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LEGISLATIVE AFFAIRS AGENCY

MEMORANDUM April 1, 1978
SUBJECT: SCS CSHB 322 and ultistate Compact

TO: The Honorable Kay and

FROM: Gregg K. Erickson

Director of Rese

Several weeks ago, Mr. John Warren testified before your committee and
suggested that adoption of the Senate committee substitute for HB 322
would jeopardize Alaska®s membership in the Multistate Tax Compact. As
you requested at that time, an analysis of these assertions has been
prepared and is enclosed herewith (memorandum of March 31 from Mr. Berry
to me). A January 26 memorandum on the same subject is also enclosed.
An even earlier memorandum is available in our files.

All these memoranda indicate fairly clearly that adoption of either the
proposed or existing Senate committee substitutes for HB 322 would not
jeopardize the state"s membership in the multistate compact. Tne last
paragraph of each memorandum contains a fairly concise summary or its
findings.

Please let us know if you wish to have these memoranda circulated to
other members, or if you believe additional work is needed in this area.

GKE:=jm
Attachments
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LEGISLATIVE AFFAIRS AGENCY
MEMORANDUM March 31, 1978
SUBJECT: Membership in the Multistate Tax Compact
(Work Order No. 4448 - Part 11)
TO: Gregg K. Erickson
Director

Division of Research Services

FROM: Randolph Berry
Legislative Counsel

The question continues to be raised as to the effect on
Alaska®™s membership in the multistate compact of the en—
actment by Alaska of a statute mandating specific accounting
and allocation of income methods for corporations engaged in
the production of oil and gas iIn the state.

As this question has been raised and discussed by various
legislative and industry consultants with inconsistent or
conflicting answers, it is felt that it would be worthwhile
to continue and elaborate on my memorandum on that subject,
dated April 28, 1976, to Gregg Erickson, with an attempt to
clarify the current state of the law and the practice of
allocation of income from oil production in other oil
producing states.

There are presently nineteen states which have adopted or
joined the Multistate Tax Compact (referred to hereinafter
simply as the "compact?I .1/ Of the twelve major oil producing
states, 2/ six in addition to Alaska have joined the compact 3/
and five~lrave not.4/ Of these same twelve oil producing
states, ten have income taxes on corporate income; 5/ and of
these ten, six are members of the compact. 6/ Of the six

oil producing states, in only three has there been litigation
on the issue of allocation of income from extractive industry
under the compact or UDITPA formula versus separate accounting
or other modification of the statutory formula. The litigation
in two of these states 7/ involved section 18 of Article 1V
(the "relief provision®T, 1in the third, the litigation

turned on the issue of whether or not the business was

unitary in nature, 8/ and the "relief provision”™ was not

raised by either si3e.
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Of the four significant oil producing states which do not

belong to the compact but do impose an income tax on corp—
orations with statutory allocation formulas, 9/ one now has

a statute which specifically provides that "the income from

oil production shall be allocated according to the location

of the producing property.™ 10/ 1In a second, the court has
upheld the requirement of separate accounting for oil production
on the ground that the statutory three-factor formula 1is

manifestly unfair to the state. 11/ In the other two, no
cases involving departure from the statutory formula was
found. Thus it can be seen that there is currently a wide

disparity of allocation provision and practice even in the
twelve states with the most significant oil production.

In considering whether separate accounting is permitted to

be used or may be imposed by a compact state on a business
taxpayer involved in business activity in more than one

state, 1t should be borne in mind that the determination

may occur in two stages; and either stage may resulc in a
decision that separate accounting 1is permissible (or conversely
that the party requesting separate accounting has not made

the necessary showing).

The first stage turns on the question of whether the business
activity in the particular state 1is separate in nature from
the taxpayer®s business activity in other states, or whether
it 1s part of a "unitary"™ business. The definition of what
is a "unitary"” business varies from state to state, which

has lead to inconsistencies between member states in the
application of the mulitstate compact. However, for a rough
working definition, one might say that a unitary business 1is
one in which the business activities of the taxpayer 1in
several states are so interrelated that each part is dependent
on the parts occurring in other states.

If the business activity is unitary, then the compact pro—
visions would be applicable to that business activity, and
allocation would occur under the three-factor formula, unless
relieved under the second stage of the determination.

If, on the other hand, the taxpayer®s business activity 1in
the particular state is essentially separate and distinct
from his activity in other states, then separate accounting
would be appropriate, and the compact formula would not be
applicable.
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If the business activity falls within the definition of
"unitary"” as in effect in the particular state, separate
accounting may still be permissible for, or required of,
that business taxpayer if it i» determined, tinder the
"relief provision,” that the three-factor compact formula
"does not fairly represent the extent of the taxpayer®s
business activity" in the state.

Whereas the first stage determination of whether a multi—
state business activity is "unitary"” might be viewed as a
decision at the front door of whether the taxpayer enters
into the compact®"s coverage, the determination made at the
second stage (under the "relief"” provision) 1is one of
whether a taxpayer, already determined to be covered by the
compact, leaves 1its coverage out the side door.

Of the cases discussed in the memo of January 26, 1978, the
two California cases - Superior Oil Co. v. Franchise Tax
Board, 386 P.2d 33 (Col. 1963) and Honolulu Oil Corp. v7
Franchise Tax Board, 386 P.2d 40 (1963), and the Kansas case
Webb Resources, 1Inc. v. McCoy, 401 P.2d 879 (1965), [decided
prior to Kansas®™ entry into the compact], all involved the
threshold question of whether or not the business activity
involved was unitary in nature, and the question of fairness
of the statutory formula was not raised. In both the Utah
case Kennecott Copper Corp. v. State Tax Commission, 493
P.2d 632 (1972) and the Louisiana case - Texas Co. v.
Cogper, 107 So 2d 687 (1959) [although Louisiana is not a
member of the compact, its statutory formula parallels that
of the compact] the question was decided on the basis of
whether the statutory formula fairly represented the taxpayer”s
business activity in the state, and in both instances it was
determined that it did not.

Since the decision of the Webb case in Kansas, which upheld
separate accounting of oil production in the state, Kansas

has joined the compact (1967) , and the question of separate
accounting has again been litigated in Amoco Production

Co. v. Armold, 518 P.2d 453 (1974), this time on the question
of whether the compact®s three-factor formula fairly represented
Amoco"s oil production business 1in Kansar. Although John S.
Warren, 1in a position paper, relies on the Amoco case for

the proposition that oil companies are not excludable from

the compact (p. 4), the case did not in fact contain any

such holding. The court did say that although the legislature
had chosen to specifically exclude certain businesses fronm
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the Uniform Division of Income for Tax Purposes Act, it had
not chosen to exempt oil companies. However, the holding of
the case was based on the fact that the tax administrator
had misinterpreted the Act; and the case was remanded for
further proceeding by the tax administrator on the question
of whether the UDITPA formula fairly represented the extent
of the taxpayer®s business activity in Kansas. The court,
(contrary to the impression given by Mr. Warren), recognized
that if the tax administrator found that the formula did not
fairly represent the extent of Amoco®s business activity in
Kansas, then departure from the formula was appropriate; and
the use of separate accounting was one of the authorized
alternatives.

From the above discussion, it should be evident that there

is no clear authority for the statement that Alaska®s en—
actment of HB 322 in any of its versions would jeopardize
Alaska®s membership in the Multistate Tax Compact. Absolute
uniformity 1is not required by the compact; its own provisions
recognize the need for some flexibility on the part of state
tax administration. The court in the Kennecott case recognized
that the compact formula might be 1inappropriate to

certain industries unless modified, and the Kansas court in
Amoco impliedly recognized the legislature®s authority to
exclude specific businesses or industries as is proposed 1in
HB 322.

RB:jpd
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1/ Alaska, Arkansas, California, Colorado, Hawaii, Ildaho,
Kansas, Michigan, Missouri, Montana, Nebraska, Nevada, New
Mexico, North Dakota, Oregon, South Dakota, Texas, Utah, and
Washington.

2/ Alaska, California, Colorado, Florida, Kansas, Louisiana,
Mississippi, New Mexico, Oklahoma, Texas, Utah and Wyoming.

3/ California, Colorado. Kansas, New Mexico, Texas and
Utah.

4/ Florida, Louisiana, Mississippi, Oklahoma and Wyoming.

5/ Alaska, California, Colorado, Florida, Kansas, Louisiana,
Mississippi, New Mexico, Oklahoma and Utah.

6/ Alaska, California, Colorado, Kansas, New Mexico and
Utah.

7/ Kennicott Copper Corp. v. State Tax Commission, 493 P.2d
5'32 (Utah 1972) ; Amoco Production Co v. Armold., 518 P.2d 453
(Kansas 1974).

8/ Superior Oil Co. v. Franchise Tax Board, 386 P.2d 33
XCalif. 1963) and the companion case Honolulu Oil Corp. v.
Franchise Tax Board, 386 P.2d zi0 (CaliF! 1963) , decided
under UDITPA priorto California®s entry into the Multistate
Tax Compact.

9/ Florida, Louisiana, Mississippi and Oklahoma.

10/ Oklahoma.

11/ Louisiana - Texas Co. v. Cooper, 107 so 2d 687 (1959).
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January 26, 1978

MEMORANDUH

SUBJECT: Impact of Proposed Changes in Corporate Income
Tax Treatment of Oil and Gas Operations on
Alaska Membership in the Multistate Tax Compact
(W. 0. 4448)

TO: The Honorable John Rader
FROM: Gregg K. Erickson

Director
Division of Research Services

/ y

The attached memorandum responds to your questions proposed
above Work Order. The brief answer to your question is that neither

the "franchise tax', '"'direct accounting', or "4th-factor' approaches are
likely to be construed as a breach of the multistate tax compact.

in the

In accordance with your instructions we are forwarding a copy of this
memorandum to the Department of Revenue for comment.

GKE:ftc
Attachment

b

cc: Attached memoranda to John Messenger,
Deputy Commissioner of Revenue

AGO 547918



Juneau, Alaska 99801
Phone 586-2323

February 14, 1978

The Honorable Kay Poland

Chai rman

Senate Resources Committee
Alaska State Senate

Pouch V, State Capitol Building
Juneau, Alaska 99811

Dear Senator .Pol-and : -

Because of the long list "of technical witnesses who have
appeared and testified on the oil and gas corporate fran-
chise tax (SCS/CS HB 322), 1 have decided to conserve your
Committee™s time by putting our views on this proposal

in wri ting.

As you know, 1 have attended almost all the hearings

on this 1important subject. However, | have yet to hear
anyone justify the need for this legislation which

Robert Moore of Arthur Anderson®s Accounting Firm testified
would skyrocket Alaska®"s tax load to 61% higher than the
national average and increase by $1.9 billion the cost

to the oil industry over the 25 year life of Prudhoe Bay.
Certainly it would be difficult for the State to argue

we need the added income to operate government in view

of pending legislation dealing with the "Permanent Fund."
In the Administration®s bill on the fund, HB 298, they
proposed setting aside 50% of all royalties, and 100%

from bonuses to operate®"the Permanent Fund. The House
version, HB 596, calls for depositing 30% in the fund of
royalties, and 100%of bonus monies, while the Senate
version calls for a split of 25% royalties and 25% bonuses.

My point is, if the Administration and the legislators feel
we can set aside these substantial funds, in a so called
"people®s savings account”™, then certainly additional

taxes are not needed or justified.

AGO 547919
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Senator Kay Poland, Chairman
Senate Resources Committee
Page Two

February 14, 1978

The Alaska State Chamber of Commerce Tfirmly believes

that every industry should pay their TfTair share of
supporting needed state government services. With the
oil industry presently providing over 60% of the State~s
operating 1income, certainly it would appear that they are
paying their share, and then some.

Our statewide membership 1is representative of all of
Alaska®s basic industries: fishing, timber, minerals,
as well as oil and gas. My concern 1is that if this oil
tax legislation were to pass, and it resulted iIn put-
ting, to any degree, a damper on Ffuture exploration for
energy resources, other industries would quickly be
called upon to pick up the slack and carry a heavier
burden of taxation.

With the many problems presently facing all of Alaska“s
basic i1ndustries, the need now 1is for encouragement, not
additional obstacles in their path to expansion.

The Alaska State Chamber requests you reject this costly,
unneeded legislation proposed iIn SCS/CS HB 322.

Thank you Tfor this opportunity to state our position for
te record.

Sineerely,

Don Dickey
Presi dent

DD :rh
cc: All Alaska State Senators
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JUNEAU. ALASKA 99811

TFFiH [LEdOgILOTGDA
LEGISLATIVE AFFAIRS AGENCY

MEMORANDUM January 31, 1978

SUBJECT: Arthur Andersen & Company Oil Tax Study (W.O. #4812,
partial)

TO: The Honorable Russ Meekins

FROM: Richard G. Haggart/Nin-="

Research Analyst

This memorandum is in response to your request that we analyze the
Arthur Andersen & Co. report of January, 1978 (‘'Prudhoe Bay Field and
Trans-Alaska Pipeline System Comparative State Tax Burden Study'), and
the issues raised therein. Generally, you requested that we examine the
following points:

1. The general accuracy of the Andersen report.
2. The applicability of its findings to Alaska.

3. Whether or not the Andersen study is an accurate
representation of Alaska®s tax burden on the oil
industry generally (as opposed to an isolated considera-
tion of Prudhoe Bay).

4. What other factors, if any, might modify or affect the
conclusions reached in the Andersen study.

The Andersen Report

The Arthur Andersen report compares the relative tax burden on the

Prudhoe Bay field and the trans-Alaska pipeline, of Alaska and seven

other oil producing states -- California, Kansas, Louisiana, New Mexico,
Oklahoma, Texas, and Wyoming. To make this comparison, Andersen developed
a pro forma income and expense model for the Prudhoe Bay field and the
pipeline for the period 1977-2001, based generally on publicly available
data. The tax regimes of the seven other oil producing states were then
transplanted to Alaska and applied to the Prudhoe Bay oil field and the
Alyeska pipeline over the 25 year period. The results were then tabulated,
and compared to the taxes which Andersen estimated would be paid under
Alaska®s current tax laws.
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The study indicates that, given Andersen®s assumptions, Alaska®s tax
system would generate the greatest amount of revenue from the Prudhoe

Bay field and the pipeline of the eight states considered. In general3

we believe the Andersen study represents an accurate appraisal of the
relative impact of Alaska®"s tax system on one oil field and its associated
pipeline system. It is notj however, an accurate representation of the
relative position of Alaska 3 oil tax system generally. This last
comment should not be considered a critique of the Andersen report

per se, since the company performed only that analysis which was re-
quested by its clients. As was noted above, we believe the Andersen
report Is an accurate response to the precise questions that were raised —
however narrow and incomplete such questions might be, in terms of
determining the tax "burden™ imposed by Alaska, and the effects of this
"burden™ on corporate incentives to find and produce oil iIn the state.

Outlined below are some of the major issues, which, iIn our judgment,

must be considered in determining Alaska"s relative position in terms of
state taxation of oil and natural gas. Because of time and resource
limitations, the material set forth belnw cannot be considered definitive.
Instead, we believe it should serve as a starting point in considering
the issues raised by the Andersen report and recent associated industry
statements regarding Alaska"s tax structure. We intend to pursue this
analysis and will report further within the next two weeks.

Alaska®"s Taxes Outside Prudhoe Bay

By limiting the Andersen study to Prudhoe Bay and the trans-Alaska
pipeline, an important aspect of Alaska®"s tax policy was omitted.
Specifically, the state of Alaska imposes a progressive severance tax,
designed to impose higher tax rates on profitable fields and production
and much lower rates (or none at all) on less profitable production.

By focusing on Prudhoe Bay, with very high per-vw/ell productivity, Alaska"s
severance taxes emerge at very high levels. According to the Andersen
study, the effective rate of severance taxation imposed by Alaska on
Prudhoe Bay is 11.2% over the life of the field.*

Alaska®s relative position in terms of severance taxation, as calculated
by Andersen & Co., is shown in Table I.

*We currently have underway an analysis of the extent to which this
assumption departs from current expectations.
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Hon. Russ Meekins January 31, 1978

Table 1
Relative Severance Tax Burden on Prudhoe Bay Oil 1977-2001

Sta te Aggregate Severance Tax Collections % Gross Value
Louisiana $5.7 billion 12.5%

New Mexico $5.4 billion 11.4%
Alaska $5.1 billion 11 .2%
Oklahoma $3.2 billion 6.97%
Texas $2.2 billion 4.6%
Wyomi ng $1.9 billion 4_0%
Source: Arthur Andersen & Co. report "Prudhoe Bay Field and Trans-

Alaska Pipeline System Comparative State Tax Burden Study",
January, 1978.

In contrast, however, a similar analysis of Alaska®s tax burden on Cook
Inlet (calculated for the years 1978-1980 utilizing the Legislative
Affairs Agency”s Severance Tax Model) results in an average tax rate of
only 4.6% — due to the much lower profitability and productivity of the
Cook Inlet fields. In contrast, Louisiana’s tax rate on Cook Inlet
would remain at 12.5%, New Mexico®"s would increase somewhat to 12%, and
Wyoming®s rate would remain at 4%. The comparative severance tax burden

of the six states which impose severance taxes is shown iIn terms of Cook
Inlet in Table I1I.
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Hon. Russ Meelcins -4~ Oanuary 31, 1978

Table 11

Comparative Severance Tax Burden
Cook Inlet Oil Production 1978--1980

(MM/Zbbl) Severance % Effective

State Cook Inlet Prod. $ Vvalue Taxes Due Rate
Louisiana 150.5 $876.4 $109.6 12 5%
New Mexico 150.5 $876.4 $104.31 1 B
Oklahoma 150.5 $876.4 $ 61.4 7.0%
Alaska 150.5 $876.4 $ 40.6 4._.63%
Texas 150.5 $876.4 $ 40.3 4_6%
Wyomi ng 150.5 $876.4 $ 35.1 4.0%

1 Sum of New Mexico®"s percentage of value tax and cents per
barrel charge.

Source: Arthur Andersen & Co. report "Prudhoe Bay Field and
Trans-Alaska Pipeline System Comparative State Tax
Burden Study", January, 1978; Alaska Effective Tax
Rate from Legislative Affairs Agency, Research Division,
Severance Tax Model.

In our judgment tables 1 and Il are significant indicators of one of the
important aspects of Alaska®s current tax structure: namely, that Alaska
imposes much lower tax rates on marginal or expensive production than do
most other states. This relative Fflexibility of Alaska®s severance tax
statute, and its ability to operate without harming the essential profit-
ability of high-cost or marginal producers, is not adequately addressed
by the Andersen study which limits its consideration to the Prudhoe Bay
field.

Another important consideration, and one that does not appear in Table 11,
is that Alaska"s tax rate on such marginal fields continued to decline

as the field"s production goes down. Hence, while Alaska"s average rate
for the 1978-1980 period covered in Table Il is 4.63%, it is declining
each year. Thus, in 1978 the rate is 4.96%, iIn 1979 it is 4.59%, and

in 1980 is down to 4.26%. In contrast, the rates of the other states Iin
the Andersen study will not change appreciably as the rate of production
in Cook Inlet declines — and consequently, would pose ever increasing

tax burdens on the producers in that field.
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Hon. Russ Meekins -5- January 31, 1978

Suitability of Alaska®"s Tax Structure

Another consideration not addressed in the Andersen report, is the

degree to which Alaska®"s tax ™™ctem has been uniquely tailored to

Alaska®s oil situation. Likt < it is at least plausible to assume that
other state"s have acted simila. .y in designing their own tax systems.
Consequently, it is useful to delineate the differences between various
producing states that have lead to such different tax structures, and to
consider how such different circumstances might make state-to-state
comparisons difficult or misleading.

Table 111 outlines one key distinction between Alaska and several other
representative producing states -- average per well productivity.

TABLE 111

Well Productivity Calendar 1975

State Average Daily Production
Alaska 947 bbl/d/well
Louisiana 64 bbl/d/well
California 21.7 bblsd/well
Texas 20.0 bbl/d/well

While certainly not the sole determinant, well productivity is a very
significant factor in determining profitability of a well. It is useful
to note that in 1975, prior to any production at Prudhoe Bay, Alaskan
oil fields produced at the highest average rate in the United States.
The only other state in the U. S. with an average well productivity over
100 barrels per day was Florida. In comparison, recent productivity
estimates of Prudhoe Bay wells indicate an average daily production of
about 5000 barrels per day — and the Department of Revenue anticipates

that in peak production, the average will be in excess of 7000 barrels
per day per well .
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Yet another comparative measure between the various states is the success
rate of exploratory ventures. Table 1V outlines expenditures for drill-
ing in calendar year 1975 for three states, along with reserves discovered.

TABLE IV

Cost of New Reserves & Field Extensions Calendar 1975
Compared with Prudhoe Bay

State Drilling Exp. Oil Found Cost/bbl Finding Cost as %

g Million) (MM/ZbLT) ($/bbl) of Wellhead Valuel

2
California $ 231.7 18.1 $12.80 100%

2

Texas $1507.6 329.9 $ 4.57 35.7%

2
Louisiana $2138.6 311.3 $ 6.87 53.7%
E

3

Alaska $3,000- 7,600 $0,395- 7% - 20.1%
(Prudhoe $8,000 $1,130
Bay)

Wellhead values for these three states were assumed to be $12.80 per
barrel for newly discovered oil. This figure utilizes the $13.30 per
barrel market value for Alaskan crude used in the Andersen

study, adjusted for a $0.50 per barrel marketing and transportation
charge. It is used for general purposes of comparison only and is not
meant to be a definitive valuation of new crude oil discovered in these
states.

Data for these three states was calculated from the Joint Association
Survey and the Basic Petroleum Data Book, both published by the
American Petroleum Institute.

3

Values for Alaska were taken from the Arthur Andersen & Co. report,
January, 1978.
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Tables 11l £ 1V are not meant to provide a conclusive demonstration of
some aggregate level of profitability of Prudhoe Bay oil. They are,
however, illustrative of several comparative measures by which relative
levels of state taxation could be compared. On the basis of the data in
the Tables, Prudhoe Bay and Alaska generally, clearly emerge as an
unusually productive oil province. For example, in 1975, even without
Prudhoe Bay, Alaska®"s per well productivity was 43 times greater than
that of California. If current Prudhoe Bay production is included, the
ratio expands to over 240 to 1 — meaning that the average California
well produces only about 4/10 of one per cent as much oil per day as

does an Alaskan well. Despite this vast disparity, Alaska®s tax level

on Prudhoe Bay is only about 8% greater than that which would be imposed
under California®s system of taxation. Again, based on return on investment
(as measured by development costs versus wellhead prices) Alaska®s oil
emerges as highly profitable production, relative to recent experiences
in other states. Thus, utilizing the Andersen data, the full finding

and development over the entire life of the field costs of Alaska oil in
Prudhoe Bay total only about 20% of wellhead value on a per barrel

basis. This can be compared with the weighted average drilling cost
(which does not include full field development expenditures as does the
Alaska figure) for the three states in Table 1V, which is 46% of the
wellhead value. It should be noted here that investment in the trans-
Alaska pipeline should not be included in these sorts of calculations,
since for comparative purposes, the carriers are earning no less a rate
of return on the pipeline than they would in any other taxing jurisdiction.
And, even if the pipeline were included in the calculation, total invest-
ment in the line and the field would still only total 41% of the wellhead
value of the Prudhoe Bay reserves 5% less than the weighted average of
the states in Table IV.

Conclusions

The Andersen study compares the Alaska tax system with seven other

taxing jurisdictions and concludes that in terms of Prudhoe Bay, Alaska“s
tax burden is the highest. For the reasons discussed above, we believe
the Andersen study is of very limited value in determining whether or
not Alaska®s tax structure is "fair” or whether it Is excessive compared
with other states.

The key element in Alaska®"s tax structure which is not reflected in the
Andersen report is the essentially progressive nature of the state"s
severance tax. It is absolutely clear that if Alaska®"s severance tax
system were transferred”™ without modification, to the other five states
that impose severance taxes (as outlined in the Andersen report) the
severance tax collections would be virtually nil in those states. This

is simply because Alaska®s current law imposes no severance tax on wells
producing less than 300 barrels per day, while the average daily production
in all states, save Florida, is less than 100 bbls/d. As a consequence,

we believe that Alaska®"s tax system would generally rank relatively low

AGO 547927



if it were transferred "as is" to other states. What does this prove
about Alaska®s 'tax burden™? In our judgment, it proves little, save
that indiscriminate transfers of state tax systems among otherwise
dissimilar jurisdictions can produce somewhat unusual -- and misleading —

results.

RGHrfc
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February 9, 1978

The Honorable Kay Poland
The State Senate

Pouch V

Juneau, AK 99811

Dear Senator Poland:

I subscribe to both the morning and evening newspapers here in Anchorage.
Frcm what I read | reach the conclusion that the oil industry pays more
than its fair share of taxes in the State of Alaska. These newspapers
and the TV news media state that Alaska taxes the oil industry the
highest of any state in the Union. There might be some argument that by
sane standards that Alaska does not tax the highest but there seems to
not be any argument by any standards that Alaska is at least second
highest in assessing taxes upon the oil industry of any state in the
Union.

These same sources of news point out that the current Legislature wants
to raise these taxes significantly higher so that, among other things,
there will be no question in anyone®s mind as to which state treats the
oil industry worst in providing an encouraging environment for the
discovery and development of additional reserves of oil. The industry
drilled only ten exploratory wells in 1977 in Alaska, a state twice the
size of Texas which drilled over 3,000 exploratory wells. The only
conclusion 1 can reach is that the Alaskan Legislature does not want the
oil industry"s presence in Alaska except on a subsistence level to where
no risk capital can be generated for a meaningful amount of exploratory
drilling.

I work in the oil industry and have done so for well over 30 years. |
have lived in Alaska six years. My family and | enjoy Alaska. 1 wish
to finish ny career in the oil industry working here in Alaska.

I want you to know that if | hear that further oil industry taxation is
passed by the legislative session or future legislative sessions, | will
express ny disgust in the voting booth and encourage ny family to do the
same. | furthermore will encourage ny friends, neighbors and business
associates including storekeepers, barbershops and all to express themselves
similarly in the voting booth. 1 will exhort ny family to encourage

their friends, neighbors, business associates, storekeepers, etc. to do

the same thing. Please make it possible for me not to have to carry out
such a threat.

Sincerely,

L. V. Gefyert
3113 Wesleyan Drive

Anchorage, AK 99504 AGO 5479 29



February 10, 1978

Senator Kay Poland, Chairwoman
fsourc%s onmlttee
Alaska State Legisiature

Pouc
Juneau, Alaska 99811
Dear Senator Poland:

The rea on for my writing. is to let you know my thoughts on the on-going debate
relatln% to ?ncreﬁ(m stabEilzmg or éecreaspng nyx Bglhng sough on %(Hg
mineralS and the

First: | amin the midale H]C% e groT p, work in a non resource 0r|ente(1 field -
health care, don't know too muc out oi] taxation, am a mo erate 0I|t|ca ly,

and feel that non-renewable resource devel H ent although perh a estr ct|ve

at tlmesblto the enivomment b|sda act 8 th| te to ?furé:o |ntrT i || anot at
reasonable energy source can e deyeloped that is affordahle to the general population.
?vve have he 9 source F(Y epdeveIﬂPed and in deve Ft) \%e ehoulg P
encoura%e the in US”%/Ivh not ma e them P ¥ through the nose at the” expense

of he consumers Who end up paying fof it (because of high taxes).

Alaska, to me, is a land of many seemal interests to sPemal mtere? r%;roups

There are very few people here who don't have a special interest, Some of these
e lal Interest rouga can contrlbute significantly to ouré base monies

will and aE ag for the ma?/servme req}ure g -income

pro ucmg spema mterest roups. As thefe are on ew grodps t at can

make thiS contribution via axes "then |t looks to that 1. we.either have

to stoR spendmg It taxes are to stax he same Increase their taxes over and

over ad over -= or tax the public higher a |gn L f Bite the tax bul é for

a while to stab|||ze taxes - so other”com am(? ln%] % k to Aaska as a (oo

?Ella(cee\}gnﬁgr%aetﬁgtti \;\I%Vﬁésl\t/e bee\rllv (t:g[glﬂanlfrom d evtvh%nd re\eer%aeglwoulfg f)re]elf?%?ggSeIH

befaltjﬁg ?rfelgmer numbers contnbutn?g a moderate amount mwather than a few pawv

S th™is only if we are going io continually rely on non-renewable resources

£~ EN _ _ on these
resources can he as great in revenue producing e 0

Tots stabilize our tax hase so investors won't be looking over their shoulders

r ;,u“"s_r«,£
another ‘direction fo lin€ someone elses pocket.
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The omt here |?] not whetheLARCO Exxon Mob|le BP and others are
making alot o mofiey here of anyuinere else. The point is thatAaska must
cont| ue to rOVI from a stable base, and that eans encoura |n% other
In US'[[)IGS | zit dition to our good workmg relationship with thie non-
renewable people In resources.

eople (me included) and the existing companies are now pa
m ggrenjtashegt taxes |n tﬂ 21at|on Franﬁ q th| R( our state |sptftll

in
erCPendln

eas aB t ere 1s some waste.” The fishing,commercia sport
Industries, L er eve Rment and 58 t warf and service Industries are
taklnﬂ a back seat In bel

tr; encourage on% as We continue to change
and Increase taxes, the situation IS going to become worse.

Some

structure, | hope that you will consider my points.

ust a reqular tax power, who lacks the sophistication of totall understandin
this mdle compleg R P y g

Thank you for your consideration.

Chnsto#her Beardsle
1412 Annapolis r|ve
Anchorage, Alaska 99504

cc. Sen. Chanc
Sen. Pete R//Ie ano‘
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TABLE 1

Net Income Tax Liability in Prudhoe Bay Under Present
Tax lan.", and Under Proposed CS for CS for HB 322 (Resources)
(S Thousands)

Pre-Tax Net State Income Tax Federal Income Tax lotal Income Taxes_

Current State

Income Tax* $37,294,000 S1,539,000 $17,152,000 $18,701,000
Effective Rate

on Pre-Tax NA 4._.1% 46% 50.1%
Income Tax

Under Proposed

Substi tute” $37,294,000 53,505,000 $16,218,000 $19,724,000
Effective Rate

on Pre-Tax NA 9.4% 43 .5% 52.9%
Net Change in

Liability3 NA +51,967,000 ($944,000) +$1,023,000
Net Change in Rate NA +5.3% (2.5%) +1.8%

1 Pre-tax net income and estimated state income taxes from Prudhoe Bay and the trans-Alaska
Pipeline system are taken from the Arthur Andersen & Co. report of January, 1978. Federal
tax liability is assumed to be 48% of pre-tax after deduction of state income taxes. Total

taxes are the sum of state and federal taxes.

~ Pre-tax not income is taken from the Arthur Andersen & Co. report of January, 1978. State
income taxes were calculated as 9.4% of pre-tax net. Federal income taxes were assumed
to be 48% of pre-tax after deduction of state income taxes. Total taxes are the sum of

state and federal income taxes.

3 Net changes in tax liability represent the increase (or decrease) in tax liability for
state, federal and total income taxes under the proposed substitute.
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companies

State

ederal

Government

nmi

TABLE 1

Impact of Proposed CS for CS HB 322 (Resources)
On Relative Prudhoe Bay Net Revenue Shares
($ Millions)

Existing Statute Proposed Substitute

Net Revenues Per Cent Share Net Revenues Per Cent Share
$18,593 35.2% $17,570 33.2%
$17,086 32.3% $19,053 36.1%
$17,162 32.5% $16,218 30.7%

Net Change
Change in Per Cent Change
Revenues in Revenues
($1,023) (5.5%)
+%$1,967 +11.5%
($944) (5-5%)

Based on Arthur Andersen & Co. report of January, 1978. State revenues include all royalties and taxes.

Federal

revenues are assumed to be 48% of pre-tax income after deduction of state

income taxes. Net revenues

to the companies is assumed to be pre-tax income less state and federal income taxes.

Figures

in Table 1 are for the three largest oil producers in Prudhoe Bay (representing 93.7% of production)

and for the four largest owners of the trans-Alaska pipeline system (representing about 90.18% of ownership).

>(-§COV

e

Prepared by:

Legislative Affairs Agency
Research Division
24 torch 1978



Summary of the Proposed Committee
Substitute for House Bill 322

This proposal contains provisions of both the original House
Bill 322 as introduced by the Governor and the Senate Committee
Substitute for House Bill 322. It represents a compromise
between the two versions which retains in large part the
concept of separate accounting approach to assessing oil and
gas production and pipeline transportation income, but works

to avoid the problems of corporate manipulations and profit
shifting by providing the state greater control in the
determination of that income. It also contains elements of

the original House Bill 322 for purposes of determining that .
portion of the income earned by oil and gas corporations

from activities other than production and pipeline transportation.

DETERMINATION OF INCOME
1. Ol and Gas Production

Production income 1is determined under a separate
accounting method. That 1is, instead of taking world—
wide 1income and apportioning that income to the state
based upon a formula, the 1income 1in the state is
determined directly by looking only at the income and
expenses of the production activity in the state. This
is done as is in the bill adopted by the Senate Resources
Committee by taking the well head value of total production
as gross income and deducting a specified list of
expenses to anive at net income. The same list of
deductions 1is retained except an allowance for general
administrative expense or overhead is made.

The major change to the approach however is that the
state plays a major role in the determination of the
income by assessing the net income and tax due. This
direct role by the state in assessing income will
hopefully avoid the possibilities for profit shifting
and other income manipulations.
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2.

3.

As

Pipeline Transportation

Income from pipeline transportation is also determined
on a separate accounting basis. As in the Senate
Resources Committee substitute, the income is determined
according to amounts reported to the Federal Energy
Regulatory Commission.

This income is also assessed by the department.

Income from Activities other than Pipeline Transportation
and Production

Income from activities other than production and pipeline
transportation is determined under a formula approach

after- subtracting out production and pipeline transportation
income.

First the world wide book income of the corporation 1is
determined, From this amount is subtracted the income
determined separately for production and pipeline

transportation activities. The remaining net income 1is
then apportioned using the present uniform formula of
property, payroll and sales. Since production and

pipeline transportation income are determined separately
that portion of property, payroll and sales attributable
to these activities in Alaska are subtracted from the
numerators and denominators of the apportionment formula.
Ivhat remains 1in the formula is just the elements of

property, payroll and sales attributable to other
activities.

In addition the proposal would adjust the apportionment
formula to take account of OCS activity.

PUBLIC REPORTING AND LEGISLATIVE OVERSIGHT

in the Senate Resources Committee Substitute, annual
reporting of aggregate income and expense statistics 1is
provided for. In addition, the proposed substitute provides
for an annual review of the department®s assessment actions
by the legislative auditor with an annual report to the
legislature.

ASSESSMENT

This proposal differs from the Senate Resources Committee
Substitute in that the department is provided more control
in the determination of income. This 1is done to help avoid
profit shifting and other manipulations of income. Thus the
authority 1is given to the department to assess directly the
income taxable under the proposed statute. The resulting
income that would be assessed is then taxed at the standard
corporate income tax rate o: 9.4 percent.
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BEFORE THE SENATE RESOURCES COMMITTEE
TESTIMONY OF
CRAWFORD H. THOMAS
SCS for CS for HB 322
February 24, 1978

Madame Chairman and Members of the Senate Resources Committee:

My name is Crawford Thomas. | live in Sacramento, California,

| have had a long association with state income taxation. | am

now ietired. Until my retirement in early 1974, | was Chief Counsel
of the California Franchise Tax Board for eight and onc-half years.
The Franchise Tax Board administers'the income tax in California.

| commenced working for the Board as an attorney in 1940. M
entire time while | was associated with the Board was devoted to
legal and administrative problems of state income taxation.

| estimate that about one-half of my time was spent on matters
involving the taxation of the income of multistate businesses
and the apportionment of such income.

| started my career in taxation at the time when the unitary

concept, which you have heard discussed at some length, was first
being seriously applied, although the concept had been recognized
for some-time* | participated*in the extension of the unitary.. .,

. concept froirt: its 'application Uo aesingle corporation to,its, ...

VWVUiL hr U-IA e 144 > - m hi
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application to parent and subsidiaries, to foreign subsidiaries
and, finally, to the so-called world-wide combinations. [
understand that your state now uses essentially the system as

is in effect in California.

1 was heavily involved for several years 1in opposition to
federal intervention in st»ade income taxation, through the

Willis bill and its successor bills.

I was involved with the Uniform Division of Income for Tax
Purposes Act, from the time it was first being seriously
considered by the states. I supervised the drafting of regu—
lations under this act, which later became the basis of the
regulations adopted by the Multistate Tax”“Commission. Alaska
was one of the first states to adopt the Uniform Law for

dividing 1income.

I was involved with the Multistate Tax Compact from the very

birth of the Compact idea.

Some substantial portion of my time was spent reviewing and
analyzing proposed tax legislation in the California legislature
A prime reason for this review was to spot problems in proposed
bills. I have reviewed the bill before you and I have found
what 1 believe to be some major problems. I would like to

discuss these problems. -

-i . |\ j f * A * 4M <Cv/jf,
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Under your present Alaska law and your administrative practice,
an integrated oil business 1is treated as a unitary business and
its Alaska income is determined to be that percentage of its
total income, as determined by use of the standard apportionment

formula of property, payroll and sales.

This method of apportionment 1is set forth in the Multistate

Tax Compact which Alaska has adopted as its law.

This Compact has a higher status than an ordinary state law.
It is a solemn covenant entered into by Alaska and some 18
other states, guaranteeing that taxpayers will be taxed 1in

accordance with the terms of this Compact.

This bill does not amend the Multistate Tax Compact contained

in your present law.

I doubt that having adopted the Compact, a state could unilater—
ally amend 1it, without violating the Compact and eliminating

Alaska as a Compact state.

This bill starts out by saying that, notwithstanding the present
law which provides that income shall be apportioned as provided
in the Compact, the income of oil and gas production or trans-
... portation companies derived from Alaska, shall be determined by ..._.
"separate accounting underethe provisions of Sec. 18 of Article 1IV. .

of the Compact. oi the Com
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I shall return to this Section 18 in a moment and at some length.

This bill thus segregates unitary oil and gas producing or
transporting companies from other unitary companies and says oil
and gas companies, alone, must use a separate accounting
procedure. It thus treats these companies as conducting
businesses 1in Alaska entirely separate and distinct from the

rest of their world-wide completely integrated businesses.

Now, having totally discarded the unitary concept and use of
the uniform formula for computing Alaska production or trans-
poration income, the bill completely reverses itself and
considers the out of state income, 1less the Alaska 1income, to
be unitary 1income and apportions this by use of a two factor

formula which uses only the property and payroll factors.

This treatment of a business as non-unitary for one purpose

and unitary for another 1is completely inconsistent.

We now come to a very major problem, one that | believe has

not been sufficiently called to your attention.

IT my analysis 1is correct, then enactment of this bill will
not change the present method of apportionment of oil companies.
e _.The reason 1is that --in enacting the Compact you also enacted

- " mv "Article HI, Section 1 of the Compact. This section .provides f

-4-
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that a taxpayer may elect to apportion 1its income either under
the state law, or under Article 1V of the Compact which is the
uniform apportionment law. By enacting and entering into the

Compact, Alaska guarantees this option to its taxpayers to use

the formula of property, payroll and sales.

IT this bill is enacted as law, an oil company would have a

very strong legal argument that it could exercise 1its option not
to report under this law, but to report under the Compact and
use the uniform apportionment formula rather than the method

used in this bill.

I can find nothing in anything presented to you denying that

this would be so.

This bill apparently seeks to eliminate the taxpayer®s option
by attempting to use Article 1V, Section 1S, of the Compact to

force oil companies to apportion their income by separate accounting.

You will recall that Section 18 states that if the uniform formula
does not fairly represent the extent of the taxpayer®s business
activity in the state, the tax administrator may require the

use of separate accounting or a change in the formula.

- .. "--Leaving aside<for the moment the fact that under this bill the.

= mrv legislature and not th'%e tax administrator.is making the deter-,,
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mination, | think we should look at this Section 18 in some

depth.

Two years, before Alaska adopted the Uniform Act for division
of income now contained in the Compact, Professor Pierce of
the University of Michigan, the drafter of the Uniform Act,
published his article (35 Taxes 747 (1957)) stating that
Section 18 should be employed sparingly and only to avoid
situations which were unusual and where use of the uniform

formula would create constitutional problems.

In other words, it was to take care of unforeseen situations

unknown at the time the Act was drafted.

My personal knowledge, gained at meetings with state repre—
sentatives to discuss the Uniform Act, 1is that the states
were very wary of this section. It was felt that unless
Section 18 was strictly interpreted, the Uniform Act could

not achieve uniformity and could be rendered meaningless.

This strict interpretation has also been the interpretation
of the states, including Alaska, forming the Multistate Tax

Commission and entering into the Compact.

This strict interpretation is set forth in Regulation 1V-18

of the regulations issued by the Multistate Tax Commission.

-6-
AGO 547944



The first paragraph of the regulation merely restates the text
of Section 18. The second paragraph 1is very important. I do

not believe it has been brought to your attention.

That paragraph states:
"Article 1V, Sec. 18 permits a departure from the
allocation and apportionment provisions of

Article 1V only in limited and specific cases."

Here, the attempt in the bill before you is not to apply it to

limited and specific cases, but to an entire industry.

The paragraph of the regulation continues to read:
"Article 1V, Sec. 18 may be 1invoked only in specific
cases where unusual fact situations (which ordinaril
will be unique and nonrecurring) produce incongruous
results under the apportionment provisions contained

in Article TV."
There 1is nothing unusual about the fact situation concerning
oil companies.”™ Oil companies are not unusual. They have been
around for years. For the same reason, it is not a "unique"”

situation as referred to in the regulation.

It is not nonrecurring, it is a permanent situation.
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The results are not incongruous, that is, unfit or inappro—
priate. To the contrary, they are fit and appropriate for a
unitary business. About 95% of the other states, including

Alaska, so hold, as does the great weight of legal authority

in this country.

Getting back to Section 18, it specifically says that the tax
administrator shall make the determination to use a different
method of apportionment. It does not give this authority to

a legislature.

As the section is to be used only in specific and unusual

cases, this is not only a sound requirement but a vital one.

Only the tax administrator is in a position to investigate

specific cases, and only he can make a determination that the

case falls with™ the intent of the section and the regulations.

The Oregon Supreme Court has twice decided that the burden of
proof is on the party seeking to invoke Section 18, whether
the party be the taxpayer or the State. (Donald M. Drake Co.
v. Dept, of Revenue, 236 Ore. 26,500 P2d 1041; Coca-Cola Co.

v. Dept, of Revenue, Ore. , P2d ).

This major problem, as | see it, is that under the present

facts, the administrator would have a very difficult time

-8- AGO 547946
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meeting the burden of proof. The

J LS s&i

legislature could not. It

would not only not be a party to the proceeding, but a mere

legislative declaration that the formula does not fairly

represent the extent of the business activities in the state

is not proof.

The next major problem is that even if the proper party

invoked Section 18, or if Alaska withdrew from the Compact and

enacted a law requiring oil companies to allocate 1income by

separate accounting, your revenue

department, 1in either instance,

would encounter extreme legal difficulties in putting the law

into effect and enforcing it.

As others have testified at great

length, the great weight of

legal authority in this country 1is that integrated multistate

companies such as these are unitary businesses.

I am not aware that you have been

given any testimony or infor—

mation that such companies are not unitary.

As others have also testified, if
use of the formula is required to

apportioned to the state.

I am not aware_that you have been
by | *

* .

information that this 1is not so.

a business is unitary, the

determine the 1income to be

given any testipony or

me/f

AGO 5479*7



consistently taken the position that this concept 1is correct.

The department®s position is a matter of public record.

The only support 1 have seen for the use of the separate
accounting method comes from your consultant, Milton Lipton.

Mr. Lipton has simply stated a conclusion that there is a
deficiency in the present income tax structure and that separate
accounting is the way to cure the deficiency, as it will produce
more revenue from the oil companies. Mr. Lipton has avoided

the vital question of whether the separate accounting method

may, in fact, be used.

In t) face of"the problems 1 have just outlined, plus those
matters addressed by such undisputed experts in their fields as
Mr. Kust, Mr. Warren, and Prcfesscr Borer 1in their papers and
testimony, it would seem to me that this committee should need
more than the mere unsupported conclusion of Mr. Lipton that

use of separate accounting rests on a firm legal foundation.

I am aware of Alaska®"s situation, that the oil 1is being
extracted and revenues from this source will decline unless new

fields are developed.

I am also aware that oil 1is a wasting asset and that Alaska
4 may not have a highly diversified tax base. -

irs; 1 kv * . o mN2?/
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IfT litigation should result from enactment of this bill, 1
think that a court would have no choice but to simply focus-
only on the question of whether the method used to determine
income attributes to Alaska her share of the unitary income.
I do not believe other matters should or would be considered

by the court.

" From the available material 1 have reviewed, it appears to me
that Alaska ™ tax burden cn oil companies 1is as high as that

imposed by other states.

I am convinced that these companies are paying an effective
rate of tax of 9.45. They are paying a tax of 9.45 upon that

portion of their income properly apportioned to Alaska.

For example, 1if the ABC 0Oix Company®"s total r:ct income 1is
$10 million and 105, or $1 million, 1is apportioned to Alaska
by the formula, then the ABC Company pays a tax of $94,000, or

exactly 9.45 of its Alaska 1income.

To say, for example, that the effective rate of tax 1is only
4_.75, requires the assumption that $2 million rather than $]

million is the amount of income derived from Alaska sources.

Those that so argue rest their assumption upon the conclusion
v.v: t that Alaska income must be determined by a separate accounting "vik

method. methodu

N i -11- AGO 547949



All the testimony you have received shows that such conclusion

has no foundation and nothing has been offered in i1ts support.

In going over these matters, | have several times noted the
comment that Alaska 1is not taxing the value of the oil extracted
Such statements misconceive the purpose and function of an
income tax. An income tax 1s not intended to tax the value of

oil produced within a state or anything else produced therein.

It is intended to tax that portion of the income ofthe entire

taxpayer entity properly apportionedto the state.

Using an income tax to taxthe value of oil produced issimply

using the wrong vehicle onthe wrong roavi.

ii ago 547950



Age:

Education:

Experience:

1937-1940

1940-1942

1942-1946

1947-1965

1965-1973

Crawford H. Thomas

1902 12th Avenue

Sacramento, California 95318
(916) 443-5071

67

University of California
University of California
Hastings College of Law, LL.B. 1937

Admitted to Culifrnia Bar 1937

Associate attorney, Shelton, Gray & McY/i] liams,
San Francisco. Corporation, probate and x law
practice.

Junior and Assistant Tax Counsel, Office of
Franchise Tax Commissioner, Sacramento. Legal
work in connection with administration of
Franchise Tax Act, Corporation Income Tax Act
and Personal |Income Tax Act.

Military service, including ordnance procurement,
contract renegotiation and price redetermination,
St. Louis Ordnance District. Legal Officer, Milit—
ary Government, Japan.

Associate Tax Counsel, Franchise Tax Board.
Experience in this position is outlined below.

Chief Counsel, Franchise Tax Board. Experience
in this position is also outlined below.

Thirty years of my entire legal career has con—
sisted 1in working with state franchise or income
taxation. I commenced work with the Franchise Tax
Commissioner in tho year of the landmark decision
in Butler Bros, v. McColgan, and have, so to speak,
grown up with the unitary concept. 1 participated
in the extension of this concept to parent and
subsidiary corporations and use of the combined
return, world wide combinations,.and through all

of the developments of tho doctrine to its present

form and use.
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I have handled protested cases and hundreds of
appeals 1involving every facet of this question,
participated in all the California legislation,
and assisted the attorney general 1in the prepar—
ation in all of the California court cases
affirming or extending this doctrine. 1 estimate
that close to a major portion of my tine was
spent on matters involving the unitary business.

In the eight and one half year period in which

I was Chief Counsel of the Franchise Tax hoard,

I supervised all protests, appeals, litigation

and legislation involving the unitary business.

I participated 1in many studies and conferences
with industry groups, 1including the oil industry.

I was heavily involved 1in studies of, and oppos—
ition to, attempts by Congress to have federal
intervention in the state tax field via the Willis
bill and 1its successor bills, | participated in
or supervised California®s involvement 1in the
affairs of the Multistate Tax Compact and Commission.

I have made many appearances before legislative
committees, the Willis Committee, conferences
of state tax administrators and tax executives,
chambers of commerce and other groups concerned
with state taxation.

My experience has given me an in depth knowledge
of the problems faced by the state tax adminis—
trator and his legal counsel in the interpretation
and enforcement of the unitary concept.

5
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TO: CHAIRMAN, HOUSE RESOURCES*COMMITTEE
AND ALL COMMITTEE MEMBERS

FROM: SUB-COMMITTEE ON OIL & GAS

During the week of march 21 - 26 the Joint Senate and House
Resources Committees met to hear testimony relating to the various
oil and gas taxation bills currently before us. Some of the bills
under discussion, have not been refered to this committee.

Of the ones that have been, the Sub-committee on Oil and
Gas recommends that H.B. 321, H.B. 322, C.S.H.B. 323, H.B. 328,
and S.B. 27"~ Dbe brought to the full committee®"s attention for
consideration and that they be acted upon and passed out of
committee no later than April 7.

Each of thesi bills have a further referal to House Finance
and the Finance Committee has scheduled hearings and work sessions
on these bills beginning early next week. Representatives from
the oil companies and several nationally recognized economists
will be present. We urge all members, who are able, to attend.

RECOMMENDED BILLS

H.B. 321 - SEVERENCE TAX

This tax, in our opinion, rates highest in priorities. It"s
timeliness is dependant upon the actions undertaken by the Federal
Energy Administration in setting a recommended "well head"” price
by April 15, 1977, and further by actions later taken by the 1.C.C.
in recommending the transportation cost of North Slope crude.

For other features of the bill, we refer the committee"s attention
to the Governor®s transmittal letter for H.B. 321, included! with
this report.

H.B. 322 - ALASKA NET INCOME TAX OR FRANCHISE TAX

This tax bill, 1in our-opinion, has several advantages over
our present 1income tax collection system. It is easy to administer,
is based upon the amount earned within the state, including OCS
development, and would® provide the State and the industry with a
stable taxation policy for years to come. For other features,
we refer you to the Governor®s transmittal letter for H.B. 322,
Included in this report.
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H.B. 323 - PROPERTIES AD VALOREM TAX

This tax bill, in our opinion, 1is premature. It would increase
the scope of taxable property to include refining, liquefaction,
and marine transportation. We believe that it would act as a

"disincentive”™, at this time, for future development within our
state, and of all the tax bills before us, meet with the most

resistance. Accordingly, we have asked the Department of Revenue
to place before this committee, a committee substitute for H.B. 323
which would reduce the.bill to a "house-keeping"” measure. This

has been done and is before the committee for consideration.
H.B. 328 - RESERVE TAX . -
This tax bill amends the reserves tax bill to allow acredit

reduction of tax levied 12 [20] if the oil flow through the Trans-
Alaska Pipeline by October 1, 1977 has reached at least 600,000

barrels of oil on a daily average. Otherwise, the bill extends
the reserve tax beyond the December 31, 1977 effective date of
the original act. We urge Its passage.

S.B. 27~ - THE TAKING OF OILAND GAS ROYALITY IN KIND

This bill requires that royality oil and gas be taken "in
kind" rather than in money unless deemed otherwise by the commis—
sioner, the Alaska Royality Oil and Gas Development Advisory Board,
and the the Legislature. As an encouragement for future development
within our state, we urge the passage of this bill.
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The Sub-committee bleieves that the passage” of these tax
proposals, taken in conjunction with the desire to have the Alaskan
Permanent Fund replace the eventual and inevitable passage of our
nonrenewable.resources, will produce a desired benefit for the
State of Alaska. We further believe that they will not act as
a disincentive for the oil industry and that their pacsage will
ensure Alaska ™ "fair share”” in the wealth of our state.. Regarding
this aspect, we urge committee members to read the Tanzer Report,
"IMPACT OF INCREASED TAXATION ON OIL EXPLORATION AND DEVELOPMENT
IN ALASKA™, submitted to all members of the Alaskan State Legislature
on March 25, 1977%*

We have asked that"Mr. John Messenger from the Department of
Revenue be present to assist committee members in answering their
guestions and would, as this time, like to highly commend the
staff of Senate and House Resources for providing the back-up
material needed for the committee ™ deliberations.

Rep. Merle G.- Snider

Rep. Hugh Malone
Rep. William Akers.
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The Governor’s transmittal letters appear following the
bill to which it pertains; fiscal notes appear in douse
Supplement Ho. 31 to today's journal.

"March 8. 1977-

The Honorable Hugh Malone
Speaker of the House
Alaska State Lcgislatt_re
Juneau, Alaska 99311
.Pear Mr. Speaker; ) =

Under the authority of art. I1l1l, sec. 10 of the Alaska-
Constitution, and in accordance with AS 24.30.069(b)
and the UniCom Rules of the Alaska State Legislature,
I am transmitting a bill relating to the oil and gas
properties production tax.

As a result of a recent study of Alaska®s oil
tax structure, the Department of Revenue has recom—
mended several changes in the state®"s production or
"severance’” tax. This bill incorporates those specific
recommendations.

and gas

Currently the state®s oil production tax
according to "stair stepped"™ rates depending upon the
levc*.1 of production for the lease or property. As
currently structured the tax may have an adverse impact
upon a particular property a3 it reaches its econo.mic
limit. «The "stair step””approach nay not alleviate
this adverse effect since the economic limit may vary
substantially from one part of the state to another.
This is because it nay be more costly to produce and
transport the oil in the more remote areas of tho
statu. Accordingly, tho bill contain.3 an economic
limit mechanism which automatically scales the tax rate
down as tho production nears its economic limit. This
will insure that the-tax will not unduly inhibit oil
production as it roaches its economic limit.

is calculated

One of tho immediate dangers which face the state"s
revenue picture is the potential for artificially

depro33ed pricing of the stato ™ Korth Sloon oil. This
could result from federal pricing decisions or excessive
tariff costs from the wellhead to tha refinery. To

insulata the state"s petroleum revenues from these
forces, the bill provides ior a mechanism which would
raise the cents-per-barrel floor to correspond to a
mid-range market value for Mocth Slope oil and tie that
floor to an index which will let the floor keep pace
with inflation.

March 9, 1977)

i

One of the Department of Revenue®s recommendations -

the oil and_gas surtax —- which was*designed to offset
revenue losses due to depressed pricing of Horth Slope
oil and which was to be imposed only on holders of

state-owned leaseholds was deleted on tho advice of

this department because of the substantial legal
problems involved.
ATha bill placna the tax on gaa at a parity with tha ta.-
on oil. Currently gas is taxed at only 4 percent whilt
oil is taxed from 5 to O percent. The*bill v;ould tax
both oil and gas at 10 percent. In addition, the bill
sets a conts-per-y.cf floor for tha gas tax slmLlar to
the cents-per-barrel floor for oil. This new floor for
@& G corresponds to tha highest market price in the

state, and it too is tied to an index to keep pace with
inflation.
vE_“
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HOUSE BILL >10. 322 By the Rulas Committee by request of o H3
the Governor, entitled: - 322

"An Act establishing an oil and gas corporate
granchise tax; and providing for an effective
ate.”

>was introduced, read the first tin% and referred to the
Cotuaiutcea on Resources and Finanv.U.

Fooe . ' "March 8, 1977

The Honorable Hugh Malone
Speaker of the House *
Alaska State Legislature
Juneau, Alaska®™ 99811-

Dear Hr. Speaker:

Under the authority of art. Il1l, sec. 19 of the Alaska
Constitution, and in accordance with AS 24.50.060(b)
and the Uniform Rules of the Alaska State Legislature,
I am transmitting a bill establishing an oil and gas
corporate franchise tax.

Tha Department of Revenue, in its oil and gas tax

.study, found two basic deficiencies with the corporate

income tax as it relates to oil and gas corporations.”
This bill would correct those deficiencies.

The first problem is the eroded federal tax base. The
department found that the federal corporate- tax base
which Alaska has adopted has been substantially eroded
by special exemptions, deductions, credits and other
accounting devices. The result has been that oil and
gas corporations pay an effective tax rate much smaller
than the statutory 43 percent. Accordingly, the bill
would enact a separata franchise tax on a corporation®s
“book income.”™ "Book income™ is the net income which
tha corporation reports to its stockholders. This
would eliminate all the special Congressional tcx

4 .

Inaddition, the departn t found that the present
apportionment formula does not Cully reprosent the oil
and gas corporate activity in the state. The present
formula of property, payroll, and sales generally m
measures corporate business activity in the state. Foe
natural resource companies, however, it does not. Mo
reflection in the present formula in made for tha
scarcity value of the oil and gas produced. Accord—
ingly, the bill will substitute for the present sales
factor an extraction factor which will give weight
specifically to oil and gas production activity.

One of the advantages of this franchise tax is that it
will taka into account elements of property, payroll,
and extraction located on tha Outer Continental Shelf
which causes n resulting impact on the adjoining state.
Thus property, payroll™, end extraction not located in
any state but which era located off the chores of an
adjoining state which is impacted by the oil and gao
production activity will bn allocated to that state
suffeeing the impact. Although this latter provision
may raise r.oroe constitutional law questions, wo boliove
that the proposal comes within the limits of tho r.tate™
taxing powers given thn impact on the coastal conm
munition of our stnto ojL"heso 0C5 activities.
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HOUSE BILL HO. 320 by the Rules Committee by request of
the Coverhor, entitled:

"An Act .mending the oil and gas reserves
ad valorem tax; and providing for an
.effective date."

was introduced, read the first time and referred to the
Committees on Resources and Finance.
LS R . .
<h *& . *eo o

b Y " March 9, 1977

eTho Honorable Hugh Malone
Speaker of the-House
Alaska State Legislature
Juneau, Alaska 99811

Dear Mr." Speaker:

Under the authority of art. I1ll, sec. 18 of tho Alaska
Constitution, and in accordance vith AS 24.50.060(b)
and the Uniform Rules of the Alaska State Legislature,.
I ara transmitting a bill amending the oil and ga3 re—
serves ad valorem tax.

Section 1 of this bill proposes that the reserve tax
levy bu reduced from 20 mills to 12 mills this year
vith the condition that an additional levy will be
made-if there is a delay in the start-up of tho Trans-
Alaska Pipeline.

This amendment is proposed because the state has a
budget surplus for F5fF 1977. This surplus is somewhat
illusory, however, since the reserve tax payments may

bo recouped by oil and gas Pproducers by credits

against future severance tax. Accordingly, the adoption
of this measuro would reduce t'10 surplus for 1977 and
.also reduce this amount "borrowed"” from future revenues.

."lection 2 provides for a contingent 1973 assessment
at a rate-, to be- determined by that year®s legislature.
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\% *7.n Act relating to cho oil and gas
exploration, production, and pipeline

) anil fiatIn* transportation property tax;
/..id providing for an effective d.ito."

Introduced, read the first tine and referred to the

.ilttc”"s on Resour:es and Finance.

HB
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March 9 HOUSE JOURNAL

The Honorable Hugh Malone
Speaker of tho House
Alaska State Legislature
Juneau, Alaska 99011

Dear Mr. Speaker:

Under the authority of art. X."lI, r.cc. 18 of the Alaska
Constitution, end in accordance with AS 24.30.050(b)
and tho Uniform Rules of the Alaska State Legislature,
I am transmitting a bill relating to the oil and gas
exploration, production, and pipeline and marine
transportation property tax.

The Department of Revenue has recently completed ito
study of Alaska ™ oil and gas tax structure and has.
made several recommendations. One set of recon-

tmendations dealt with the state™ 20-mill property tax

imposed by AS 43.56. This bill would implement that
set of recommendations.

The bill corrects four problem areas in the current
property tax: the omission of certain important Rinds-
of oil-and-gas-reiated properties from tha definition
of taxable property; present uncertainty about how
pipelines should be valued; tha static nature of tha
$1500 per-capita limitation on municipal taxation, and
the extent to which municipal property tax payments
should ba allowed as credits against the state tax.

The bill"s features are described below;

Section 1 of the bill makes clear that taxes paid to
municipalities which exceed the statutory limitations
in AS 29.53.045 and 29.53.050 aro not creditabla
ngainsb the state tax.

Section 3 of the bill removes the current uncertainty
on pipeline valuation by ensuring that pipelines will
be valued on. the bnsig of their full and true value
with duo regard to their economic value. This will
eliminate tho possibility of pipelines beir.5 valued
under the depressed valuation method cf actual cost
depreciated.

Section 4 of tha bill defines full and true value of
property used in refining or liquefying of gas or oil
as replacement cost less depreciation. It olso defines
the value of taxable marine transportation property.

Section 7 adds new categories of taxable property
including oil refineries, gas processing plants and
liquefied natural gas facilities. This will mean
greater revenues to the state from these important oil
and gas properties.

Section 0 and 9 of the bill tie the $1500 per capita
municioal limitation to the Anchorage cost-of-living
index in ordar that the limitation would increase over
time as inflation raises the coat to municipalities of
providing services to its residents.

in addition, Sections 2, 4, 5, C, and 7 are aimed at
amending tho relevant provisions of AS 43.55 to provide
for tho taxation oC marina transportation property
(i.e. tankers) on an apportioned basis determined by
tha number of days spent on parts loading and unloading
gas and unrefined oil divided by the total number of
duys-spant-in-porta everywhere. Although these pro-
visions raise close and difficult questions of consti-
tutional law regarding the ability of the ctato and
municipalities to impose an nd valorem property tax on
such vessels in light of the traditional application of
the "home port" doctrine, it is the view of tho Depart-
pent of Law that these vessels have sufficent nexus
with the state to bring them within th-s constitutional «
parameters of the stato’
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TESTIMONY BEFORE THE
SENATE RESOURCES COMMITTEE
OF THE
ALASKA STATE LEGISLATURE

By
LEONARD E. KUST

February 10, 1978

Madame Chairman and members of the Committee:

I am LEONARD KUST, partner in the New York City law
firm of Cadwalader, Wickersham & Taft. I have been retained
by the Alaska Oil and Gas Association (AOGA) to study the
present Alaska corporate income tax and the various proposals
to change that tax pending before the Alaska Legislature. On
December 9, 1977 1 presented a *I5 page paper to AOGA setting
forth my views on these issues. This paper has, | understand,
been made available to you and | offer a copy for inclusion

in the record of these hearings.

Before 1 proceed further 1 think you are entitled
to ask whether |1 have the credentials to presume to give you
views which it is worth your time to listen to and consider.
I have for this purpose prepared a resume of my past involve—
ment in issues of state taxation of the income of multistate

and multinational business. I would like to offer this
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resume for the record and hand copies to members of the

committee for their perusal, if they wish.

I understana that your major concern and the con—
cern which the various bills under consideration are intended
to address 1is that the current Alaska 1income tax fails to
reach and effectively tax income derived from oil and gas
production and transportation activity in Alaska and your
concern that oil and gas corporations operating in Alaska are
paying to Alaska significantly less than the statutory 9.J$

tax rate on their 1income.

Let me remind you at the outset of what I am sure
you are all aware. Under the United States Constitution Alaska
cannot impose its tax of 9.¥# on the entire income of corpora—
tions engaged in business in Alaska and elsewhere. Such a tax
would insure multiple taxation by the states in which the
corporation does business and be an unconstitutional burden on

interstate commerce.

This constitutional limitation conforms with inter—

nationally recognized fundamental principles of tax juris—
prudence. VJhere the activities of a business extend over two

or more countries or suates, all of the income from such bus—

iness cannot be taxed by each of the countries or states.
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Accordingly Alaska can impose a tax only on Alaska
source 1income of corporations which operate in Alaska and else
where. Any tax which applies to income earned outside Alaska
will not only result in multiple taxation but will also vio—
late both the United States Const ~tution and the generally

accepted principles of tax jurisprudence.

The problem, of course, 1is in determining the source
of 1income. This 1is not a new problem. It is a problem which
scholars, legislators, and tax administrators have struggled
with over the years. In this modern era as corporations have
expanded their interests throughout the country and in many
cases the world the problem has become more -acute. The states
from the outset upon enacting corporation net income taxes
beginning in 1911 strove to avoid imposing an unconstitutional
burden on interstate commerce by taxing only a portion of the
income of the interstate business. The development over the
years has been 1in devising and refining the method by which
to determine the portion of the total income of a multistate
business which should be taxed by each state and the attain—
ment of uniformity 1in the methods used by different states
so as to subject to tax all, but not more than all, of the

total income of multistate business.

The system which has developed has two elements:

3.
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(i) a tax base measured by a company ™ worldwide 1income deter—
mined by reference to Federal taxable income and (ii) a

method of dividing this base through use of an apportionment

formula.

Why a formula approach? Well, the states initially
sought to determine the source of income by means of "separate
accounting™, that 1is, by constructing an income or loss state—
ment for the activities of the business in the state as if it
constituted an independent business dealing at arm®"s-length
with the remainder of the business and the outside world. It
was soon evident, however, that separate accounting was not
reasonably feasible within the limits of administrative prac—
ticability. As a consequence, the so-called "Massachusetts
formula™ gained early and general acceptance, commencing 1in
the 1920°"s, among tax administrators and business taxpayers as
a reasonable alternative to separate accounting for determin—
ing the portion of the total income of multistate business
which 1is taxable in each of the states in which it has
activities. The Massachusett®s three-factor formula appor —
tions the income of a business to the taxing state on the
basis of the average of three fractions:

(&) property within the state over total property,

(2) payroll within the state over total payroll,
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and

(3) sales within the state over total sales.

It was recognized at the outset that multiple taxa-
tion of multistate b;siness income arises not merely from
failure to apportion reasonably but from disparity in methods
of apportionment as well, even though each method by itself
and applied universally might be reasonable. The National
Tax Association began advocating uniformity 1in the method of
apportionment as early as 1919. Ultimately, these and other
efforts culminated in the Uniform Division of Income for Tax
Purposes Act (UDITPA) adopted by the National Commissioners
on Uniform State Laws in 1957. UDITPA 1incorporated the three-
factor formula and, most notably, defined the numerator of
the sales fraction, with respect to which the greatest diver —

gence from uniformity had developed, as being sales having

their destination, that 1is, delivered to customers, 1in the

state.

The Multistate Tax Compact, of which Alaska 1is a
member, 1inaugurated in 1966 to promote uniformity and thereby
avert Federal legislation then under consideration to impose

uniformity on the states, 1incorporates UDITPA.

The UDITPA formula 13 not without its flaws; clearly

it is not perfect. Whether, 1in theory, a better formula can
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be developed, 1 do not know. This particular formula rests
on common sense which has survived years of practical appli—
cation. Most importantly, this formula has been accepted by

both taxpayers and state tax administrators.
t

I want to emphasize the general acceptance of the
three factor UDITPA formula. Out of myexperience serving as
co-chairman in 1969-71 of a committee of state administrators
and business representatives seeking to formalize a country-wide
uniform system for division of income of multistate and multi—
national business by a combination of the Multistate Tax Com—
pact and Federal legislation, 1 can report that there was at
no time any disagreement among the state tax administrators

and business representatives as to the validity of the three

factor formula. It was accepted by all as the bedrock on
which any systenm of uniform division of income must rest.
Out of a total of states and the District of

Columbia which impose a corporate net income tax, *0 provide
for the three-factor formula 25 by adoption of UDITPA or the
Multistate Tax Compact and 15 by 1incorporation in their own
tax statutes, four of the latter giving greater weight to the
sales factor than to the property and payroll factors. Dif—
ferences in the economies of the states as to whether pri-—
marily industrial, or commercial, or agricultural or extrac-—

tive have not affected the general acceptance of the threc-
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factor formula as essentially fair and reasonable.

The major concern raised by the proposals under
consideration by this Committee , and I will discuss the pro—
posals more specifically in a few moments, 1is that they
would seriously disrupt the uniformity which over the years
the states and business have labored to achieve, and which,

I believe, 1is essential to fair and effective taxation by

the states of the income of multistats businesses., A few
other states have begun to tinker with the formula for their
own parochial interests. I deplore such action. I you
really believe that the UDITPA formula 1is not reasonable with
respect to the oil and gas 1industry as a whole, the solution
is to proceed under Section 18 of UDITPA on a case by case
basis or to approach other states and seek a new uniform me—
thod for division of the income of the industry. Unilateral
action by Alaska or by any other state would generate multiple
taxation and would threaten the framework that has developed

for division of income among the states.

But beyond the question of uniformity, 1 believe that both

1IB 322 and SCS CSHB 322 and the impetus behind them are based

fundamental fallacy. They are based on the assumption- and |1

on a

stress

assumption- that the "fair"™ share of income to be taxed by Alaska 1is

AGO 5*7966



to be determined by changing the apportionment formula or by statutory
"separate accounting"” so as to approximate the income based on barrels
of production in Alaska times the well-head price less costs and
expenses incurred solely in Alaska. This 1is demonstrably not the .
"fair" share of income attributable to Alaska. Income 1is not merely
the result of production. The creation of income requires both pro—
duction and consumption. It is the demand created by the economies

of the consumption states that converts the production into income.
The consumption states have an undeniably legitimate claim to tax

part of the income which 1is based on this price created by their
demand. Would Alaska agree that only the states in which the goods
are produced which are sold by Sears in Alaska can tax the 1income and
Alaska cannot? Of course not. As the consumer state in this case

it war "> and is entitled to and it does tax a portion of the

income from production outside Alaska.

Thus, having read some of the prior testimony, 1| would take
sharp 1issue with the confident assertion that Alaska®s fair share
of the income of the oil and gas industry is the well-head price

less costs and expenses 1incurred in Alaska.

I would like to challenge Mr. Lipton and Professor Zeifman

to present their arguments to the Multistate Tax Commission or to a

meeting of the National Association of Tax Administrators 1in support
of their proposals as appropriate uniform methods to be accepted by
all states for division of the income of the oil and gas 1industry.
I think "c is reasonable to predict that neither of the proposals

would be judged to be a fair and reasonable basis for uniform divi-

\ sion of income among the states.
| AGO 547967 *
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This committee and the Alaska legislature will ultimately
decide what course to follow. It is your responsibility and your
prerogative but I would like to suggest that your decision should, be
made against the broader framework which I have presented rather than
the narrow perspective urged upon you in support of the proposals

under consideration.

THE ZEIFMAN-AINSWORTH PROPOSALS

The proposals of Professors Zeifman and Ainsworth
which are 1incorporated in H.B. 322 are based on these two
premises: (i) that Alaska 3 tax base has been eroded through

Federal tax subsidies and incentives which are unrelated to
the definition of net income, and (ii) that the UDI1PA appor—

tionment formula unfairly reduces the amount of taxable in—
come attributable to Alaska by corporations which export non-—
renewable petroleum resources from the state. Zeifman and
Ainsworth recommend:
1. Adoption of a tax base measured by the greater
of book income or Federal taxable 1income, and
2. Replacement of the destination-oriented sales

factor withan "extraction factor".

Furthermore, they propose that these changes apply
only to corporations with ordinary gross receipts in excess
of $250,000,000, more than 50? of which is derived from pro—
duction, transportation, vrefining, manufacturing, processing,

distribution or retail sale of oil or gas or products derived

from oil and gas.
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I believe that Professors Zeifman and Ainsworth are

mistaken both as to their premises and their recommended

solutions.

The current Alaska 1income tax base is a corpora-—
tion"s Federal taxable income. That base includes the world—
wide income of the corporation - not just United States source
income. In determining Federal taxable 1income, Congress has
allowed certain deductions which are not taken into account
in determining the corporation®s book income. These "tax
subsidies™, however, are for the most part available to all
corporations, including corporations engaged in business sole—
ly in Alaska and multinational corporations engaged in various
business activities in Alaska. It is unfair to single out the
oil industry. If "tax subsidies” are to be eliminated they

should be eliminated for all corporations.

Furthermore, with respect to the one Federal "tax
subsidy"” available solely to the oil and gas industry, a cur—
rent deduction for intangible drilling costs, it is erroneous
to charge that because drilling costs reduce Federal taxable
income Alaska in using such 1income provides an incentive to
drilling wells outside Alaska. Federal taxable income re—
flects not only deductions for the cost of wells drilled out—
side Alaska but also the income from such wells. It is not
a one-way street. Alaska 1s no more providing an incentive
for drilling outside Alaska than other states are providing
an incentive for drilling in Alaska.

AGO 547969



The Department of Revenue has cited Congressional
studies by Congressmen Vanik of Ohio to support the Depart—

ment 3 claim that adoption of the Federal tax base by Alaska

results in an effective tax rate significantly less than 9.15

Vanik®s study measures Federal 1income tax due as a percentage
of worldwide income. Obviously this comparison will result
in an effective U.S. tax rate of less than 78% for companies
engaged in foreign operations because the United States pro—
vides a credit against its tax on worldwide income for taxes
paid to other countries. This 1s the necessary alternative
to taxing only the income earned in the United States.
Similarly, measuring taxes due to Alaska as a percentage of
a corporation®s total worldwide 1income will result 1in an
effective tax rate of less than 9.*J?. Both comparisons are
meaningless, since neither the United States nor the State

of Alaska 1intends or reasonably can impose its tax on the
worldwide income of taxpayers without a foreign tax credit
or without "apportionment. It is primarily because of the
division of income (by means cf a foreign tax credit at the
Federal level and formula apportionment at the state level),
not determination of the tax base, that the effective rate
on worldwide 1income 1is significantly less than the statutory
rate. If 25% of the worldwide 1income of a company is earned
in Alaska, obviously the effective rate of Alaska tax on

worldwide income will be 2.35?.

The suggestion of Professors Zeifman and Ainsworth,

which 1is 1incorporated in H.B. 322, that book income be used a

ago 9547970
-11-



a tax base 1is unique. I am aware of no state with a tax base
measured by book 1income, even as an alternative basis. Book
income is an 1inappropriate tax base. Adoption of such a tax
base would in effect delegate determination of income to the
company % management and the accounting profession. If Alaska
is not prepared to accept management 3 and their accountants
determination, it will have to develop an audit staff suffi—
cient in size and skill to conduct its own audits. It will
not be able to rely on the audit skills and extensive examin—

ations of the Federal government or the Multistate Tax Compact.

Furthermore, book income not only reflects taxable
income before tax subsidies but also many accounting and tim—
ing differences unrelated to Congressional tax policies, many
of which reduce book income in comparision to taxable income.
As an example, corporations are often entitled and even
required for financial accounting purpoi.es to set up reserves
for certain estimated expenses or losses vhich are not deduc—

tible in determining Federal tarnble income.

Finally, use of the higher of Federal taxable 1income
or pre-tax book net income as a tax base, as is proposed 1in
H.B. 322, will tax income without reduction for those expenses
which are deducted in different years 1in determining book net

income and Federal taxable 1income. For example, 1f book income

12-
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exceeds Federal taxable income because of current deduction for
intangible drilling costs which are deferred for book purposes,
and then Federal taxable 1income in a succeeding year exceeds
book 1income because the deferred intangible drilling costs

are then expensed for book purposes, the tax base will be

determined without deduction for such costs at any tinme.

As to substitution of the extraction factor
for the sales factor in the apportionment formula, it is my
view that the UDITPA formula provides for fair and equitable
division of income of oil and gas corporations between Alaska
and the rest of the v/orld and fairly reflects the extent of

their activity in Alaska as compared to the rest of the world.

The destination sales factor cannot be regarded as
allocating Alaska 3 share of income to other states but more
properly as assuring to the market states a fair share of the
taxable 1income base. Without the purchasing power and demand
provided by the market states, there would be little if any
income of oil and gas companies for Alaska to tax. The sales
factor quite properly gives recognition to the contribution
by the market states to the creation of the 1income tax base.
Substitution of the extraction factor for the sales factor
would 1ignore the contribution of the market state to the crea-

tion of income, jJjust as would an origin-oriented sales factor

-13-
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which was used for years by heavy manufacturing states for
their parochial interest. Use of this factor was so short
sighted that it drove business out of these states. States
such as New York and Massachusetts have had to retreat so *

far that they have adopted double-weighted destination sales

factors to attempt to convince businesses to stay or to return

to their states.

Alaska may dismiss this experience as irrelevant
since the oil is in Alaska and the oil business cannot go
elsewhere. Only within limits is this so, but in any event
Alaska cannot 1ignore applicable principles of fairness and of
cooperative action among the states to avoid multiple taxa-—
tion. Use of an extraction factor in Alaska when other states
use a destination sales factor would obviously result in mul —
tiple taxation. Is it proper for Alaska to take deviant ac—
tion and expect all the other states to conform their appor—
tionment formulas to Alaska®™s in order to avoid multiple
taxation? Is it appropriate for Alaska unilaterally to dis—
rupt the progress the states have cooperatively been making

toward uniformity in their apportionment formulas?

Professors Zeifman®s and Ainsworth ™ proposal to re—
place the destination sales factor of the UDITPA formula with

an origin-oriented extraction factor 1is based primarily on

-14-
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the ground that the extraction factor would generate more tax
revenues than the sales factor. Apportionment formulas are
not intended to be vehicles to generate tax revenues but are

designed to divide income among the states fairly and uniformly

so as tc avoid multiple taxation.

Finally as to the proposed new tax base and appor—
tionment formula 1in H.B. 322, the singling out of the oil and
gas industry and of companies within the industry having re—

ceipts of more than $250,000,000 may well be unconstitutional.
SEPARATE ACCOUNTING -- SENATE CS FOR CS FOR HOUSE BILL 322

I understand that the other major proposal before
this Committee 1is adoption of a tax based upon principles of
separate accounting. The declared purpose of this bill is
to tax oil and gas production and pipeline transportation
income in Alaska by means of a statutory separate accounting,

while retaining formula apportionment (as modified) to

apportion all other income.

Conceptually, separate accounting constructs an
income or loss statement for the activities of a corporation

in the state as if it conducted an independent oil and gas

production or transportation business solely within Alaska

and assumes that all dealings by the business with other

_15"
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aspects of its business and with the outside world are at
arm*s-length. I am sure it is an attractive concept to try
to isolate the Alaskan income by what purports to be a ra—
tional procedure rather than the fixed formula. But let me
suggest, as your Department of Revenue has strongly argued,
that this approach is doomed to failure. Perhaps with small
localized businesses the concept 1is workable. But to apply
this concept to large integrated multinational oil and gas
corporations ignores the unitary nature of their operations.
Each element of a corporation contributes to the overall net
profit of the business. You simply cannot 1ignore the contri—
bution of out-of-state activity to the creation of 1income

in Alaska and how will separate accounting deal with this?

Separate accounting, 1in practice, 1is impossible to
administer and determine. I fail to see how a concept which
proved to be unworkable 1in the 1920"s, when business was rela—
tively simple, can be expected to work in today"s era of com—
plex multistate and multinational business of which the oil
companies are a preeminent example. The apportionment formula

was resorted to because separate accounting could not be

administered.

The current proposal attempts to avoid some of the
inherent problems of separate accounting by arbitrarily defin-

\ ing net 1income. Allocation of overhead expenses is "solved"

-16-
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by simply denying a deduction for such costs. Pricing differences
are "solved" by using as gross income the value of the oil and gas
produced as determined for purposes of the production tax. And
inadvertently, X assume, the proposal results in a double allocation
of production income to Alaska, first by allocating production 1in—
come in Alaska under the statutory separate accounting formula and
then allocating to Alaska a portion of the production income outside

Alaska under the two-factor apportionment formula. This is clearly

a duplication.

Such duplication can be eliminated only by determining
production income by separate accounting both in Alaska and outside
Alaska and eliminating both, not just Alaskan production income,

.from the base subjected to the two-factor apportionment formula.

Accordingly, the current proposal does not by definition
even approach theoretical separate accounting, and is at least as
arbitrary, if not more so, than formula apportionment. It is, indeed

another kind of statutory formula.

The proposal has major infirmities. It purports to be an
application of separate accounting but it is not and it incorporates
a "double dip"™ allocation of production income to Alaska. It repre—

sents a sharp deviation from uniformity and as such would constitute
a major disruption of the common consensus underlying the system of
state taxation of interstate business income. Separate accounting
defined by legislative fiat and applied by one state to a whole

industry in order to increase the state®"s share of the total income
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in multiple taxation because income which is fully taxed by the one
state is also apportioned by formula to other states. Such deviant

action, particularly when it is directed at one industry, may well

be unconstitutional. .

Moreover, Alaska must ask itself again whether it 1is
appropriate for it to take unilateral action which will disrupt
the progress toward uniformity 1in the division of income among the

states which 1is essential to avoidance of multiple taxation.

THE MULTISTATE TAX COMPACT

Alaska 3 continuing membership in the Multistate
Tax Compact and the administrative benefits derived from such
membership may not be tenable if either of the proposals
under consideration are adopted. The courts may find such
proposals to be in conflict with the Compact and as a result
may hold that Alaska has in effect withdrawn from the
Compact or that the Compact remains in effect but enactment
of the proposals is ineffective to prevent taxpayers from
applying the UDITPA formula under the provisions of the

Compact. It will take years of litigation to clarify these issues

which will cast doubt on what the applicable law is for taxing the

income oi the oil and gas industry.

CONCLUSION

The United States Supreme Court presently 1is con—
sidering the constitutionality of lowa™ single-factor sales

formula. I cannot predict the Court®"s decision, nor can |
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predict to what extent a state may tamper with the uniform
formula without violating constitutional principles. Perhaps

the Court is ill suited to act as final arbiter as to whether

one method of apportionment is fairer or more reasonable than
another. But 1 suspect that with the nearly nationwide accept—
ance of UDITPA, the Court will show less tolerance of deviant
formulas which result in multiple taxation. In any event

years of litigation as to the constitutional validity of

either of the proposals if enacted as well as their compatibility
with the Multistate Tax Compact must be anti?ipated.

Great progress has been made in recent years 1in
adopting uniform apportionment methods. Part of the drive for
voluntary uniformity has obviously been the desire of both
states and taxpayers to avoid Federal intervention. As long
as states strive toward uniformity as a goal of fair taxation,
Congress will Dbe hesitant to act. If the drive for uniformity
falters through unilateral action by states asserting their
currently perceived self-interest without restraint and the
Supreme Court declines to prescribe a uniform formula, Con-—
gress will be constrained to exercise its constitutional
responsibility to protect interstate commerce by prescribing
a Federal standard of uniformity in the division of multi—
state business 1income.

Alaska has been in the forefront of the drive for

uniformity. By the collective judgment reflected 1in the
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development and general acceptance of the three-factor form—
ula, Alaska ™ net income tax fairly and effectively reaches
its proportionate share of the income of multinational oil
and gas corporations doing business within the state. The
proposed changes are designed to produce higher revenue, not
a Ffairer division of multistate income, and they would be
destructive of the cooperative effort among the states in

developing a uniform approach to the division of multistate

business 1income among them.

Madame Chairman and members of the Committee,
I want to reemphasize in conclusion that changing the
present formula for determining the portion of the worldwide
income of oil and gas companies which 1s taxable 1in Alaska
is not an appropriate way to increase revenues. If Alaska
is to act responsibly it cannot ignore the interests of its
sister states and in the long run its own interests in
maintaining uniformity 1in the division of multistate business
income among the states. IT Alaska believes that tne
apportionment formula 1is not fair and reasonable as it
applies to oil companies, the proper action to take 1is under
Article 18 of UDITPA or through the Multistate Tax Compact
or other cooperative state machinery to persuade other
states of a different uniform approach, not unilateral

legislation which 1is destructive of uniformity.
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m. ?$Spw VS

Cities service M inerals Corporation
A SUBSIDIARY OY CITIES SERVICE COMPANY

1016 WEST H AVENUE
ANCHOHAC VSKA §9301

DON STEVENS. Ph.D. 1007) 272-8 {<1
DISTRICT ccolo clST

March 17, 1977

Mr. Bill Bishop

Bristol Bay Native Corp.
445 East 5th Avenue
.Anchorage, AK 99501.

Dear Bill: ¢

Mr. Ranspot and | want to thank you and the Bristol Bay Native Corpor—
ation staff for the courtesies extended during our meeting last week.
We found our review of the Bear Creek Mining Data to be most inter-
eesting and, in fact, these data exceeded our expectations. Bear

Creek Mining has done an excellent job in its investigation of

porphyry type targets.

As | mentioned on the phone, we have had to decline entering into

an exploration agreement with Bristol Bay Native Corporation for a
number of reasons in spite of the excellent mineral potential in—
dicated by the data reviewed.

Certainly one important reason for being very hesitant to engage 1in

new minerals exploration programs has been the Hammond administration®s
attitude toward mining taxes. Not only are attempts being made to ad—
versely change the present mining license tax but several comments by
the administration have indicated that an additional severance tax

bill is going to be introduced in the next session of the legislature.
One needs only to look at what has happened to taxes on oil and gas
production in the last ten years to believe that the same thing will
happen to the mining industry. With the high capital costs and the
high infrastructure costs in mine development in Alaska a high tax
burden mil simply eliminate any chance for development of a mining

industry.

The attractiveness of possible mining operations on native corporation
land is being outweighed by the ever more burdensome tax policies
generated in Juneau.

Sincerely,
m Kk
Donald L. Stevens

1LS:bh
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STATEMENT OF LARRY DINNEEN
.ARCTIC SLOPE REGIONAL CORPORATION

"""Before the
SENATE RESOURCES COMMITTEE
STATE OF ALASKA
FEBRUARY 22, 1978

I an not here today to play the numbers game related to the
corporate income tax legislation before your Committee. But I have
a few points to make, based on my years of experience in developing
business ventures in several states and working for the Arctic Slope
Regional Corporation (ASRC) 1in Alaska.

The "bottom line"™ of my statement 1is this: the enactment of
the separate accounting bill or the franchise bill -- or anything
in between -- would be bad for Alaskans. Although the intent"of
both bills my be simply to extract more dollars out of the major
oil corporations 1in Alaska, the effect will be damaging to ASRC,
to some 70,000 Native Alaskans and to the future viability of the
economy of the State of Alaska. First, 1 would like to call your
attention to some of the specifics 1in the proposed legislation.
JUST THE OIL COMPANIES?

It is evident from some of the language in both bills that
the intent is to exempt the Native Regional Corporations from the
provisions of the bills. I believe that in either case, litigation
could prove that Native Regional Corporations would not be exempt.
This 1is especially true with regard to the separate accounting bill
as the actual ”"amending language 1in Section 2 relates directly to

"income of any corporation derived in Alaska." Additionally, it appears
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deductible costs would not include the costs of the consultants
that we have had to hire in Seattle, Washington, D.C. and elsewhere
to deal with the myriad of government problems that are facing us
and to ensure that we are getting the most expert advice on our
business matters. Since the Committee 1is addressing the separate
accounting bill in particular, we felt that it was important to
bring out these two points.

But the major point is that we do not feel that it is 1in
Alaska®"s interest --and particularly with respect to ASRC and other
Native Regional Corporations -- to change the corporate income tax
laws affecting the major oil companies or anyone else, particularly
at this time in Alaska®s history. Even if we. were exempted ultimately
from the language of the corporate income tax legislation, the
effects of raising taxes on the oil industry in Alaska would be
directly damaging to ASRC and thousands of other Alaskans. Although
I will develop this point further in my testimony, | want to mention
now that ASRC and other corporations are engaged in a great deal of
contract work for the major oil companies. And, while no one expects
the Prudhoe Bay companies to leave the State altogether, there 1is no
doubt but that the amount of exploratory work going on in Alaska could
and should be much higher. And with exploratory and development work
comes jobs for Native Alaskans 1in the form of contract work. Yet this
is only one important aspect of the tax issue that I would like to call

to your attention.
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THE BILLION BARREL OIL FIELDS PROBLEM
Last year, Revenue Commissioner Sterling Gallagher spoke about
our problem to the Federal Energy Administration officials dealing
with North Slope oil pricing 1in discussing the Lisburne and Kuparuk
oil pools:
"The Lisburne and Kuparuk pools are illustrative of the
case for most-likely discoveries on Alaska Native lands
selected under the Alaskan Native Claims Settlement Act.
It is far more probable that any discoveries on Native
lands will be in the 1 to 2 billion-barrel range like Lis-
burne-Kuparuk, than in the 8 to 10 billion-barrel range
like the main Prudhoe pool." 1J
The problem for ASRC is that we need to raise capital in order to
find these fields and we need oil company expertise both to find
and develop them. But the future 1is not PRUDHOE-BAY SIZED FIELDS.
Costs in Alaska are extremely high, and there are many other
places still left in the world -- including the North Sea -- where
drilling operations are more profitable than they have been and
especially will be in Alaska. The wellhead value, after subtracting
transportation, etc, is only about $3 these days, and with smaller
sized fields as the likely prospect for future discoveries, we can
not afforu to continue raising taxes on the oil industry without
directly reducing the likelihood of finding and developing marginal
fields. Needless to say, this is of some concern to ASRC in
particular, but all 70,000 Natives are also directly affected...
1/ Statement of Commissioner Sterling Gallagher, Department of Revenue,
State of Alaska to the Federal Energy Administraion Regarding

Alaska North Slope Crude Oil Price and Entitlements Issues,
Washington, D.C., March 21, 1977, p. 3.

AGO 547983



ALASKA NATIVES: THE LOWERING OF EXPECTATIONS

With the enactment of the Alaska Native Claims Settlement Act,
it was hoped that the Alaskan Native might at last be able to have
more of what some have called The American Dream. More choices 1in
terms of employment and lifestyle. And a strong economic base from
which to build for their children and grandchildren.

But problems with the Federal Government have multiplied,

causing long delays in land transfer and incredible costs. The
importance of the D2 issue cannot be overstated. The threat to
village lifestyles and subsistence living 1is very great. Yet few

seem to realize that the State government 1is another direct threat.

IT either of the corporate income tax bills were to pass, there
would be an immediate effect, not only on the oil companies but also
on every Native 1in Alaska. There would be an immediate reduction
in the value of Native land to the Natives who have made their selections
in large measure for resource value. All Natives are affected because
of Section 7(i) of the Act which provides that 70$% of the revenues
received by an Native Corporation for hard rock minerals or oil and
gas discovered on the Corporation™ land will be shared with the
other Corporations.

Thus, if ASRC cannot get a billion barrel field developed or
more fields found, every other Native Corporation and its stockholders
will also be adversely affected. Not to mention the adverse affect

on the State of Alaska 1itself over the long t~rm.
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THE THIRD ALTERNATIVE

In conclusion, | would like to highlight a number of important
points that Milton Lipton made in addressing this Committee on
January 25th. First, despite any perceived "deficiency”™ in Alaska®s
corporate oil income tax laws, Lipton endorsed m.the Arthur Andersen
study and stated that the figures are "revealing.”™ Lipton also
pointed out that the Legislature should note that "the deficiency
in your corporate income tax receipts from the oil and gas producing
industry is at least and probably more than made up by higher
severance and ad valorem taxation which the Legislature has already
imposed upon the industry.”

Additionally, Lipton took a good bit of time expressing the
importance of perceptions. He stated that the impression which
the State of Alaska presents "may be even more important in dis—
couraging 1investment than the fact of the tax burden per se." He
spoke also about the daggers of giving the impression of having an
"ad hoc taxing policy” which increases taxes year to year
"dedicated to the budgetary needs, revenue deficiences, or whatever
the case may be.”™ As a businessman, not an economist, | have noted
tWhat the percept-ion o-f Alaska__z_i_s__a go_od _pice- to_linvest is already
poor.

And Lipton seriously presented what he called the Third Alterna—
tive: not to amend the income tax statute. It seems to me that the
two corporate income tax bills may make more dollars and cents for
the State in the near term but that it makes much more sense for

Alaska at this point to stop changing the oil and gas tax laws.
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Prudhoe Bay production will begin to decline 1in about eight
years. Once a riew.-fd.eld is discovered in Alaska, it takes about
eight years to get it into priduction. We need much more explora-
tion/gﬁg many more discoveries 1in the future to replace the 1income
from Prudhoe Bay. A tax hike now could mean the loss of far greater
revenues in the future for the State.from the development of the
remaining smaller fields. And we must face the fact that there
probably will not be any more Prudhoe Bays 1in Alaska.

The Native interest in this matter 1is cleaity the value of
our land, revenue and jobs. But the importance of the perception
of Alaska is important to all Alaskans. With billions of dollars
of surplus revenues projected by the State for the future, we c[g
have time. The passage of these bills would not just reduce oil

companies®™ profitability. Either one would be damaging to the

economic aspirations of all Alaskans and particularly Alaskan Natives.
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