o k  income 

under your  a p p r o p r i a t e  income tax.

If y o u  look at the annual report of E X X O N  or any other 

oil company o p e r a t i n g  in the foreign field, what you  will 

find is that over the pas t few years, and p a r t i c u l a r l y  

the years '73 and '74, there was a v e r y  sharp buildup  

in foreign income tax payments. That is tax payments to 

foreign p r o d ucing  gov ern m e n t s  such as the Saudi-Aribs in 

Iran, and so on, and the result of this huge increase 

in foreign income tax payments this bid build up, as you 

all know, had to do w i t h  the increase in OPEC prices.

OPEC d i c t ated very s u b s t a n t i a l l y  h igh er prices. These 

h i ghe r prices were o b v i o u s l y  not intended to benefit 

the companies, but to benefit the p r o d u c i n g  governm ents 

themselves, and so what the p r o d u c i n g  gover n m e n t s  did 

was take a large part of this income g e n e r a t e d  by the very 

m u c h  higher prices and tax it away from the oil companies 

in the term of income taxes. Some of it they called 

royalty, some of it they called income tax, but there was 

a very large income tax compo nent to this, and this re sulted 

in very large increases in foreign  income tax payments
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by oil companies. And, if A l a s k a  h a d  bee n on this s ystem 

w h i c h  involves u s i n g  b o o k  income, w h a t  w o u l d  have h a p p e n e d  

over these years is that A l a s k a  w o u l d  have b e n e f i t e d  from 

a huge increase in p r e - t a x  income from a c o mpany such as 

EXXON, and this w o u l d  h a v e  r e s u l t e d  in large part 

not after tax pro fits E X X O N  earned, but b e c a u s e  of its 

income tax payments to f o reign government. So Alaska, 

over this period, w o u l d  have b e n e f i t e d  from a v e r y  short run 

up in p r e - t a x  income b e c a u s e  of income tax payments by oil 

companies to foreign governments. It w o u l d  have w o r k e d  to 

the b e nefi t of Alaska, had A l a s k a  b e e n  on this system.

But now, if we look ahead, we find the c o n c e s s i o n  terms 

are c h a nging in the m i d d l e  east and elsewhere, and almost 

all foreign areas. Foreign g o v e r n m e n t s  have increasi ngly 

taken control of p r o d u c i n g  ope rations themselves. When 

the companies remain, they remain as p roducers and operators, 

but they serve in i n c r e a s i n g l y  different roles. They serve as 

contractors, not as concess ionaires, and under this new 

type of system, payments to the p r o d u c i n g  governm ents 

tend not to be in the form of income tax, they tend to 

be in terms of p u r c h a s e  of oil, p u r c h a s e  at m arket prices 

w i t h  the companies being c o m p e n s a t e d  in terms of service 

Ceos Cor their c o n t i n u i n g  o perations in these countries.

So what is b e g i n n i n g  to happen is these huge payments 

to foreign p r o d u c i n g  g ove rnments are i n c r e a s i n g l y  not 

called income tax payments, they are ca lled purchases,
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purcha ses of oil from the Saudi A r a b i a n  State Oil Company 

for example, and a l r e ady if you look at the annual report 

of a comp any like EXXON, you w i l l  see that we have a 

d e c l i n e  a l read y in 1975, and I guess w h e n  the 1976 annual 

report of E X X O N  is out, you will  find anothe r decline in 

foreign income tax payments, so what had h a p p e n e d  in 

f o rei gn oil m a r kets  w o u l d  have w o r k e d  to the benefit of 

A l a s k a  over the past few years, but n o w  w o u l d  be w o r king 

in the other direction. That is E XXON m a y  have a relat i v e l y  

const a n t  after tax profit on its foreign prod ucing operations 

in co untries such as Saudi Arabia, but its p r e -tax  will be 

going down. Why? Because it won't be m a k i n g  income tax 

payments to the Saudi's or other foreign governments. It 

w i l l  be p u r c h a s i n g  oil and this w o u l d  effect the pre-ta x 

profit. So you could have a d e c l i n i n g  base from this kind 

of thing.

Now, I dwelled at some length on this because it's interesting. 

What it demon s t r a t e s  is that w h e n  you use this approach, 

you do have some problems, and you have things h a p p e n i n g  

o u t s i d e  A l a s k a  w h i c h  effects the tax base that you are going 

to r each an a p p o r t i o n  part of, but it's very m u c h  affected 

by the things that have nothing to do w i t h  p r o fit ability 

in Alaska. And this, I think, the foreign income tax things, 

are a good illustration, and they are an important one,

Page 10
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and chat's w h y  I spent some time w i t h  this. So under this 

kind of s y s t e m  y o u  w o u l d  have things eff ecting net book 

income that r eally have v e r y  little to do w i t h  Alaska, 

and this is s o m e t h i n g  of a problem, and one doesn't k n o w  

for the future h o w  these v a rious kinds of changes w o u l d  

effect it, and w h a t  I'm talking in foreign income taxes 

p r o b a b l y  w i l l  w o r k  to the d i s a d v a n t a g e  of Alaska. Other 

things that w e  m a y  k n o w  n o t h i n g  about could w o r k  the other 

way. So m o v i n g  to b o o k  income as a concept had truly some 

advantages. Y o u ' l l  have o b v i o u s l y  a h i g h e r  income that 

you are trying to take a part of, but it's not w i t h o u t  

problems. We can discuss those more at some later point.

The second part of this a p p ro ach has to do wit h a change 

in the a p p o r t i o n m e n t  formula. What has been suggested 

here in the l e gislatio n is c h a n g i n g  from sales to extraction, 

and there are some very clear advant ages to A l a s k a  in this 

obviously. The e x t r a c t i o n  isn't o r i e n t e d  m e a s u r e d  and is 

p r o d u c t i o n  m e a s u r e d  in Alaska, and is o b v i ously more 

a p p r o p r i a t e  than a m e a s u r e  such as sales wh ere a large 

part of sales of crude oil in A l a s k a  are not made 

w i t h i n  Alaska, but they are m a d e  w i t h o u t  Alaska. So this 

kind of a m ove w i l l  clearly a p p o r t i o n  m o r e  income to Alaska, 

and is c e r t ainly  a step in the d i r e ction of higher appropr iate 

income tax rec eipts for the State of Alaska. Now here again, 

a l t hough this step o b v i o u s l y  works in the direction of 

favorin g A l a s k a  and h i gh er income tax payments to the State,
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there are te chnical problems as w e l l  that you should be 

aware of, and e s p e c i a l l y  in foreign areas. Net produc t i o n  

of com panies is n o t  always so easy to define, and net 

p r o d u c t i o n  as set out in the annual reports of the oil 

c ompanies m a y  not quite m a t c h  Alas k a ' s  definition. The 

l e g i s l a t i o n  b e f o r e  y o u  does define net income in certain 

s p e c i f i e d  ways. The p r o d u c t i o n  figures that y o u  get from 

the companies m a y  not always match, and there m a y  be 

p r o b lems of m e e t i n g  you r definitions, e s p e c i a l l y  in foreign 

areas such as Indonesia, for example, w h e r e  companies w o r k  

under contracts. The concept of net p r o d u c t i o n  is not the 

same as the simple s ystem w h e r e  one has the simple royalty 

that one takes off, and it m a y  be diffi cult to define what 

really is net production. What is pro duc t i o n  of a company? 

What is p u r c h a s e d  oil? So that m o v i n g  in this dire ction 

has some benefits for the State, but it o b v i o u s l y  is not 

w i t h o u t  problems.

In general, we feel that this approach, this one and rather 

novel n e w  a p p r o a c h  for the State has c e rtain advantages.

I sum these up by s aying it will clear ly increase Alaskan 

tax revenues. It wor ks better in a sense, and why it does 

is quit e obvious. Book income is higher than taxable income. 

E x t r a c t i o n  is a b e t t e r  m e asure than sales, so you throw up 

more income to Alaska. -If you throw up m o r e  income it
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o b v i o u s l y  means you are m o v i n g  closer, hopefully, to g e t t i n g  

s o m e thing  like 9.4% of what w i l l  be the p r o d u c i n g  income 

in Alaska. And a l t h o u g h  the a d m i n i s t r a t i o n  end of it is not 

quite so simple as it looks, initially, and for some of the 

reasons that I've set out here, it o b v i o u s l y  has some 

a d m i n i s t r a t i v e  advantages over other approaches. It is somewhat 

simpler, and this is c e r t ainly an a d v a n t a g e  in this approach.

N o w  the real b asic  d i s a d v a n t a g e  that w e  feel to this w h o l e  

a p p r o a c h  is that w hile it w o u l d  get h i g h e r  income a p p o r t i o n e d  

in Alaska, one doesn't really k n o w  out of this system, h o w  

close one w o u l d  get to true p rofitability. That is, h o w  

m u c h  income in A l a s k a  and how close that is to what seems 

to be exten s i v e l y  p r o f i t a b i l i t y  in Alaska. This is very 

d i f f icult  to know, ve ry difficult to k n o w  h o w  close it is.

In total and company by company, it's difficult to k n o w  how 

the thing will a c t ually work.

We oursel ves tried a very simple a p p r o a c h  to try to see h o w  

close it would come, and what we did, and anyone can do this, 

if one takes the annual reports to say, the three major 

companies that will  be p r o d u c i n g  on P r udhoe Bay, ARCO,

EXXON, and SOllIO, takes the latest dat a a v a i l a b l e  for 

them, and that's the 1975 annual reports of these companies,

(the 1976 one is not out), and then s i m p l y  adds to that data 

for P r u dhoe Bay, profitability, production, and so forth 

for Prudhoe Bay, and r ather than m a k e  our own es timates
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for that, again we turn to the data s u b m i t t e d  by SOHIO, 

in SOHIO s u b m i s s i o n  1, so w h a t  w e  a t t e m p t e d  to do was 

simply c o m b ine thr data for P r u d h o e  B a y / A l y e s k a  as containe d 

in S OHIO s u b m i s s i o n  1, w i t h  the company'-s latest annual 

r epor t data, and then a t t e m p t e d  to see h o w  this n e w  approach 

w o u l d  w o r k  that is u s i n g  as our tax b a s e  p r e - t a x  book incc 

and then u sing a p r o p e r t y  factor, p a y r o l l  factor and an 

e x t r a c t i o n  factor, and this is a v e r y  r o u g h  a p p r o x i m a t i o n  

obviously, but w h a t  h a p pen s w h e n  one does that, y ou find 

out that this a p p o r t i o n m e n t  f o r mula does not app ortion 

all the income that is a s s u m e d  for P r u d h o e  Bay and Alyeska.

It does not appo rtion it all, and m o r e  i n t e r e s t i n g  than that, 

w h a t  you get is if you look at the three companies, just to 

see h o w  three companies of this type w o u l d  fare under this 

system, you get quite d i f f e r e n t  results for the different 

companies. That is, some companies, at least one of the 

c o m p a n i e s , you w o u l d  get a fairly h i g h  p o r p o r t i o n  of the 

income e a r n e d  in A laska by this approach. F r o m  another 

company, you w o u l d  get quite low p e r c e n t a g e  of it, so 

that one could, at least this little i l l u s t r a t i o n  suggests, 

that one could have c o m p ani es w i t h  e x a c t l y  s i milar operations 

in A l a s k a  such  as for e x ampl e A R C O  and EXXON, and get very 

d i f f e r e n t  tax liabilities for the two companies, and we 

think this looks to be a p o t e n t i a l  disadv antage. You say 

this is onl y an i l l u s t r a t i o n  and one d o e s n ' t  k n o w  what 

w o u l d  be thrown out of this approach, but it does suggest
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