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(1) the corporation or any affiliate fails to comply with
regulations adopted under this chapter, including domestic disclosure
spreadsheet filing requirements; or

(2) the corporation does not provide information requested
by the department cn the operations of a foreign parent necessary for
the department to audit the taxpayers corporation return within a
reasonable period of time.

(c) This section does not apply to taxpayers subject to As
43.20.072 engaged in the production of oil ox gas from a lease or
property in the state or engaged in the transportation of oil or gas
>y regulated pipeline in the state.

(d) As used in this section:

(1) an"affiliated group" is a group of two or more corpo-
rations, in which 50 percent or more of the voting stock of each
member is directly or indirectly owned by a common owner or by common
owners, either corporate or non-corporate, or by one or more of the
member corporations of th<a group;

(2)a "tax haven corporation" means a corporation that s

incorporated in or does businessin a country that does not impose an
income tax, or that imposes an income tax at * rate lower than 90
percent of the federal tax rate on the federally defined income tax
baae, end 50 percent or more of sales, purchases, or payments of
incoma or expenses, exclusive of payments for Intangible property, of

the corporation are made directly or indirectly to one or more members
of e waters’ edge group and which conducts no significant economic
activity.

* Sec. 3. This Act is retroactive to tax years beginning after Decem-

ber 31, 1988.

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

8 119 -2- SB0119%
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Summary & Sectional Analysis

SB 119
Legislation to Modify
Unitary Tax Provisions in Alaska Law

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

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

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

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



SB 119, Summary and Sectional Analysis, page 2

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

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

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

*Section 4 provides for an immediate effective date.
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Alaska OapartMnt of Revenue
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Fiscal Note Analysis: Legislation Affecting Alaskan Corporate Taxpayers
with Foreign Parent Corporations

The proposed legislation would require corporate Incorot taxpayers with
foreign parents to fL1t on a water's edge combined basis beginning In
calendar year 1919. The legislation would not affect taxpayers who
currently file under AS 43.20.072 (011 and Gcs Producers and Pipelines).
Nor would 1t affect Alaska corporations which do not have foreign
operations. The total number of taxpayers affected and the total tax
ltability of these taxpayers are small.

In order to derive an estimate of the possible revenue ImFact of this
proposed legislation the Department analyzed tax returns filed for the
most recent tax year available - 1986. For tax year 1906 staff
ldentified the tax returns of taxpayers with foreign parents. This
methodology was designed to determine the potential revenue Impact from
only those taxpayers currently operating In Alaska. The Department did
not estimate the potential revenue Impact of Incremental business
activity In Alaska by corporations with foreign parents which may be

Induced by this proposed legislation.

Based on an analysis of the taxpayers which were ldentified as Eps.sibly
being affected by the proposed legislation, the maximuro tax liability
decrease for tax year 1986 would have heen no greater than $60,000.



Excerpt from Governor Cowper's State of the State address,
January 20, 1987

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

With that overall goal in mind, my administration will ask you to adopt
the following proposals for the permanent recovery of the Alaskan
economy...

5. Repeal the unitary tax on multinational corporations, replacing

the lost revenue through other means. The unitary tax was adopted as
a means of making sure thatexpenses connected with drilling in
Indonesia weren'tdeducted from Alaska tax returns. Its benefits are
now outweighed by its disadvantages. Foreign investors are reluctant
to locate in states which have a unitary tax because of the fear that
those stales might tax income earned elsewhere. A less threatening
tax structure will make Alaska more attractive to those investors.



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

llcan M¥U«minl Ki.ua

SMR Forun:
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Mitsuru Misawa

Japan's direct investment in Lhe United
States is increasing steadily, having reached
a balance of S3 billion at tha end of 1982
(which is equal to 36 percent of Japan's total
investment worldwide). However, tha future
of this trend is now clouded by the system of
a worldwide unitary taxation adopted by
California and twelve other states.1 Under
unitary taxation, a state government deter-
mines a corporation's consolidated income
worldwide end allocates its local subsidiary
apro rata income assessed on the evaluation
of laborcompensation, focal assets, and sales
proceeds. The validity of this method is open
to question.

During his November 1983 visit to Japan.
President Reagan was reminded of this prob-
lem by Prime Minister Nakaione.1Although
Ilhe U.S. government Is now looking into the
matter, Japan's leading businesses are very
much concerned about the outcome.

This past June, Keidanren (The Japanese
Federation of Economic Organizations) dis-
patched a high-level unitary tax survey mis-
sion to the United States. Representatives
from some twenty leading businessesl vis-
ited a total of twenty-four states, including
several where unitary taxation is applied/
The purpose of this missjon was to meet
with government authorities (including gov-
ernors) and encourage them to either abolish
or notadopt unitary taxation. In this paper,!
will attempt to summarize the problems that
unitary taxation has created for Japanese
corporations and then explore possible solu-
tions.1

The Consequences of Unitary Taxation on
Japanese Corporations

Several Japanese corporations with sub-
sidiaries in California havo encountered
large state tax liabilities despite their lim-

*Tint«l 1»*3

lapanese Perspective — Is Worldwide
Unitrry Taxation Fair?

Industrial Bank of Japan, Ltd.

ited sales within the state. This situatic
prevails even when a subsidiary is periorr:
ing poorly in California.4 A newly estat
lished subsidiary is rarely profitable as del
service and amortization costs are partici
laxly heavy in the initial years. Yet. even ne
firms are liable to taxation because of th
performance of already well-established pa
ent companies.

For example, Kyocera Corporation, a rej
resentative Japanese high-technology fur
paid a total of $18 million in corporate it
come tax to the Internal Revenue Servu
over twelve years from 1972 through 1983
In this period, lhe corporation paid S3.S mi
lion to the state of California on a net i
come of S22 million. However, with the ir
position of unitary* taxation, lax liabililt-
were recalculated to include corporate t
come earned throughout the world. Thu
the state levied an additional amount of $:
million inclusive of interest accrued durtr.
an alleged delay in payment. Altogether, th
state lax paid exceeded net income. In th
case, the grievance against unitary taxatic
on the part of Kyocera Corporation appea
to be Justified.*

Given these circumstances, Kyocera h
suspended its plan to enlarge its plant in S
Diego, California. Instead, the firm may cc
sider relocating to lhe stale of Washingtt
which does not impose unitary taxation.

Another well-known electronics fir
NEC,” has also suspended additional
vestment in California and is lentativi
planning to invest in an optical fiber te
communications plant in Oregon, wh
unitary taxation is expected to be abolish
shortly/*

The Background of Unitary Taxation

The system of worldwide unitary taxat
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represents an attempt to replenish treasuries
in several states that are troubled with reve-
nue shortfalls. In southern states such as
Georgia and Kentucky, where a balanced
budget is a mandatory constitutional re-
quirement, unitary taxation has never been
proposed, and their governors have dis-
claimed any intention to introduce it in the
future.”

A number of consumer groups, on the
other hand, are adamantly demanding en-
forcement of unitary taxation to prevent big
business from getting away with paying lit-
tle taxes. Thus, state governments might ex-
perience considerable opposi.tion if they
withdraw their commitment to unitary taxa-
tion.13 For instance, a government would
first have to secure an alternative source
of revenues and then convince consumer
groups that the tax burden would be equita-
bly shared.

In arecent ruling, the U.S. Supreme Court
upheld the constitutionality of unitary tax-
ation.11 In this particular case, the corpo-
ration, which is incorporated in Delaware
and doing business in California, and its
overseas subsldiaries'eonstituted a "unitary
business.” The "formula apportionment"
method used by California did not violate
the requirement of fair apportionment im-
posed by the due process clause of the U.S.
Constitution.14 Application of the unitary
business and formula apportionment meth-
od to overseas subsidiaries did Dot violate
the Foreign Commerce Clause of the U.S.
Constitution.

The Arm’s-Length Approach

The litigant corporation had undertaken an
alternative approach called the "arm's-
length" approach, obeying the iws and rel-
evant tax treaties of the U.S. federal govern-
ment and other national governments under
whose jurisdiction the corporation operates
subsidiaries. By employing the arm’-length
approach, a government imposes taxes only
on incomes earned within its jurisdiction -

provided that within a group of affiliated
firms, each firm is legally treated as an inde-
pendent entity and that the firms transact

with one another on an arm's-length be«r
This ruling, however, leaves the question
foreign parent companies that are operai
in the U.S. through U.S subsidiaries ur.
solved. It seems worthwhile, therefore, fc
Japanese firm like Kyocera to contest i
point in court.

Problems for Japanese Corporations

The problems that Japanese corporations
counter with unitary taxation are listed
low.

1. Tax Jurisdiction. Tax jurisdiction is c
sidered to be counterbalanced by the bene
and protection provided by the authoritie
the taxpayers also under their jurisdicti
Logically, therefore, Ux jurisdictions can
impound incomes accruing to Lhe party ¢
side the tax jurisdiction of the taxing auth
ity. This is widely accepted as an inter
tional practice based on justice and equit;
is probably right to infer, therefore, that <
eral states in the United States may not 1
fully impose a tax on the foreign-based
comes of foreign corporations.

Although it is true that a group of affil
firms is interdependent, and the total incc
of the group represents the fruit of its glc
activities straddling jurisdictional borde
the method of aggregating worldwide
come and then apportioning the total to gt
graphical jurisdictions in accordance w
mere business indices is too mechanical
do justice to the complexities of actual b
ness. This point is plain enough in the ¢
of a Japanese corporation, with a U.S. s
sidiary, that is gaining profits from the o]
mlions of its Southeast Asian and West Et
pean subsidiaries. Here, there is norm
only a remote possibility for the U.S. s
sidiary to contribute anything to the ove
profits derived from the Asian or the V
European operation. The system of uni’
taxation requires, even in this case, the
lotment of state tax based on the Asian or
West European operation.

2. Conflicting Taxation Principles Both
United Stales and Japan use the arm s-ler



approach ia taxation, and thus it may be
considered the internationally accepted ap-
proach. However, tha action of some U.S.
states in pursuing unitary taxation creates a
complex situation for multinational corpora-
tions that have to deal with two differing
taxation principles.

The arm's-length approach cannot cope
w. h tax evasion effected through transfer
pricing within a group cf affiliates. In such
cases, the tax revenue of the taxing au-
thorities would perhaps suffer a decrease.
However, the U.S. and Japan have no appre-
ciable differences in the rates of corporate
income taxes, and no morits exist in manipu-
lative transfer pricing.“

3. Conceptual and Procedural Ambiguities.
.Conceptually and procedur&lly, the system
of worldwide unitary taxation involves am-
biguities, and there is no assurance that the
relevant taxing authorities .will not adopt an
arbitrary stand. To assess the global aggre-
gate income of an affiliate group, the three
indices - assets, labor compensation, and
sales proceeds - are considered of equal
weight, This erroneous assumption is too
simplistic to do justice to the complex man-
agement of a multinational corporation.

When d Japanese subsidiary constructs a
new factory in the U.S., the required site
must be purchased at the current price,
which is entered on the subsidiary's books as
tha book value. The parent firm's land hold-
ings in Japan, on the other hand, are re-
corded at their historical value. This use of
asset values inflates the amount of tax
liabilities in the United States.

4. Double Taxation. The corporate Income of
a multinational group is now subject to taxa-
tion in either the country of operation or
residence. Worldwide unitary taxation -
imposing tax liabilities on tha foreign in-
come of foreign corporations taxed already
under arm’-length taxation - thus entails
double taxation.

For example, a Japanese subsidiary in the
United States owes tax liabilities to the state
government, although, from the viewpoint of

wih tl]

the Japanese parent, tax is being levied
part of the parent's income. The parent ¢
not claim a tax deduction under Japar
law because the amount in question is lev
on its U.S. subsidiary, not on the paren
self State and iocal taxes are not coverec
the Japan-U S. tax treaty because the t
federal government has no power over th
For this reason, Japanese corporations (
not expect relief from the ad hoc const

lion procedure set forth in the treaty.

An Alternative: The Water's-Edge Appro
The water's-edge approach to resolving

issue of unitary taxation, which has t
advocated by a competent task force in
Treasury Department, appears to be a «
structlve proposal.14 This approach rec
mends that income earned outside the

by a multinational group should be indu
in the income aggregation only if a nur
of conditions, which are described be

exist. Thus, the unitary taxation of inco
from interstate business activities would

remain a problem, but its international
plication would be theorebcally elimin
in many cases.

Even so, there is a catch to this prop>
A wide range of corporations based out
the U.S. would continue to be subjec
worldwide aggregation of income. Tt
would include all corporations by which
average of the three indices for a fore
based corporation amounted to more tha
percent of the corporate activities (in t
of wages/salaries paid, assets held, and
registered) to have originated in the Ui
States. Global income assessment would
be applied ifeither wages/salaries paid i
U.S., or assets held in the U.S.. or sales i
U.S. exceeded $10 million. These pro'
would effectively make most Japanese
porations subject to unitary taxation,
ther. the same report demands wide-rar
financial disclosure by foreign-based c<
rations, which might conceivably in-
inordinately large costs.

The range of disclosure includes: (]
mission to (he state tax authorities at
related information concerning the p



The keidanren Croup
EJapanes,e Federation ol
Economic Organizations)
i _gomFosed of the lead*
mii hut-ness executive* tn
liptitv. And operitei much
I|Ee Th* Bunn**i Round-
table in the United Stele*.
M*int»inmg clot* contact
with vtrtour economic
lector* in lapvn end
abroad. Keidanren en-
deavors not only to find
practical solutions to «0>
nomic problems but also
contribute* to th* sound
development of the eco-
nomics of Japan and other
countries.

firm; (2) lhe summarized listing of the
amount of taxes paid to each state; and
3) oral explanation in response to a sum-
mons from the. state tax authorities. TO rein-
force the legal obligation to respond to
summonses, foreign-based firms must de-
posit a certain amount of money with the
authorities. Accordingly, the firms that fail
to meet fully these conditions of disclosure
would be subject to worldwide unitary taxa-
tion.

This sort of disclosure requirement is not
unjustifiable because the assessment of tax
on multinational business activities presup-
poses a knowledge of intragroup dealings, in
practice, bowever, several problems could
arise. As a separate legal entity, the foreign
parent firm of a U.S. subsidiary is not en-
tirely free to furnish the kind of information
required by this proposed approach. It
should also bo remembered that different
states employ different taxation principles
and procedures. The synopsis listing of tax
payments to each and every state is, there-

—
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of th* various stales and th* f«d«ral government has,
therefore, no vato power in this matter.



Walk Softly or Carry a Big Carrot

Alaska's one ofonly three states that still tax corporations
on the basis ofworldwide earnings. Ifthe state doesn't
want its resources to walk softly in world markets forever,
the worldwide reporting requirement may be one ofthe
first big sticks it must drop to attractforeign investment
in resource development.

By Pall Laird

l; ISTEN. Hear No- |;. ;rv

Cfl Jthundering silence Ala-

M Aka's enormous resource aru
development potential walkme <"tt:v
and carrying a big stick in the intern.:-
ttonal marketplace. So soitly, m me:,
that many loreign investors haven:
been paying much attention.

Truth is. it never seemed to matter
much what foreign investors though:
about the big stick routine-you know
limited infrastructure and access m
remote areas: high labor, construction
and real estate costs, and an inhospita-
ble climate. W'eather-wisermrftax-wise
Love us or leave us alor.e. Lnttl recent
anyhow. With the steacy stream 0; =.
dollars flowing into an Alaskan ec.m-
omy we all knew had outlived the cavs
of boom and bust Isay hallelujah!), who
had time to listen to those nattering
nabobs of negativism preaching diversi-
fication or doom?

“The oil boom made us fat. dumb
and happy," says Anchorage attorney
Robert Breeze, who's been active in
international affairs and is a director ot
the Alaska-Korea Business Council.
"Now that its over, we're starved, more
astute and unhappy."”

Cheerup. Alaska may have tocarry a
big carrot instead of a stick if it doesn't
want to walk softly in the international
arena forever, but the first step toward
creating a more favorable foreign in-
vestment climate could turn out to be
relatively painless yet symbolically sig-
nificant: repealing the worldwide com-
bined reporting requirement in the
state's unitary tax and replacing it with
a water's edge approach.

"Going to a water's edge approach
alone won't bring more foreign capital
into the state." says one foreign trade
expert. "Taxes are just part of the pack-
age of what goes into adecision to invest
ina project. But the worldwide report-
ing requirement is a major stumbling
block. The Japanese and Koreans have
as much as told other states that if thev
have a worldwide unitary rax. they
won't invest there unless it's absolutely
necessary."

Adds Dan Dixon, director of interna-
tional affairs in the Alaska Department
of Commerce & Economic Develop-
ment. "The tax structure alone gener-
ally doesn't inhibit investment, because
a fair and consistent system can be
worked into profit-and-loss projections.
But the tax system in Alaska is contus-
ing and inherently unfair.

"It sends out a signal of greed, and
most of the United btates n.is real;:, .,
worldwide combined reporting is
pid. It puts us ina rather ioneiv r .-
when :t comes to attracting vreig-i



investment. a:ui when werenlreaov not
competitive in .1 Im ot wavs, why add m
,ut one:".if :nx that rioe.-nt do us any
good- We can no longer presume that
loreign investors will come here to
deveiol) our resources just because we
have them. We have to realize were
competing on a global basis with other
countries that have the same things "

Unitary taxation is based on the
premise that various pai tsot acorpora-
tion engaged in related busn ess activi-
ties -iiiviMons. subsidiaries, plants,
etc.-contribute equally to produce a
single prmit or loss. Its goal: to assure
that each turisdiction gets its "lair
share 'oi corporate income when levy-
ing taxes.

Unitary tax is determined by calcu-
lating :ne percentage of a company's
total business conducted ina given tax-
mg :;i;ct;on and multiplying its total
earnings by that percentage. Assets,
sales and payroll commonly are used to
determine that percentage. Advantage.
The company cant structure its ac-
counting so losses will be weighted
toward activities in high-tax jurisdic-
tions while profits are shifted to opera-
tions in low-tax states or countries.

It a widget company earns S100.000
by extracting raw materials in Alaska,
manufacturing them in Taiwan and
operating its sales division out of Wash-
ington. and if 25 percent of the compa-

mKtiMtic- only, .met u on percent the
I'liupiinv | S.assets, -ale-'flsul payi'il!
are in Alaska, Ala-ka eoipmate tax
would be based on a s.at.uiiii piout

Objections to the worldwide report-
ing method:

=t results in double taxation <i
proiit> trnm loreign operations.

=it adds an ininieu.se administrative
burden by requiring multinational cor-
porations t<keep mult spit*-etsoi books
and to translate -ill activities into En-
glish and U.S. dollars

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

«lt dilutes early-year tax losses for
investments in capital-intensive proi-
ects and slows returns.

«=The constitutionality of taxing
overseas earnings oi toreign-based
multinationals lias never been upheld
by the U S. Supreme Court.

«|t's perceived by many foreign cor-
porations and governments to be an
invasion of privacy.

Concludes a January 1085 study of
Korean interests in Alaska for rlien-
House Speaker Joe Hayes. "The as-
sumption underlying unitary tax-that
a dollar of property, payroll and sales
yields the same income wherever it may
be-is patently false with respect to
multinational corporations. The result
is tremendous distortion and regular
overallocation of the U.S. income of

Worldwide Combined Reporting Method

Alaska Sales
Worldwide Sales

Alaska Assets
Worldwide Assets

Alaska Payroll
Worldwide Payroll

W ater's Edge Reporting Method

Alaska Sales
U.S. Sales

Separate Accoun'ng

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

nv's sales, assets and payroll are in
Alaska, its corporate tax liability in
Alaska is based on a 525.000 profit.
That's worldwide combined irporting.
With a iealc-'s cd”"c approach, only
U.S. widget activities would be used in
calculating state tax liability. Fair mar-
ket value would be used to determine
the value of raw materials extracted in
Alaska and "sold" to the manufacturing
division in Taiwan and the value of
finished widgets shipped frnm Taiwan
tn be sold out ot Washington. If the
corporation earns >30.000 trom U.S.

Alaska Assets
U.S. Assets

Alaska Payroll
U.S. Payroll

multinational corporations.

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

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

[illli-io lumlvi .

IHe Itw mu .4 .1 *

i.I'D Ik c.minis | =

operating hi L.iiiioi: .. a .
option oi =ticking -ill *] ® @e- o=
{fill O WOI Itlw .tie Il-poi " 1S = '
.in annual lee bii'i 'l oil 1_,iiii..izi - ;i.r
io|| piopvrtv and nimn-c to -a -i.:: =

waiei =edge .ipptoacii
"California wa- ku-i.nl-.

le=ng

st worldwide it-pori = 1 -1 =K,

llau>eil. a parti,it in :> >urauu i.

office oi Real M.irwa.k \litcheii .x
Co. “Tile Japanese were -aving thetl
wouldn't invest any more in Caliioi iiia .

the worldwide requirement <=i-'eii’
changed, and right ai-cr ;lic -
change the system. >*.:i-- .-.i-.r.0.awi

would substantial!- mc.iia-t:» -r.u-:
meiit m the state

According to oin- = *rt. >>w ix
pects its Caltlornia tax btil to ‘-
thud when the new system take- etbh -'
next year. One Japanese i.rin relocate-
to Washington when its California e.-r-
porate tax actually exceeded its net
income from operations in the state
While there's still resistance to sonic
provisions of California's tax bill, tor
eign investors and governments tor the
most part seem to feel appeased.

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

Income
Worldwide subject
Earnings to Alaska
corporate tax
Income
u.s. subject
Earnings to Alaska

corporate tax

States.
charge of tax work in lhe Lo-
law firm Manait. Plielp>.
Tunney & Phillips, notes inif,":-. i-
tors are reluctant to blackball =
as lucrative as California's on == =
of tax structure. That's win ¢ . =
has been able to impose an eiei:..- mn
to switch to waters edge
while other states have dropj.i
wide reporting with u-v =f =
attached,

California figure-
than >100 milium n:

~met

Donald Fitzgerald, par:in-:
V<=

a*i-



W ater’s edge and

foreign

StI"\RATE ACCOUNTING? I'M-
:ary :;i\aiion with combined world-
ume lepmnng? Unitary tax with the
water s edge approach?

Did you uni!} think any issue hav-
ing to (io with taxes was going to be
as simple as choosing (a), (b) or (c)?
Think again.

Once . state's chosen the water's
=<ice approach, the tun has iust
begun. One ot the thorniest issues
tor -nates that have made the switch
i' how or whether to tax dividends
paid to U S.-based multinationals by
foreign subsidiaries.

The dilemma:

Do you exclude foreign dividends
n..m water's edge taxes and give
multinational corporations-U.S.-
and foreign-based-a competi:'“e
edge over purely domestic corpora-
tions engaged in the same business?
And conceivably encourage U.S.
multinationals to invest outside the
United States? (lllinois did.) =

the

dividend dilem m a

Do you include NV ‘gn di\ itientl;-
paid to U S. nuiltm.-. mats and give
foreign-based multinationals a ion:-
pciitive edge over both U S. multi-
nationals and purely domestic corpo-
rations? (California.)

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

The issue may have little sienitT
onnce in Alaska. However a 13>4
study on unitary taxation in Alaska
for then-House Speaker Joe Hayes
suggested the competitive balance
among Sohio Alaska Petroleum Co.
(now Standard Alaska Production!.
ARCO Alaska and Exxon - the three
dominant players in North Slope pro-
duction-could be influenced. The
.-sport characterized Sohio as a for-
eign based multinational. ARCO as
"a mostly domestic corporation” and
Exxon asa U.S.-based multinational.

i1 KGIK i - (- -
un-'tiiien: lie <Mangi .
Nniieflklt-", ;"o - |

.Util inteli'i* iiibl” :ig .ii* _ ..l

.ng v. thin ’In- -rate D .. | U- :

tin- Reagan Aiim—-t: :: m -

e not gentle iv.k,ci « eV, -
worldwide n-portifvc-nve -e.tic-'i-.--

the north ()regon aivi W.-.-iunc- :i
Oregon lawmaker? m lune oi
adopted a water - edge approach that
was implemented in lu>> Rec-s.il: - were
sw:tt and impre-s e pre= ' the
repeal oi woric’vde reo< g-
alter it was apparent ::iere = ;e e
pa.-s-J.,0an - N.>>e: [ .-.c-- ¢ >
eNECiannounce": r.,, i-
epitcs pliMVi ;u li.e A o Y
ust outside Portland W.m i " ..-ee;
the repeal. Fip.tru America t.na..cet:
plans lor a disk drive plan:  uic *ar.e
area. Epson announced it would builci a
plant to make printers. Fuii Microelec-
tronics unveiled plans to build a facility
to manufacture semiconductors and
computer chips, but Fuji's proiec; re-
portedly since has beer put on hold.
Says Glen Ulmer, tax partner in the
Portland office of Arthur Andersen &
Co. and member of a Portland Develop-
ment Commission task torce that went
on several trade missions to the Far East



F.I .o« ]

i ivimim*-irv tax-vi-iti ¢ .uni >i|lifi-

iii"'1l Mat inin.itier ilimwe rallied to

00K liw.li: ".tire explaining the .
6101 Azalea Drive

twia™ fii-Diii tlgl [Tt 1t1"Ue
| tlie repeal wa? iTtn.il m Anchorage, AK 99116

.i*1ln: ig new Japanese nne-mient i
" -a aim 'tatinieiit Ihat Oregon was

eein ' i liiwiic-- Vmieant undeie-ii*
. . e.e.pmtanceoi iin.ingibli - arid hol redehger (907) 345-1338
* i -a::.tilth Piw.ird busnn*" is rnie olographer
m +a *=<0t mipm taut MCtor-
A. .- L.t = Liluv, tax partner in the
I”*T,.n e<*l Peat Mar-'. ,M; Mitch- L will t f . |
ellwCo C.iiiiomia lia-a marketplace will m eet your professiona
that - more lucrative than Oregon-, if .
Caldornia would have acted earlier, it and person al creative needs.
pmli.ibh would li.vv gotten some ot the Call foran apnointment.

m-tiven: that came here.

U iuie the constitutionality ot the use
m worldwide reporting to determine
state corporate taxes tor roreign multi*
nat.eeita.s ha-n't been tested, the |’ 5. * Broc_hures
Supreme Court has upheld it? use in * Anr-jdl Reports
calculating taxes ot U.S.-based multina- « PuCi:c Relations
tional- Pressure from the lederal level . .
to scrap worldwide reporting came at ¢ PhotOJournallsm
the prompting of foreign- and U.S.- e Architectural
based multinationals and other govern- :
ments: Britain threatened to retaliate by * Rem(:)te Locations
imposing penalties on U.S. firms doing  Special Events

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

«=That states still using worldwide
reporting should abandon it in favor ofa
water's edge approach:

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

=Tnat a competitive balance be
maintained among U.S.-based multina-
tionals. foreign-based multinationals H E |_ P W A N T E D
and purely domestic corporations.

tf¥"T'S BEEN an emotional issue not (@) rganize Your Com pany Or G roup
I just forthe Japanese, but for Brit-
JLain and West Germany, t00." says Ski Club And Ski Alyeska Freel

Jim Thayer, manager of international
investments in the State of Oregon's

Economic Development Department. .
* Fantastic Group Rates

"Now that the pressure's off California,
one of two things will happen: they'll . ..
J PP Y Night Skiing as low as $9.00 per person

cither write off the others (Alaska.

North Dakota and Montana) or they'll « Lift, lesson and rentals only $28.00 per person
start putting more pressure on them.
Alaska certainly is of the most interest e Minimum of 20 members required
oi what's lett."
Alaska's Dixon suggests Alaska CALL NOW! 733-2222

should be positioning its ports as a .
cargo staging and assembly areas for Talk to Steve, Jerre or Mark For More Information

European goods destined for Pacific
Rim markets, and repeal of worldwide
reporting is vital to that effor t. JUST 4S MINUTES SOUTH FROM ANCHORAGE TO GIROWOOO

Alaska has had a unitary tax since
betore statehood, In recent years it INFORMATION ANO RESERVATIONS 783-2222 « SKI PHONE 783 212«
accounted tor a traction of state govern-

rFRki ~



oy - ivivnuv*-. .md like ?:nte
it'.e:uu> in general. ,t'?2 come almost
evliii‘ele imiu the oil industry

UoruhMue reportme t?nt -icmn-
ian: at this moment in terms oi attract-
me toivign investment into Alaska."
maintains Mu hael Gay. exei titivedirec-
tin'i mpm ate development lorCalista
Ci rp anti authoi ot the studv tor former
House "peaKer Mays on Korean bust-

'ie»- .ictivine- ill :he »tllv. But at Ilir
lone term, it's very significant.

Korea and Japan are natural mar-
ket' tor Alaska? re-ources. lhe Kore-
ans and the Japanese aren't going to
make the major commitments we need
in Alaska to develop resources as long
asiheworldwide reporting requirement
ism place Feasibility studies, pre-teasi-
bilitv studies, sure, but not major invest-

“lent- i dim | .i

hand I:;| i major le-oaiv m

projects in Aln-U.i note <

tion? with poleiiti.ii one

haven't reached :he point

tax policy has been a -tgniinam >-,i
Bene.its to Alaska iron: fore:-,

investment .n resource deveinpme:

shared risk, reliable markets, abur.c.:.

capital. The states Dixon mamta::

J8

W hy oil curdles at the

Inthe midst of last year's mini-debate over
whether toreimpose separate accounting on Alaska's oil
industry, one long-time state legislatoi dismissed indus-
try arguments that another change in lhe tax structure
would remtorce business's perception that the state has
an unstable tax climate and discourage investment in
Alaska. "We ve changed taxes nine times on the industry
since statehood," he declared.

1?7 it any wonder the oil industry reaches for its
Rolaids whenever someone brings up the issue of chang-
ing the tax structure?

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

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

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

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

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

Companies providing pipeline transportation are
taxed on assets and sales.

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

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

It's unclear what impact a switch to water's edge
unitary taxation from the current system of worldwide
reporting would have on the states biggest tax benefac-
tor. largely because ofthe numberof potential variations
on the water's edge theme. Possibly little.

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

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

\IV>KA BLSINFSS MONTHLY

thought of (another) tax

change

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

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

Vince Wright, chief of research for the Alaska
Department of Revenue, says separate accounting is
more oil price-sensitive than unitary taxation, and in the
prevailing climate of Sl4-per-barrel oil, separate
accounting actually would yield less state revenue than
worldwide unitary. The department is conducting a
study to pinpoint the breakeven point for state revenues
under various tax structures.

Must the oil industry-which loathes separate
accounting in Alaska and longs forstability - and poten-
tial foreign investors-who loathe worldwide reporting,
preferseparate accounting, but will settle forachange to
water's edge reporting-forever be locked inan Alaskan
standoff?

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

The oil industry tax attorney, however, maintains it's
unlikely initiatives for any change in Alaska’ tax struc-
ture-even one that gives the industry the option of
sticking with the status quo - will he supported by the oil
industry. “We just don feel an impetus for any kind of
change right now."

Suggests one international trade expert. “The oil
industry is just gun-shy. They're afraid that once the
issue of taxes is on the table for review, anything can
happen. And mostofit's Lad. They fear wolves insheep's
clothing.”

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

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



em-ic- -i -ii.njace > debt cnpii.il in
\ but Tiltini.1'hortnci’Ot venture
i.imt.il  Any i'.nu” you have equity
inviiwmeiit. vr.ud.nu want a protect to
tail. That's wiiv the Japanese havent
puiletl =it ot Sitka (Alaska Pulp Co.).
.mo ;tA why the Beluga coal project and
the cn? line will go "
Tin coiitroiler lor one loreign multi*
<Mtionai operatuu; within the state char-
tenzer Alaska?attitude toward taxa-
;i - :a< "cavalier" and maintain? that
image i? a tin not: to potential investors.
Act!? Aibert KawaOe. an Alaskan tish
exporter operating out ot Seward,
“Enforcement is done on a project-by-
prmect basis: there ?no consistence It's
made me hesitant to try to convince my
v'V.tacts they shouid invest in protects
..,;e shore-based processing facilities.”

Siiore-based bottomtish processing
culd represent one of the brghtest
?hort- to medium-term prospects for
foreign investment in Alaska's re-
sources. Instead of encouraging torfcign
investments in fishing ventures that will
provide jobs for Alaskans, however,
state policy has had the opposite effect.

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

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

U-fTT SEEMS LIKE we often forget
who our friends really are." he
ays. "The state has seemed to

treat foreigners like they're on the other

-ide of a competitive game. The Japa-

nese. Koreans and Taiwanese have

more of holistic view of things. They
r.gure they need help with fishing and

need heip with some of our other
resources: they can't figure out why we

-met to cut off one hand while were

massaging the other, They see us as

suite schizophrenic.”

There's debate over why foreign
investors rind worldwide reporting so
menus. Une school of thought: The
pprnacn may have limited long-term
moact on their bottom lines, bat the
primary obiectmn is philosophical.
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Alaska's Department ot Revenue late
in 19S6 was studying how various tax
systems would affect the state budge:
Vince Wright, chief of the department ?
Research Section in Juneau, says an
examination several years ago indicates
water's edge reporting would have “nr
material impact."

Unlike other states. Alaska cur
jently has no vehicle to benefit directly

Frank Danner, chairman of the Alaska-
Korea Business Council and managing
partner of the Peat Warwick Mitchell
office in Anchorage, says Orientals are
“very close with their financial informa-
tion. They view it as an invasion of
privacy, and they don't want to invest
where they're not wanted."
He add* foreign investor* have "no *

love-fcr the water's edge approach

.ejthter”.and WeukLptefa Mparate ac-- from increased investment stemming

counting in which tax liability j* ealeu-., 'from a tax change. Xo state propert’
lafted by subtracting expenses from »tax. No personal income tax. No sale:
srioepx basis,"but'£fiey ' tix. While adopting a water's edgi
accept waters edge.” approach may not materially reduce
The other school: The bottom line is  state revenues, additional foreign in
still the bottom line, and the goal of any  vestment may not materially tncreast
business venture is to recapture initial  them, either.
investment as soon as possible. Any Nonetheless, worldwide reportim
significant investment in developing may be one of the big sticks the statt
Alaska's resources almost inevitably  will have to be willing to lay down if it'
will result in substantial losses in the  serious about attracting foreign capita
early years. By taxing profits on a to diversify its economy and it doesr.:
worldwide basis, a multinational could want to walk forever softly in world
find itself losing millions of dollars in  markets.
Alaska yet paying the state corporate Says Peat Marwick's Danner. "1don't
income tax on earnings elsewhere. know that we get all that much (tax
Says Calista's Gay, “Business is still  revenue) from foreign corporations anv
business, no matter who's doir.j it. The how. but with the intense competitiiv
investor isn't going to get any return .it  for foreign investment, the benefits
all until the project is developed and the economy outweigh the revenue-
operating, and with some of the projects  state government gets from worldwtd
being looked at in Alaska, that could be reporting.”
as much as 10 years. The most impor- Adds Gay. major foreign investment
tant issue is economics, and investors in Alaska's development will me.i
have to have a way to get over that initial ~ "billions of dollars turning over in in
hurdle." economy for years to come. Oui futut
In other states, one of the primary is resource development, and :n :"
concerns has been the impact ot water's  longer term. loreign investment will:
edge reporting on state government rev? critical. But we need to send a mess.i.
enues. According to one study, theaw r Nnow that we want to make Alaska u-n
agecorporate Laxsetback hasbeen 15to / petitive and make itattractive to tore: g
25*jJerceritv Oregon projected losing  investors."
only $18 million trom its IDSii-d" bien- Repeal ot worldwide reporting m.
niai budget, though, and there have be the loudest and clearest me->.n
been no studies ot the impact ot new Alaska can send in the near term

investment on water's edge states' show that it's ready to lay dn*An the l=
economies, ?tick and replace it with a carrot

rEBRL < '



W ater’s Edge Combination —
Opportunity for Uniformity?

Richard Pinger

Rkhant »Hnger;-=Star Manager of Price Waterhouse in
Houston, said that - a opportunity to achieve uniformity has
already been lost because nine states now apply water’s edge
combination but no two are alike. He said that water’s edge
is a fairness concept, but that it involves costs. For the tax-
payer, the costs arc those of return preparation and payment
and the costs of compliance.

He said that dividends constitute the most important aspect
of water's edge combination, but only for U.S. companies.
He said diat witer’jL.ied|p& i % _ of dividends
without including flfetOf fcfierS~dlrse tfi* worldwide com-
bination.

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

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

All of those areas address the tax costs, he said, but the
,ipKa4tii$ts, which are provided for in the statutes of four of
the nine states, Ht
urged that those states be careful to see to it that any informa-
tion required will be useful and that taxpayer compliance costs
be considered. He expressed the hope that the four states
would at least be uniform in establishing spreadsheet require-
ments. He said that this is the 2yea that provides the best op-
portunity to attain some uniformity

JomJanss

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

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

1986 legislation cut the foreign dividend exclusion back
to 80% and cut the foreign royalty exclusion for 8C/20s to
35%.

6 .Multistate Tax Commission

1988 legislation phases in various changes which wil
timately result in the following: retention of the 80% excli
for foreign dividends (70% if the receiving company own;
than 80% of the paying company) with no factor relief;
exclusion of royalties received from a foreign subsidiary
is pan of the receiving corporation’s unitary business (no
tor relief); foreign operating corporations, unitary 936s
80/20%, are effectively treated as foreign corporations so
80% of their income is excluded and the remaining 20
treated as a fully taxed deemed dividend to the parent coq
tion (no factor relief). U.S. Possessions corporations ar
sentially treated as foreign corporations. Intangible open
business income other than that which qualifies for the
exclusion is fully included in income subject to factor i
which involves including such income in die sales factor

James said that worldwide unitary combination is th
propriate approach conceptually, but that Minnesota
adopted what amounts to water’s edge combination. Inc
so, it seeks to provide comparable tax treatment for r
foreign operations regardless of how organized.

Phil Aldape

U IterS hscoroe Tix Bureau ChJ®, who has also scrv
Chair of the MTC’s Uniformity Committee for die past sc
years, igkf fat watcr’i edge cosnMnadoa iifnoc what i
piupHHfcaK ffiflUu?. He said that there had been gro
uniformity under the movement toward worldwide com
tion; that the business community had driven die move
toward water’s edge and that, in doing so, it should hav
pected diverse results.

;substanrni n
r fi» tax burdens;
purpose of the water’s edge movement, at least in the r
of legislators, was to produce an economic boom but tha
too early to determine its effects. He said that unifomiir
ease of administration were not foremost in the minds of
lators as they adopted water’s edge. He said that unifo
is desirable but that it should not become a means by v
to restrict the tax base.

Aldape hoped that the spreadsheet would help the :
administer their taxes effectively. He expressed the belie
some multinationals prefer non-uniformity even though
other businesses sincerely yearn for uniformity and cons
cy among the states; that most multinationals do not
uniformity oa the condition of having to comply with sp
sheet requirements. He said that state administrative
need to be taken into account and that increased unifo
can be helpful to them as well as to many taxpayers.

o m m«uy‘cat_)vhfal_ve excluded 80/20s

vulnerable ro tax
Action 482 adjustments ate
practical answer; and that non-combination states are
mercy of the taxpayer because the states do not have the n
ccs to deal with Section 482 problems.

Nevertheless, he does think that the states should coi
to work for uniformity, that it is possible m the water’;
area, and that it is desirable for both the states and



taxpayers. He said that the four states that have been work-
ing on the spreadsheet have been trying to limit the require-
ments to information that would be necessary, important, and
useful and would promote uniformity.

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

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

John LaFaver

Montana’s Director of Revenue, who moderated this ses-
sion, said that, as he listened to the presentations, “it struck
roe that the changes in the tax laws that we've seen now in the
last two or three years in a number of states, moving away
front worldwide to water’s edge, have served to substantially
increase the cost of compliance for both taxpayers and tax agen-

wufe

— — that

" Therefore, he said, “I have to wonder

whether, somewhere down the rohd, we are not going to have
to re-invent worldwide unitary" combination.

Sales Taxation of Services

Ron Shreiner, Wade Anderson, Sieve Keene

Ron Shreiner, the South Dakota Revenue Secretary, Wade
Anderson, Executive Counsel for the Texas Comptroller, and
Steven N. Keene, Director of the New Mexico’s Audit and
Compliance Division, described the manner in vhich their
states bad approached the taxation of services. All agreed upon
the importance of taxing this fastest growing segment of the
nation’s economy. Shreiner and Anderson emphasized the im-
portance of bringing the business community into the legisla-
tive process early, implying that Florida’s troubles traced to a
failure to do so; and Keene thought that Florida had taken the
wrong approach in specifying services to be taxed rather than
enacting a broad tax on services subject to exemptions.

Walter Hellerstein

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

taken. He said that most other industries seemed to be w
ing to accept die tax as one that was needed to solve the sta
fiscal problems. He predicted that most of the services wi-
the legislation had addressed would end up being subject"*
the tax anyway; but that the process would take longer
w~ul!d be accomplished incrementally by expanding the t
of the present saies/usc tax in Florida.

Hellerstein said that some 50% of die GNP now cons
of services and that the percentage is increasing. The su
he said, will have to take that into account in shaping their
systems and will have to broaden their sales and use tax ba

There is no economic distinction, he said, between
consumption of tangible personal property and the consu;
tion of services Eliminating die distinction between die
for tax .imposes would greatly facilitate administration,
would bring an end to die extensive litigation which has t
addressed to the distinction. He said that it would also
crease tax neutrality between sales of services and sales of
gible personal property, that it would increase
responsiveness of the sales/use tax to changing economic *
ditions, and that it might be claimed to reduce regressivity
diough he expressed doubt as to the validity of that claim

Like the other speakers, he referred to special difficul
that arc involved in the taxation of services, particularly s
for resale and sales across state lines. But he noted that
sale of services to business, even though the cost is inclu
in the sales price of business products, does not necessa
conflict with current practices in many states with rcspec
sales of tangible personal property to business. He sain t
if sales to business were exempted, the base would be so
row that much higher rates would be required. Thus, he s
it is not possible to eliminate all pyramiding without mal
the base too narrow, whether talking about sales of tang
personal property or sales of services.

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

He said tfat the U.S. Supreme Court would address
question in the pending cases ¢f G. T.E. Sprint v. Sweet
Goldberg v. Sweet, Nos. 87-826 and 86-1101. There, Illi.
imposes its tax on all receipts from telecommunicat
originating in or terminating in Illinois and billed to an Illi
service member, subject to a credit for tax paid on the s
transaction and base to another state. He said that, whil
believes th?t the credit deals effectively with the appon
mem requirement, there remains the possibility that it w*ll
satisfy Due Process requirements in all circumstances.

Multistate Tax Commissio
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A. SUMMARY QFTHEISSUE

In his state of the state messag?e Governor Cowper outlined a 16-point
program for permanent recovery of the Alaska economy, includinga
|oroposal to "repeal the unitary tax on multinational corporations, replacing
ost revenue by other means. "Two weeks later the governor directed the
Department of Revenue and the Division of Policy to "review Alaska's tax
structure with an eye toward removing potential harriers to international
trade." The Governor specified that he had no preconceived notions about
what the review might suggest. He noted, however, that that "the current
umtaqg system appears to scare off potential investors in Alaska."

_ he Department of Revenue's preliminary review of the corporate
Income tax structure suggests that the economic development effects of
changing the present structure may not be as anticipated. Of special concern
to the Department is the additional uncertainty that changing the current
structure will introduce into the state's revenues, and its unpredictable effects
on the prospects for achieving the balance of the administration's legislative

program.
B. NEED FOR BRIEFING AT THIS TIME

Completion of the Department of Revenue's preliminary analysis is an
appropriate point for further consideration of the complex ramifications of
anz/) change In the corporate tax structure, and to bring diverse expert opinion

to bear on the subject

C. AGENCY INYQLYEMEm

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

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

D. THE STATE POLICY CONSIDERATIONS

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

state.

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

E. THE APPRO-ACH TO THE ISSUES.

~ Thefirst steﬁ in the weighing of the state tax policy considerations is the
identification of the alternative methods of corporate income taxation. The
experience of other states in moving to a different method of taxation is also
important as an indicator of what the state might expect The historical
results of using tax policy to attract investment is a further consideration.
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SECTION ONE

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

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

fund public services.

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

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

Alaska businesses.
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DEFINITION OF TERMS

1. Unitary Business | _ N _
If the operation of the portion of the business done within the state is

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

2. Combination (or cpmb_ined.report?W _
When an operation is unitary, the separate corporate members' incomes

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

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

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

4. Domestic Combination o _ | _
An apportionment method which includes in apportionahle income the

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

5. Water's Edge Apportionment _
An apportionment method which limits the scope of the unitary

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

6. Separate Accounting Method . |
Each coiporate taxpayer computes its income only on the basis of

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

apportionment formula.
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1. Apportionment Factor

A formula used to determine a state's share of a multijurisdictional
business' taxable income. The formula is usually based upon factors of
property, payroll and sales in the state, because of their close link with
Income producing activities.

EXAMPLES

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

Facts
Company A: Coal mining operation in Alaska. .
Company B: Steel Company in Pittsburgh, 100% subsidiary of A.
Company C." Sales company in Gmada, 100% subsidiary of A.
Branch A -I: Coal mining operation in Australia, branch of company A.

SeparaeAccounting _
Company A would file its tax return in Alaska and report only those

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

Water's Edge Apportionment _ | | o
Company A and B if unitary, will combine and their combined incomes

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

Company C would pay to Company A.

Domestic Combination - |
Company A and B will combine, including Company A's Australian

branch. In some cases, dividends horn C may be included in apportionable
income.
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Worldwide Combination _ |
Companies A, B, and C, mcI_ud_mgLA's Branch, will combine and
apportion their entire income. This is the current tax method used by Alaska

for both petroleum and non-petroleum taxpayers.

WHATIS-THILUNIIARY BUSINESS-PRINCIPAL?

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

relationships.
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SECTION TWO
WHAT IS A UNITARY BUSINESS?

AS 43.19 provides how unitary business are taxed. The law aprplies t0
two or more corporations conducting a single or unitary business. These
corporations must have over 50% common ownership and the business
activities must be of mutual benefit, dependent upon or contributory to the
activities of one or more of the other corporations in the unitary group.
Whether or not a business is unitary is decided by liking atall phases
of the business' operation, its overall management and the relationships
between its operating branches or departments. _
Whether there Is a unity of ownership (over 50% common ownership),
operation and use are the three factors which are considered in determining
It a business is unitary. Unity of operation is present if there is centralized
advertising, accounting, financing, management, and group or committee
purchasing. Unity, of use occurs when the same group of people (the
executive force) perform managerial functions for the group. Courts have
recognized these characteristics as proof that a corporation 1s a member of a

unitary business.
HOW DOES ALASKA'S LAW WORK?

Once it is determined that there is a unitary group, each member of the
group which does business in Alaska must file a tax return which reflects the
Income of the enLe group. Corporations which do not do any business in
Alaska need not file a return in Alaska. Each corﬁoratlon filing an Alaska
return must compute their taxable income using the standard three factor
formula, or in the case of oil and gas production and Pipeline companies, a
modified formula. These formulas may be stated as follows:

STANDARD 3 FACTOR APPORTIONMENT FORMULA
Alaska Taxable Income = Total Apportionable Income X

roperty, Payroll and.sales in-state —
total property, payroll and sales everywhere
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MODIFIED APPORTIONMENT FORMULA FOR OIL AND GAS
PRODUCERS

Total Apportionable Income X

Propemdn this State— + AK Barrels,0r. MCF extracted

Total Property Everywhere Total Barrels or MCF extracted
2

MODIFIED APPORTIONMENT FORMULA FOR PIPELINE
COMPANIES

Total Apportionment Income X

Property in this State , Sales in this State
Total Property Everywhere  Total Sales Everywhere
2

MODIFIED APPORTIONMENT FORMULA FOR COMPANIES IN OIL
AND GASPRODUCTION & TRANSPORTATION

Total Apportionment Income X

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

ANSWERS TO SOME COMMON QUESTIONS ABOUT THE UNITARY
THEORY

1 (% |1 each state taxes a portion of a unitary group's income,
isn't it likely that double taxation will occur? _

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

_The fact that may states use the three-factor formula minimizes the

possibility of double taxation.

2. Q.. The unitary theon{ IS unfair because it gives a break to
companies with out-ofstate losses and penalizeS companies with
rofitable business operations.  Shouldn't profitable businesses
e encouraged? _ _
A CorBoratlons with out-of-state losses and in-state gains appear to
gett_lngatax reak hecause they pay tax based only on their profitable Alaska
usiness but on the whole their business is less profitable. Their fair share of
tax to Alaska may actually be less than what they would pay under separate
accounting. _ |
_Corporations which pay more tax to Alaska, based on their overall
profitable business operations are just paying their fair share of tax to
Alaska. The fact that corporations which earn more iacome pay more taxes
IS not a penalty. When Corporations are so unfortunate as to sutfer losses, it
really would penalize them if they were required to pay higher taxes.
Corporations plan to make profits. They rarely go into business to lose

money.

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

A ltisawell established legal principle that states may tax income
arising out of activities conducted in different states if there is a connection
between the out-of-state activities and the taxing state. There must be a
rational relationship between the out-of-state activities and the in-state
activities and the taxing state. TN'-v must be a rational relationship between
the out-of-state activities and the in-state activities. |f there is a unitary group
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as defined above, the members of the group are operating as a single
business. That business’ out-of-state activities are related to its in-state
activities. In other words the so-called "separate” businesses do have a
connection to Alaska. If some part of that single business is conducted with
Alaska, Alaska may tax that business. Because that business does not operate
entirely in Alaska, Alaska can only tax the fraction of income which is related
to Alaska. As explained above, the three factor formula is used to determine
what this t[))er(_:entage S. _ _ _

If a business which does not operate in Alaska is truly separate, in the
sense that it is not part of the unitary group which has operations in Alaska, it
IS not included on the combined report and its income is not taxed by Alaska.
Only the income of businesses which do have a connection to Alaska are
included on the combined report.

4f todd How does Alaska's law differ from unitary laws of other
states:

A. Alaska's un_itar?/_ law is similar to unitary laws in several other states
but there are a few significant differences. Alaska's statute applies to
corﬁoratlons which are created or organized in any country in the world.
gOt er states' statutes may apply only to corporations organized in the United

tates.

Alaska allows corporations to use an equally weighted arithmetic
formula or formula which weighs sales, property and payroll the same. A
few states use a formula which WEI?hS one or more of the factors to a greater

degree or eliminates one or more of the factors.

Some states, including Alaska, include sales in the part of the sales
factor attributable to that state if they are not taxable to any other state. This
i called a "throwback” rule because sales not taxable elsewhere are thrown

back and treated as a sale which occurred in that state.

5. Q. How does Alaska's unitary statute affect the business
community? - | |

A. There has been a lot of discussion about Alaska's "business climate."
Because Alaska's unitary statute is over 20 Kears old general observations can
be made concerning its overall impact Although Alaska’s economy is
dominated by domestic oil production, foreign Investment has been heavy
over the years in the fisheries, timber and tourist industry. Alaska's unitary
concept applied to all corporations (except big oil from 1978 through 1981)
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has been one of the most stable aspects of a state's business climate. Its
corporate taxation method, while important to many businesses, is onlg one
factor to consider. California has used the unitary method since the late
1930's and its economic growth has been ranked at or near the top in
comparison to other states. o o
~Small businesses and companies which conduct their entire business
within Alaska may benefit from Alaska's unitary statute because they are able
to take losses currently. Several studies indicate that small businesses create
more new jobs than larger businesses. Higher employment rates contribute
to a stronger state economy. A healthy economy is always good for business.
Some segments of the business community object to combined
reporting, but other segments of the business community support it. For
example, the National Federation of Independent Business has testified

before Congress in support of combined reporting.

6. Q.What are the arguments against the worldwide combined
reporting method of unitary taxation as comPared to those

against separate accounting or an arm's length method?
A. The opponents of the worldwide method make various claims in

suPpott of the arguments to abandon the method. These include the

following: _ . .
- - It may result in double taxation of the same income unless all

countries adopt the method. _ | _
- - it may interfere with international trade and impede new investment

in the United States. _ _ o
- - foreign based corporations may have a greater income distortion

since they have a greater proportion of foreign to U.S. activities.
- - It departs from the international norm of arm's length or separate

accounting. . o _
- - itgives rise to foreign threats of retaliation against U.S. based

companies, o _
- - it is administratively burdensome for corporations and f1

companies may not have access to the information concerning a

parent or other subsidiaries. _ . _
- - it is difficult to defme the parameters of a unitary business which

gives rise to taxparer uncertainty.
- - states apply the concept nonunifoimly.
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The proponents of the method voice the following concerns on the use
of separate accounting or the arm's length method: |
- - Itfails to accurately measure income and may lead to undertaxation
In organizations that are functionally integrated, have centralized
management, and share economies of scale.

- - it Is administratively burdensome for states and taxpayers because of
the millions of transactions that must be reviewed in order to Source income
among the various jurisdictions and the lack of free access to foreign

information. S _ .
- - states lack the resources to administer it effectively which can result

In the tax burden being shifted away from multinational corporations to

smaller domestic companies. o .
- - the allocation of indirect expenses and the determination of value in

Intracompany transfers is extremely difficult, can be based on arbitrary
criteria, can vary from one company to another, and is nearly impossible to

audit in iarge multinational companies. _ _
- - the rules and level of |mﬁlementat|on at the international level are

not uniform and it departs from the accepted method of state taxation based

on apportionment. | S
- - it has been criticized by the General Accounting Office foi failing to

provide consistent, equitable measurement of income.
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SECTION THREE

FACTORS AGAINST WORLDWIDE APPORTIONMENT
1. Taxpayers believe it exposes them to double taxation;

2. Taxpayers believe it burdens them with excessive bookkeeping
requirements;

3. Distorts international flows of trade and investment;

4. Upsets longstanding agreements among the nations to achieve tax
harmony;

5. Limits federal government's ability to conduct consistent international
economic policy;

6. Invites retaliation by nation's trading partners;

7. Violates the Constitution.

FACTORS FAVORING WORLDWIDE APPORTIONMENT

1. Prevents corf)orations from evading taxes by misrepresenting the
geographical allocation of their income;

2. Easier to administer than various separate accounting methods;

3. Generally, worldwide apportionment increases a state's corporate income
tax revenue.

4. On a domestic basis, apportionment has been court approved.
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Figure 1

How Much Income Did A Corporation Earn In Alaska?

Alternative Methods:

Separate Accounting Principle | Unitary Principle

Separate Accounting

Alaska
Alaska Sales - Alaska Expenses = Net
Income °
Alaska Sales Alaska Assets Alaska Payroll Alaska
U.S. Sales U.S. Assets U.S. Payroll _ x (U.S. Sales - U.S. Expenses) = Net
3 Income

Worldwide Combined Reporting Method

Alaska Sales Alaska Assets  Alaska Payroll

Worldwide Sales + Worldwide Assets  Worldwide Payroll Alaska
x (W.W Sales - W.W. Expenses) = Net
Income
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—A Report on Keidanren Investment Mission
to the U.S. (Alaska, Hawaii)—

By Hideo Ishihara

Leader of Keidanren Investment Mission to the U S,
Managing Director, industrial Bank of Japan

1. Background and Purpose
Japanese direct investment in the
United States has increased sharply
in the past few years against a
background of the rapid and steep
appreciation of the yen. In fiscal
1987, such investment reached S14.7
billion, accounting for 44 percent of
Japan’s total overseas direct invest-

ment, according to the statistics
compiled on the basis of reports
submitted by investing entities,

although the rate of growth fell to
45 percent from 88 percent in fiscal
1986.

Keidanren has been making ef-
forts over the years to promote
overseas direct investment, in the
belief that such investment will help
to correct trade imbalances in the
long run and mitigate trade frictions
with the U.S. and other countries.
As part of these efforts, this
organization sent investment mis-
sions to 23 states of America in
1984, to 16 states in 1986 and to five
in 1987. In addition, we have made
consistent efforts to seek abolition
of the worldwide unitary tax, a ma-
jor impediment to direct investment
in the U.S. Substantial progress was
made toward the resolution of this
problem in 1986 when the state
legislature of California passed an
amendment bill.

The rapid rise in investment in the
U.S., however, is causing concern
about possible frictions related to
investment, such as lack of harmony
between investing corporations and

local communities. In these cir-
cumstances, the Council for Better
Investment in the U.S. was created
in April this year by succeeding to
the Worldwide Unitary Tax Coun-
cil. The new council aims to deal
with the remaining problems related
to the unitary tax and to identify
problems related to U.S. investment
and study ways to cope with such
problems.

The latest mission visited Alaska
and Hawaii from September 4 to
September 13 to obtain firsthand in-
formation on the investment climate
in the two states and on problems
related to investment in these states.
Another purpose of the mission was
to find out how these states perceiv-
ed the growing concerns of Japanese
investment in the U.S. generally - a
sentiment that had intensified since
the year before.

2, Impressions of the States
Visited
(1) General Impressions

The states of Alaska and Hawaii
are very different, when compared
in terms of the level of Japanese
direct investment. In Alaska, only a
small number of investments have
been made in the field of natural
resources. In Hawaii, by contrast, a
considerable number of investments
have been made, particularly in the
area of tourism.

We were impressed during the
visits, however, by the fact that the

two states have a number of ex-

tremely important things in com-
mon. First, both states are
geographically separated from the
other 48 states. Second, both are the
newest states of America, Alaska
being the 49th state and Hawaii the
50th. People in Alaska call the 48
states the “‘lower (southern) 48
states.” In Hawaii, these states are
collectively called the '"'mainland.”
These characteristics of Alaska and
Hawaii have had significant effects
on economic activities in these
states. In particular, they have a
strong desire to expand economic
exchanges not only with the other 48
states but also with countries in the
Pacific economic region, especially
Japan. The warm welcome we
received in the two states was an ex-
pression of this desire. We believe
that now is the time for Japan to
strengthen its economic relations
with both states.

Industrial development needs to
be promoted both in Alaska and
Hawaii by taking advantage of their
geographical characteristics. Alaska
is situated at an almost equal

KEIDANREN REVIEW No. 113/October 19W



distance from Tokyo. New York
and maior cities in Europe, while
Hawaii is located in the center of the
Pacific. To cite a specific example,
Federal Express has decided to use
Anchorage as the hub of us interna-
tional parcel delivery services. In ad-
dition. a plan to open a securities
market in Hawaii is being studied
since such trading can be conducted
on the basis of time differences be-
tween Tokyo and New York.
Hawaii also has the potential to
develop an education industry since
it can serve as the cultural bridge
between East and West.

Both states are aiming to “diver-
sify” their economies - an impor-
tant fact which should be taken into
account when Japan's economic
relations with them are considered.
Alaska, whose economic structure is
traditionally oriented toward oil and
other natural resources, has been hit
hard by the fall in crude oil prices.
Consequently, a major challenge for
that state is to correct the excessive
dependence on oil and other natural
resources. Alaska’s efforts toward
economic diversification are evident
in, for example, the fact that the
governor of the state is taking the

initiative to review the worldwide
unitary tax and thereby facilitate
foreign direct investment In the
state.

In Hawaii, although the impor-
tance of promoting the tourism in-
dustry is recognized, efforts are be-
ing made to strengthen the eco-
nomic structure through diversifica-

tion of the economy, specifically
through development of high-
technologies  such as  oceanic

technologies, in light of the state’s
geographical and other advantages.
Although investment in real estate
has elicited some criticism, we ob-
tained the impression that the state
government believes that investment
from Japan has a large role to play
in the development of the Hawaiian
economy, and that continued ex-
pansion of such investment is to be

KETOANREN REVIEW No. 11230ctob*r 19W

welcomed.
(2) Impressions in Each Slate

Some of the impressions we gam-
ed during our visits to the two states
will be described in more detail on a
state-by-staie basis:

1) Alaska

The purpose of our visit to Alaska
was to conduct a survey on the in-
vestment climate there, including
the worldwide unitary tax problem.

Regarding the worldwide unitary
tax, we were encouraged by the fact
that the state government, from the
governor on down, is very positive
about reviewing it. In fact, the
government is already drafting an
amendment bill. At a luncheon he
hosted, Governor Cowper stated
that Alaska has made efforts to ex-
pand trade and investment relations
with Japan ever since it became the
first state of America to open a
representative office in Japan in
1964. As for the worldwide unitary
tax, he expressed an intention to
review it by taking into account the
views of Japanese business leaders
including Mr. Akio Morita, Vice
Chairman of Keidanren and Chair-
man of the Council for Better In-
vestment in the U.S.

However, the situation surround-
ing this tax problem does not war-
rant optimism since some members
of the s'ate legislature are said to be
reluctant to change the current
system. In the background of such
negative attitudes is the fact that the
current unitary tax system makes it
possible for oil companies making
large profits in the state to reduce
their tax burden. The state govern-
ment wants to lure more investment
from abroad by introducing the
water’s edge method. At the same
time, however, it isconcerned about
the possible impact of a tax change
on the oil industry, which is playing
a key role in the state economy.
Under the present circumstances,
the government is studying a revi-
sion on the condition that the tax
would apply to the oil industry as an

exceplion to the rule Since (he
amendment bill now m Ihe wurkv o
likely to come up lor debate in (he
stale legislature opening in January
next year, we need to keep a close

watch over future developments
concerning the bill.
During the discussions on the

unitary tax, the following question
was often asked: Will Japanese in-
vestment in Alaska increase if the
tax is changed? Our answer to the
question was that not only the tax
system bui also various other fac-
tors are taken into account in the
making of investment decisions. We
believe that the Alaskaa side
understood our position, at .east to
some extent. However, since a
change in the unitary tax would
cause a drop in tax revenue, it is
necessary for us to work out a more
convincing answer to this question,
which is expected to be asked time
and again in future discussions on

this problem.
In the past, economic relations
between Japan and Alaska have

centered on trade in mineral and
fishery resources, forestry products,
paper and pulp. The only notable
case of Japanese direct investment is
Alaska Pulp. Currently, there are
several Japanese investment proj-
ects in the fields of coal exploration
and resort development, and there
are great expectations for these
projects.

However, close attention must be
paid to the question of environmen-
tal regulation in the implementation
of these projects since local
residents have a keen interest in the
protection of the natural environ-
ment, one of the great physical
assets of the state. On this point,
Ms. Brady, the commissioner for
natural stated that no
development project can be initiated
without the consent of local
residents. In order to obtain such
consent, the state government hold
public hearings. Only after the
understanding of residents is obtain-

resources,



cd, can ihe legislature proceed to
lake action. This process of building
a consensus naturally takes time.
During the visit to Alaska lhe mis-
sion conducted a tour of the Alaska
Pulp plant in Sitka, a small coastal
cits. The plant, a pioneering exam-
ple of Japanese direct investment in
the U.S.. has been in operation since
1959. The company has as many as
360 local people on its payroll and
thus maintains close relations with
the local community. However, it
experienced a labor dispute and
learned valuable lessons in the pro-
cess. We also had much to learn
from us experience regarding labor
problems, relations with the local
community and other relevant mat-
ters. The knowledge we obtained
during the tour will help greatly, we
believe, to promote activities of the

Council For Better Investment in
the U.S.
2) Hawaii

Hawaii has deep historical rela-

tions with Japan, as shown by the
factor that about one-fourth of the
state's population (about 1 million)
are of Japanese descent. Also, one
in five tourists from outside Hawaii
is Japanese, and Japanese visitors
account for one-third of the total
revenue from tourism.

Thus Japan maintains a con-
spicuous presence in Hawaii, as
compared with other states of
America. Regarding Japanese in-

vestment in the state, the reaction
was generally favorable except in a
few cases, and most people we met
hope that investment
would be expanded. Governor
Waihee, stated during a meeting
with  us that Hawaii  always
welcomes foreign investment and
that investment from Japan is mak-
ing a contribution to
economic development in the state.
Concerning real estate investment
aimed at speculation, the governor
stated that it is a matter of concern,
as in Japan, and expressed hope that
increase in ways

expressed

material

investment would

that would promote the develop-
ment of the state economy.

Japanese enterprises, including
their affiliates, already occupy an
important position in the Hawaiian
economy, and they have paid close
attention to relations with the local
community since they expanded into
the state. We were informed that the
Japan Club was making greater con-
tributions to the local community,
including a 5500,000 donation made
last year to the Aloha United Way,
the Hawaiian branch of the United
Way, a nonprofit organization
whose business it is to collect dona-
tions from across the U.S. The visit
to Hawaii was of great significance
to the activities of the Council For
Better Investment in the U.S. since
maintaining harmonious relations
with local communities is one of the
key objectives of the council.

The state of Hawaii welcomes
foreign directinvestment in a range
of fields from the point of view of
promoting the diversification of the
local economy. For example,
Hawaii is promoting projects to
build communications facilities tak-
ing advantage of its geographical
position as the state situated in the
center of the Pacific, to construct a
base for space facilities on Hawaii
Island and todevelop oceanic
technologies on Oafu and Maui
islands.

In addition, a waterfront re-
development project isunder way in
Honolulu Bay and adjacent areas.
Members of the mission had the op-
portunity to observe some of the
redevelopment work in progress on
a boat tour of the bay. The project
is designed to develop a bay area of
1,550 acres stretching along a 6-mile
coastline by 1989 with the state
government taking the initiative.

It needs to be noted, however,
that development projects in Hawaii
are subject to various restrictions as
in Alaska. To take the waterfront
development project as an example,
efforts are being made to obtain the

understanding of the local com-
munity. We learned that bccauve oi
stringent restrictions, new develop-
ment projects are avoided and ac-
exis'mg areas and

preferred in many

quisitions of
facilities are
cases.

The education industry is anoiher
area that seems to hold out much
promise. In this connection, the
mission visited the Japan America
Institute of Management Science
(JAIMS), which is managed wiih
the support of Fujitsu Ltd. The in-
stitute is conducting a Japanese
language program for Americans
and scholarship students from
Southeast Asia, in addition to a
icorientation program for
employees taking up overseas
assignments. Considering that
Hawaii is a cross-cultural center
where people from the East and
West mingle, it is expected that such
global educational activities will
produce highly satisfactory results.

3. Future Prospects

The growth of Japanese direct in-
vestment in the U.S. has elicited
criticism from some Americans
since late last year. At the level of
individual states, however, such in-
vestment is generally welcomed. In
Alaska, as described above, foreign

investment, particularly from
Japan, is being encouraged as an
essential means of achieving
economic diversification. In

Hawaii, too, Japanse investment is
appreciated generally from the same

standpoint, although there have
been some wundesirable cas-is of
speculative real estate investment.

In the case of Alaska, however, in-
formation on the state as host to
foreign investors is not yet suffi-
ciently available since it is relatively
recently that the state showed a
positive attitude toward foreign in-
vestment. The move to revise the
unitary tax is a manifestation of the
positive attitude which the state
government takes toward Japanese
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corporations. We believe that
Alaska will be cited more often as a
candidate for Japanese investment
if a tax change leads to a better
understanding of the investment
climate on the part of Japanese
corporations.

One thing notable about Alaska is
that the state is rich in undeveloped
tourism resources as well as in
natural resources. W ith the
Japanese people becoming increas-
ingly aware of the need to improve
the quality of life, the natural en-
vironment in Alaska is a great at-
traction. A plan to hold various in-
ternational conferences in the state
is worth considering, since it is
located at an almost equal distance
from Japan, the continental U.S.
and Europe. Through such moves
the Japanese will have a deeper
understanding of and a greater sense
of affinity toward Alaska and, as a
result, possibilities for investment in
a variety of fields will likely
increase.

As for Hawaii, possibilities for in-  visited is a good example of global
vestment in areas other than tourism educational institutions where peo-
have tended to be overlooked ple from various parts of the world
because the image of the stale as a can learn about the economies and
tourist resort is too strong. One in-  cultures of the U.S. and Japan.
teresting possibility is the establish-
ment of a securities market in 4.  Acknowledgements
Hawaii, which is situated between In sending the mission to Alaska
Tokyo and New York. Given such and Hawaii we received generous
prospects, it is important, we cooperation and support from the
believe, for the state to select certain  governors of the two states, other
priority areas and publicize their  officials of the state and municipal
strong points to would-be foreign governments, private  economic
investors. organizations, the Japanese Con-

There is also a growing need to sulate General, Japanese corpora-
maintain harmonious relations with tions in the two states and their
local communities, at a time when  representative offices in Japan. We
Japanese direct investment in the also obtained the cooperation of
U.S. is expanding rapidly. Hawaii  representatives from member com-
has an important role to play in this.  panies who participated actively and
If Japanese businesses learn from enthusiastically in the mission
their experience in this friendly state  throughout the tightly scheduled
and apply the lessons they have trip. | would like to express my deep
learned to their activities in other  gratitude for the cooperation and
parts of the U.S., then such efforts  support extended to us and look for-
will produce useful and beneficial ward to continued guidance and
results. In this sense, the JAIMS we support.

Japan Travel-Phone

When you need English-language
assistance or travel information,

call the Travel-Phone
Tokyo 502-1461
Kyoto 371-5649

WHAT IS THE TRAVEL-PHONE? In Tokyo or Kyoto Araaa

S iR e

TdyoAm- P14 lar TagoTIC

t0 wed\eal Ko Aea—371L 5%+ lor Ao TIC

tsr
ot Fsarvma
THAHMHOIT THEYESN

WOprt. BENT D& Remarks:
’ Wmapﬂicmmmirgaisltomﬁree

HOW TO USE HE TRAVEL PHONE

vas—aaalEfe saM®  ToURIST INFORMATION CENTERS (TIC)

S R s A R T G e o e

OutakJ# Tokyo or Kyoto

Tr’°|afﬂ><ml td’tfrm iston tht# two najar centers, Al
T T SRS R

o hmwsm os
mtantlraanes romaam ﬁ\'ﬁd(
% Joxdn

% tocbl lql]CGaIitail Iha cr. mEﬁjg

%. m?ﬂ&%%ﬂx a}gilthgg}a F%%uc g%%%‘lm %@1@&%%

LBl aphto fhoe. tead aHDaomaddid 156 (03152'1‘%%0 a

5'

KEIDANREN REVIEW No. 113/Octot»f 1963

taratumd loyouattar yaurdl. Japan National Touriat Organization



Ksldanrsn Invsstmsnt Mission to U.SJC
Purposs and Back Ground

Japan s direct investment >nthe Unued States has been rapi-
dly expanding since the early 1980s. far outpacing the high
growth ol its global overseas investment The Unued States has
always been ranked as me number one host of Japan's direct
investment According to the figures released annually by the
Mmstry ol Finance. 1.816 cases ol direct investment, amounting
10 $14 7 billioni44 1%ol Japan's global investment of the year),
m ihe Unued Slates were made by Japanese companies in fiscal
vear 1987 This registered a vigorous 44 7% increase over 4 5
hillion ol the previous fiscal year The cumulative (FY1951-87)
total ol Japan's direct investment in the US. now amounts to
50 2 hillion dollars

Keidanren believes Japanese direct investments into the US
will contribute to lhe economic development ol both the US
and Japan, and has helped us member companies explore in-
vesiment opportunities

In this context. Keidanren sent three investment studv missi-
ons covering 23 stales in order to obtain firsthand mlormation
on economic ana social environment of the respective state in
June 1984 For the same purpose Keidanren sent similar missi-
ons to 16 states in 1986. and to 5 states in 1987 These missi-
ons exchanged views with the Governors, members ol the state
legislature. Mayors, leaders ol the state and municipal govern-
ments, business community, as well as Japanese companies
who already operate locally and visued meior industrial sues as well

With the fast increasing direct investment. Japanese com-
panies are bound to face various new problems caused by their
direct investment in the US,, including such issues as fostering
better community relations and avoiding, movements towards
greater investment restriction. In order to cope with these pro-
blems. a new council named “Council for Better Investment in
the U.S." (CBIUS) was established on April 6. 1988.

Following these activities, another investment expansion mi-
ssion was organized to visit the State of Alaska and the State
of Hawaii from September 4 to 13,

The Mission will report us findings to the member companies
of Keidanren and CBIUS and other Japanese corporations for
reference in their future investment plans.

Though this mission will not engage in immediate business
talks on investment, we are convinced that the visits by the
mission, composed of representative corporations of major in-
dustrial sectors in Japan, will lead to a smooth expansion of
Japan's direct investment, taking into account various social
and economic concerns in the United States.

Keidanren

Investment M issior

The

to
United States
0 f
America

Alaska, Hawaii

Septem ber

1988
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Keidanren (Japan Federation of Economy
Organizations) is a private, non profit economi
organization representing virtually all branche
of economic activities in Japan. Keidanrer
maintaining close contact with both public ani
private sectors at home and abroad, endeavor
not only to find practical solutions to economi
problems but also to contribute to the soun
development of the economies of Japan an
countries around the world.

Through the merger of several economic an
industrial organizations active since prewar day:
Keidanren was established in August 1946.

Since then Keidanren has grown into a natior
wide body with 120 association and 915 corpi
rate members as of August 1988.

Headed by internationally acknowledge
leaders of the Japanese business cc.nmunit)
Keidanren plays an active and influential role /
the achievement of harmonious econom.
prosperity for all mankind.
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My name 1is Sadami (Chris) Wada, Senior Vice President of
Sony Corporation of America and | am also U.S. Advisor to
the Council for Better Investment in the U.S. of KEIDANREN.

KEIDANREN 1is a Japanese name for Japan Federation of Economic

Organizations. It is a private, non-profit economic organi—
zation representing virtually all branches of economic
activities in Japan. It is certainly a nation-wide body

with 120 association members and 921 corporate members as
of September 1988.

KEIDANREN has sent a series of investment-related missions to
various states since 1984, covering 23 states in the first
year, Ib states in 1986, 5 states in 1987 and Alaska and

Hawaii 1in September 1988.

Last September the 21-member KEIDANREN investment study
mission to Alaska visited a number of places and had a number
of important meetings in the state. The meetings included
the state legislature leaderships, business leaderships,

the Administration leaderships and reporters from media

world.

We were very much impressed by the beauty of Alaska and its
short distance from Japan. Its abundant natural resources
also impressed us. Even though the state lost competition
for 1994 winter Olympic site, the state is rich 1in sites for

skiing and other winter sports.

However, we were very much disappointed to learn that this
rich and beautiful state has the notorious worldwide unitary
tax system. The British, Dutch and other European nations
united their efforts to appeal to the United States with
their strong opposition against this unfair, unreasonable
and internationally-rejected tax system. Prime Minister
Margaret Thatcher repeatedly urged then president Ronald
Reagan of the U.S. to stop the practice of the unitary tax

on a worldwide basis.

We also found out the unfortunate nature of this worldwide
unitary tax system, that results 1in unfair double taxation
and in most onorous administrative burden that in most

cases do no give any justice in the final tax assessment.

We thought this 1is very 1ironic for Alaska, because this
oeautiful state was the first state to open its office in
Tokyo, Japan in order to invite our investments in the state,
but now it is the last state to eliminate it if it wants

to see its Tokyo office succeed in inviting Japanese investments

into the state.
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In 1984 the following 12 states had the worldwide unitary

tax system. They were Alaska, California, Colorado, Florida,
ldaho, Indiana, Massachusets, Montana, New Hampshire, North
Dakota, Oregon and Utah. All except Alaska changed their tax
system. The most important worldwide unitary tax state,

California with 1its largest tax exposure among the 12 states,
provided the water®"s edge choice by its state legislature

and the governor®s signature in 1986. The governor of Cali—
fornia did support their water®s edge and signed it into the
law for their economic growth through greater international
investment particualarly in manufa<®Turing. AIll of those states
that modified their tax system did so in the same thought as

California.

KEIDANREN, Sony and others from Japan, Tfor greater investments
in Alaska are all pleased to see SB-119 before the state
legislature, and wish very much to support the passage of

the bill. We are very happy to know that Governor Cowper

took the initiative in this effort with the wide support

from the Alaska state legislature. The worldwide unitary

tax system penalizes 1investment. When one makes an investment
in manufacturing, it takes time 1in purchasing land, building
plant structures, machines, training workers, organizing plant
operations to be efficient, debugging machine operations and
also in securing and training material and parts suppliers.

It takes easily a few years before you can have real profit

on which you may pay 1income tax. Until you make profit, you
have nothing to pay tax out of. The notorious worldwide
unitary tax demands state tax payment out of global 1income
from other countries, through what they call worldwide

combination of 1income. Income made in other countries is
of course taxed in each country. Why such 1income should be
subjected to another tax. We oppose such double taxation.

After invited to invest and to contribute to the economic
activities and to the economic base, why one should be
penalized by such double taxation.

Further, the worldwide unitary tax system requires combining

of properties, sales and payroll of the whole world, 1in order

to find out what percentage of the global income should be
attributed to a certain state. Prices of one acre in the U.S.

and Japan are very different, particularly when the one acre

in Japan was bought three hundred years ago while the one 1in

tne U.S. was bought 1989. Those original book values of the

each acre, make no basis for apportioning global inconme. It
creates nothing but distortion. Sales in large and traditionally
established market and in unstable and risky market would of
course have different profit margin, therefore, such providing

no rational basis to allocate global 1inconme. Wage levels are
clearly known to be different country to country, once again,
providing no reasonable fcasis for allocating global 1inconme.

In Japan, no-lay off means very much beyond some wage differences
and it can have important value. Country to country, fringe
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benefits are different, that include housing m some countries

where it could mean very much 1in value. Therefore, contribution
to income creation cannot be direct translation of wages or
salaries. There are 1in some cases, very 1important elements

that enables contribution by employees to the corporate income,
outside wages and salaries.

I am sure that state tax authorities are responsbile to tax
corporations without allowing them to hide income and evade
due taxes. The Federal Government is very much responsible for
making sure that they tax right and not allow international
corporations to evade taxes. Their responsibilities may be
even far greater, the stake being much larger compared to state
level. The Federal tax authorities use "arm®s length” method
to test any suspicious transactions. IRS Code 482 gives the
Secretary of Treasury such an authority to carry out their
responsibility to tax. Why cannot a state use the same test,
rather than rely upon the impossible worldwide unitary tax

system.

Exchange rates among nations that have been changing so much
not only over years but even within a year of twelve months.
What exchange rate to use? What justification 1is there for
choosing any exchange rate? What could have been the exchange
rate of the Japanese currency of three hundred years ago to
the U.S. dollar? Should we combine the result, whatever it
may be, with the value of any U.S. property bought this year?

Japan has made about $50 billion direct investment in the
United States so far. As we make trade surplus with the U.S.
we must get the money back to U.S. Unless wo do so, the
shortage of money in U.S. will drive the interest rate higher
and economic activities lower. Japan shouid invest such U.S.
money 1in manufacturing industries, rather than national bonds,
considering productive and job-creating impact. Greater
manufacturing has tremendous ripple effects in economic

activities.

I am sure all the people in the world find Alaska beautiful
and exciting with her natural beauty. She is rich in resources

and attractive for recreational sports of different kinds.

The KEIDANREN mission came and found this state very attractive
but when we learned that unfortunately this state still keeps
what we thought was something of the past, we were surprised
and disappointed, because the worldwide unitary tax means

a red flag for investment.

SB-119 eliminates the worldwide unitary tax from Alaska and
removes fear of unfare double taxation from investing in
Alaska. it ends the most cumbersome and onorous tax system.
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Once the notorious worldwide unitary tax is removed from
Alaska and the internationally accepted system is applied to
investors from U.K., Holland, Germany or any other country
certainly 1including Japan, 1 am sure Alaska 1is really ready
for any international 1investments. KEIDANREN will remove the
red flag from Alaska on the investment map.

I would like to express here my sincere appreciation for the
opportunity to communicate our opposition against the worldwide
unitary tax and our support to the Senate Dill SB-119.

1 would also like to express here my appreciation for the
January 25, 1989 opportunity to testify via telephone in
support of the same SB-119 before the Senates®s Committee
on International Trade and Tourism under the chairmanship

of Senator Szymanski.

* ***
*khkhk*k end ***



ATTACHMENT A
Draft List of Possible Options

1. Separate accounting for all corporate taxpayers. This
is nominally what the Japanese are asking for, and would remove
the psychological barrier said to deter foreign investment. It
could lose us up to $2 million annually (depending on how
implemented) 1in non-petroleum corporate tax revenue, but at
current oil prices would increase petroleum tax revenue by at
least $150 million. Under separate accounting, production and
pipeline profits earned in Alaska would be taxed at the Tfull 9.4
percent nominal rate. See the table below for the effective

rates under current law.

Net Income, Tax Paid, and Average Effective Rates
Petroleum Corporate Income Tax

—————————————— millions-————————--
Alaska Net Income Tax Paid Tax Rate
1983 $5,771 $236 4_1%
1984 $6,639 $265 4.0%
1985 $5,083 $169 3.3%
1986 e $3,452 $134 3.9%
Net income calculated from data in Sohio annual reports and Fl

filings.

2. Water"s edge Tfor all corporate taxpayers.Would also
remove the psychological barrier said to deter foreign
investment. Likely to have little impact on current non—
petroleum corporate tax revenue (i.e. ==<$1 million annually).
The effect on petroleum revenue could be much larger, though
difficult to predict. EXXON and Standard would probably pay more
tax, and that ARCO would pay less, resulting in a net increase
of $10-40 million in annual corporate petroleum income tax

revenue.

3. Status quo for oil companies, separate accounting for
everyone else.

4. Status quo for oil companies, water"s edge for
everyone else.

5. Status quo for oil companies, separate Recounting or
water®"s edge for everyone &else, with a compensating rate
change to make result "revenue neutral."™ But has anyone
figured out what we mean by "revenue neutral?"”

6. Separate accountingor water®"s -edge for everyone, with
a compensating rate <change to make result "revenue

neutral." Theoretically, this could get the state the same



amount of money as it is currently getting, while cutting the
nominal tax rate roughly in half. The oil companies would pay a
tiny bit more than at present. Everyone else (at least everyone
currently paying 9.4 percent) would have their corporate tax
reduced by half. This would unequivocally have a positive
economic diversification effect, a statement that can"t be made
about any of the options describe above. The problem, of course,
is that the rate adjustment required for revenue neutrality this
year (assuming we could figure that out in advance) would air”st
certainly not be revenue neutral in the following year.

7. Abolish the non-petroleum tax, go to separate
accounting for oil <companies and adjust the rate to
achieve "revenue neutrality.”™ We could probably reduce our

nominal 9.4 percent rate (now paid only b”oil companies) to 5.5
percent and expect the result to approximate the revenue from
our current corporate tax structure. Like option 6, this would
produce an unequivocal economic diversification impact.

8. Abolish tho non-petroleum tax, go to separate
accounting for oil companies. Like option 1, above, this
would raise oil company taxes and state revenue. Unlike option
1, this would be (pertain to have a positive impact on economic
diversification.

9. Give corporations an option, a la California. Any time
we give the oil companies (or any other profit maximizers) an
option, they will use it to lower their costs. Where the amounts
at stake are large, as th”y are with in the case of Alaska oil,
there is the risk of losing big bucks.

10. Give non-petroleum corporations an option, a la -

California, but retain (and require) worldwide wunitary
for oil companies. But some authorities have suggested that
once you establish an option, it must be made available to all.

11. Do nothing. "Sorry, governor. It seemed like a good idea at
the time, but further study suggests that it doesn"t make sense.
The reason it doesn"t make sense is...."

12. Study tha quastion until it goes away. A variation on
the "do nothing" option, above. An easy option to justify
because no matter how much analysis we devote to any proposed
change, we will still face considerable uncertainty on the
revenue effects of the change. And while it may not always be
true, it can always be asserted that additional analysis will
reduce the residual uncertainty.
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ATTACHMENT B

The corporate tax 1is plays a bigger role in Alaska than in
most states, though a smaller role than it did before the 1981
tax amendments (see Attachment D). Alaska would rank a little
lower if the comparison were made against "all general

revenues," which would then include our royalty income 1in the
denominator. This is U.S. Census data.
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ATTACHMENT

As this ranking shows, Alaska has a fairly high corporate tax
rate. Large mining companies and others which historically pay
virtually no income tax may not care. For small to medium
corporations (annual sales 1e&3 than $50 million) studies
suggest that the rate may be a significant factor in both
location decisions and business success. The desire to reduce
the nominal rate has been an element in tax "reform, " both
federally and in states like Minnesota and New York. For many,
quick and quantitative measure of income tax "reform" is the
increase in collections per percentage point of rate:
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ATTACHMENT D

CORPORATE TAX AND TOTAL UNRESTRICTED REVENUE,
($ Millions)

FY

*59
60
61
62
63
64
65
66
67
68
69
70
71
72
73
74
75
76
77
78
79
80
81
82
83
84
85
86
87
88*

*Forecast.

UNRESTRICTED

GENERAL
FUND
REVENUE

25.4
48.0
40.5
68. 9
71.6
67.0
83 .0
86.5
86. 6
112 .7
112 4
1067.3
220.4
219.2
208.2
254 .9
333.4
709.8
874.3
764 .9
1133.0
2501.2
3718.2
4108.4
3631.0
3390.1
3260.0
2679.4
1741.3
1716.1

CORPORATE INCOME

Petroleum
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232.6
547.5
860.1
668.9
236.0
265.1
168.6
135.0
95.0
110

TAX REVENUE
Non-petrc
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ATTACHMENT E

CORPORATE INCOME TAX REVENUES
AS A SHARE OF TOTAL U.G.F. REVENUE

PERCENT

1960 1965 1970 1975 1980 1985
FISCAL YEAR
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FLUOR DANIEL

FI'iOf Dail'Ol AlgjSad. Inc

900 W eil 5ili Avnnuc. -j.ic 3C0. v Q Bo. 196680
Anchorci'jo. Alnsltfi 99S1966G 0

(907) 276-2636

April 24, 1989

Senate Finance Committee

Pouch V
Juneau, Alt 99811

Attention: Senator Rick Uehling, Co-Chairman
Senator Johne Binkley, Co-Chairman

Gentlemen:

PROPOSED SENATE BILL 119
An Act Relating to Corporate Inoome Taxes

Fluor Daniel Alaska, 1Ino. 1is Alaska"s largest engineering

and construction company. It is a wholly owned
subsidiary 8f the world wide Fluor Corporation which has

a long history of work in Alaska.

Senate bill 119 proposes to change the basis of income
taxes for foreign companies from worldwide unitary

taxation to water®"s cage taxation. This action would
discriminate against domestic corporations in oompeting

both in Alaska and overseas.

In your deliberation of tax legislation, wo strongly urge
you to maintain a level hand in regards to treating
foreign and domestic companies equally. If water®s edge
taxation is to be used for foreign companies, it should,
at a minimum, be available for domestic companies as a
discretionary option to worldwide unitary taxation 1in a
manner such as that used by the State of California.

Fluor Daniel Alaska |Is proud to be Alaskan but should not
be forced/fa pay a premium over our foreign competitors.

yours

P. Wuerch
kresifdent and Regional Manager

GPW:Jnr

9114A. J15

Cjt



SYNOPSIS OF CSSB 119 (Finance)

Senate Bill 119, as originally introduced, provided for
water®s edge reporting for only for corporations having foreign
parents. That bill contained no definition of a water®s edge
reporting method, however, and left it largely to the discretion
of the Department of Revenue to prescribe the method that
taxpayers would be required to use. The proposed CS does two
things. First, it expands the coverage of the bill to include
domestic multinational corporations; second, it sets out in some
detail the provisions that will govern tax returns under a
water"s edge combined reporting method.

The proposed CS contains only one substantive provision,

contained in sec. > of the bill. */ Section 2 adds a new
section to AS 43.20 - AS 43.20.073. Thpt provision is divided
into seven subsections. Subsection (a) sets out the kinds of

affiliated corporations that are to be included \n the taxpayer's
water®s edge combined tax return. These consist only of (1)
corporations that do substantial business within the United

States (regardless of whether

*/ Section 1 of the proposed CS sets out the purpose of the
Act - to promote investment and trade opportunities in the
state. Sections 3 and 4 are effective date sections, providing
that the water®s edge method will apply to tax years beginning
after December 31, 1989.



they are incorporated in the United States or elsewhere), **/

(2) domestic and foreign sales corporations (which are
essentially paper corporations formed for the purpose of
obtaining special federal tax treatment under the Internal
Revenue Code), and (3) so-called "tax haven"™ corporations (which
have been formed for the purpose of avoiding taxes in the United

States).

Subsection (b) provides that certain income received from
foreign corporations will be excluded from the taxpayer®s total
taxable income - specifically, 80 percent of dividends and
royalties as well as all amounts that are treated as dividends
under Sec. 78 of the Internal Revenue Code. ***/ Foreign
dividends and royalties are in actuality nothing more than income

earned outside the United States that happens to be returned to

**/ Specifically, a corporation is considered to be part of
the taxpayer®"s water®"s edge "family" (and its 1income taxable in
Alaska) if 20 percent or more of its average property, payroll
and sales factors are within the United States. An affiliated
corporation witn less than 20 percent of its property, payroll
and sales factors within the United States will also be
considered part of the water®"s edge group if that corporation
does not meet the requirements of sec. 861(c) of the Internal
Revenue Code; that 1is, if 20 percent or more of the corporation®s
gross receipts are from sources within the United States.

***/ Under the Internal Revenue Code, a corporation is
permitted to cake a tax credit for income taxes paid by certain
affiliated foreign corporations. Section 78 provides that if a
corporation does take a foreign tax credit, an amount equal to
the tax credit will be "deemed"” to have been received as taxable
income by the taxpayer corporation as a dividend from the foreign
corporation. Alaska does not allow corporations to take a
foreign tax credit. Thus in Alaska there is no justification for
including any amount of these "deemed" dividends 1in the
corporation®s taxable income.



the domestic parent in the form of dividends or royalties. Since
the purpose of a water®"s edge method is to tax a corporation
based only on income derived from its United States operations,
foreign income in the form of dividends and royalties must be
excluded. At the same time, a certain amount of the total
expenses that a domestic parent incurs inevitably go towards
supporting the 1income producing activities of its foreign
subsidiaries. The expenses attributable to foreign operations
should not be deductible from income that 1is earned within the
United States. For that reason, the proposed CS provides that 20
percent of dividend and royalty income received from a foreign
corporation will remain taxable. The actual expenses of a
particular corporafTion in a given year may, of course, be greater
or less than 20 percent of its foreign dividend and royalty
income. However, it would be extremely difficult for the
Department of Revenue to determine precisely which expenses of a
corporation are actually attributable to foreign operations. The
simplest way to deal with the concern that expenses related to
foreign operations will be deductible from domestic 1income 1is
simply to require corporations to include each year a fixed
percentage of their foreign dividends and royalties as taxable
income.

Subsection (¢) is borrowed from Minnesota®s water"s edge
statutes, and addresses a concern that the Minnesota tax
administrators had that a taxpayer might attempt to claim the 80

percent exclusion for dividends or royalties received from a



foreign corporation that is not part of the taxpayer®s unitary
business - in other words, purely passive investment 1income.
This provision ensures that corporations will not be able to
exclude any portion of passive investment income received from
foreign corporations.

Subsection (d) simply recognizes that the 20 percent of
foreign dividends and royalties that are included in taxable
income are included for the purpose of offsetting the expenses of
the parent corporation attributable to its foreign operations.

Subsection (e) provides that if taxpayers do not provide the
Department of Revenue with the information it needs to properly
audit a water"s edge return, then the department may require the
taxpayer to file a worldwide combined return instead.

Subsection (f) makes it clear that the water®"s edge
reporting method is not applicable to taxpayers subject to AS
43.20.072, who are engaged in the production or transportation of
oil or gas.

Subsection (g) contains definitions of the terms "affiliated
corporation,"” "affiliated group,”™ "foreign corporation," and

"water"s edge combined reporting method."
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Sponsor:
Requestor:

EXPENDITURES/REVENUES:

FY 91
OPERATING
PERSONAL SERVICES 335.0
TRAVEL 31.4
CONTRACTUAL 65.0
SUPPLIES 10.0
EQUIPMENT 43.0
LANDS & STRUCTURES 0
GRANTS, CLAIMS 0
MISCELLANEOUS 0
TOTAL OPERATING . 484.4
CAPITAL o
REVENUE
FUNDING: (Thousands of Dollars)
GENERAL FUND 484 .4
FEDERAL FUNDS 0
OTHER 0
TOTAL 0
POSITIONS:
FULL-TIME 6
PART-TIME 0
TEMPORARY 0
ANALYSIS: (Attach a separate page 1ff

Steven E. Kettel
Income and Excise Au

Prepared By:
Division:

Approved by Commissioner: Hugh Malone
Agency: Department of Revenue
Distribution (by preparer):
Legislative
Legislative Sponsor

Requestor

Office of Management and Budget
Impacted Agencydes)

Finance

(Thousands of Dol

Agency Affected:

Revenue

BRU: Income & Excise Audit
Components: Operating
ars)
FY 92 Fy 93 FY 94 FY 95
335.0 335.0 335.0 335.0
31.4 31.4 31.4 31.4
65.0 65.0 65.0 65.0
10.0 10.0 10.0 10.0
0 0 0 0
0 0 0 0
0 0 0 0
0 0 0 0
441 .4 441 .4 441 .4 441 .4
o o] o o]
441 .4 441 .4 441 .4 441.4
8 0 0 0
0 0 0
0 0 0 0
6 6 6 6
0 0 0 0
0 0 0 0
Phone: (907) 465-23
Date: March 1, 1990
pO0d—-Date: March 1. 1390

page 1 of 2

FY 96

335.

oo h~oO

441.4

o

20



Prepared by:
Steven E. Kettel
Alaska Department of Revenue

Fiscal Note Analysis

This legislation affects all Non-Petroleum Multinatlonal Alaskan
Corporate Taxpayers, both those with U.S. Domestic parent Corporations
and those with Foreign Parent Corporations.

The proposed legislation would provide an election for Alaska
corporate income taxpayers with activities In and outside the United
States to file on a water's edge combined basis beginning In calendar
year 1991, The legislation would affect multinational corporations which
are required to file on a worldwide unitary basis under current law. The
legislation would not affect taxpayers who currently file under AS
43.20.072 (Oil and Gas Producers and Pipelines). Nor would It affect
Alaska corporate taxpayers with operations only with Alaska or only
within the United States.

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

Personal Services FY 91
Staffing Includes:
2 Appeals Officers - Juneau $115.0
2 Revenue Auditor IV - Seattle 105.0
2 Revenue Auditor IV - Anchorage 115.0
Total Personal Services Costs $335.0
Travel
12 Audits conducted by 4 auditors @1.2 $ 14.4
6 Appeals conducted In Anchorage @1.0 6.0
IRS Training - fi 0 $1.5 9.0
Management Review - 4 @ $.5 2.0
Total Review 31.4
Contractual
Forms Development and publication $13.0
Telecommunications, Centrex 4.0
New leased space - Seattle* 48.0
Total Contractual 65.0
* The Seattle office will need to be
relocated due to a lack of available
space for new staff.
Supplles
Office Supplies, Audit Manuals & References  10.0
Total Supplies 10.0
Equipment
Office Furniture 21.0
6 Wang PC Computers, Cable Hookup 15.0
2 Laptop Computers 7.0
Total Equipment 43.0

Total Costs $484.4



Alaska State Legislature

P.O. Box Y
Juneau. AK 99811-3t00
Phone: (907) tH;5.399I

Legislative Research Agency Fax: (907) 163-3331

March 1, 1990
MEMORANDUM
T0: Senator Rick Uehling
ATTN:  Carol Horos
FROM:  Gordon S. Harrison, Director

RE: Administrative Burden of Implementing Unitary Tax Change from World
wide to Water's Edge Method in Colorado and Oregon

At your request, | queried revenue officials in the states of Colorado and
Oregon about the administrative impact of implementing a change in the unitary
income tax law from the so-called worldwide to water's edge method. QOregon
made such a change in 1984 (effective 1986), and Colorado in 1986. My
conversations were"brief arid did not deal at length with the technical details
of the laws of these states. Nor did | discuss the revenue impact of the law

changes.

Colorado

| spoke with Ted Middle, chief auditor of the Colorado Department of Revenue
(303-294-5100). Mr. Middle said that the Colorado law incorporates many
innovative provisions; that it is not a conventional formulation of the water's
edge approach. Consequently, he foresees a degree of difficulty in

implementing the law that would not otherwise exist under a standard approach
to the water's edge rule. Specifically, he foresees difficulty with auditing
returns because of the peculiarities of the law. The department is only now
beginning to audit 1986 returns, so it has not fully assessed the problems it
may have. However, the department has not been given more staff to deal with
the new law (and this seems unlikely anytime soon), so the outcome of the
situation will be fewer audits and less effective enforcement.

The department had to print new forms and instructions; and it has had to
promulgate new regulations. The first task was not significant; the second has
been. Mr. Middle estimates that he has approximately one full-time equivalent
employee working full time on the regulations. Mr. Middle believes that the
writing and adoption of regulations would have been a shorter and less
complicated process with a more conventional Jlaw (for example, model
regulations would have bheen available).



Senator Uehling
March 1, 1990
Page 2

Oregon

| spoke with Richard A. Munri, director of the Oregon Department of Revenue
(503-378-3363). He said that the change to the water's edge approach did not
have a significant fiscal impact on the department. The department had to
print new forms and instructions and adopt regulations, but he characterized
these expenses as minor. He also described the Oregon law as unconventional,
although it sounded less so than the Colorado law. He said that the law
resulted in fower revenues to the state, but did not lower or increase the
administrative costs of the department. Like the Colorado department, the
Oregon department is just beginning to audit 1986 returns,

Oregon's law applies to all foreign and domestic businesses with interstate
activity. It is Mr. Munn's opinion that a law targeting only "foreign parents"
would be unconstitutional by the Oregon and U.S. constitutions. Mr. Munn said
that the Oregon Department of Revenue nas offices in several major U.S. cities.
The existence of these offices predates the change from worldwide to water's

edge taxation.

| hope this information s sufficient for your needs. If you have any
questions, or would like additional information, please call.
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ASSOCIATED GENERAL CONTRACTORS of ALASKA

4041 BSTREET » ANCHORAGE. ALASKA 99503
PQ BOX240609 * ANCHORAGE, ALASKA 99524-0609
TELEPHONE (907) 561-5354 « FAX (907) 5424118

February 22, 1990

The Honorable Rick Uehling
Co-Chairman

Senate Finance Committee
P.0. Box V

Juneau, AK 99811

Dear Senator Uehling:

We understand that the unitary tax issue, Senate Bill 119, has
been raised in the current legislative session.

The Associated Genetal Contractors of Alaska membership is
composed of construction and construction-related businesses. A
number of our members are headquartered in the lower 48 and have
income produced from foreign operations.

The proposed legislation benefits only foreign corporations and
puts our domestic corporation members at a tax and competitive
disadvantage.

We agree with the need to repeal worldwide unitary tax but thTi
legislation must include U.S. domestic corporations.

Sincerely

ASSOCIATED GENERAL CONTRACTORS

OF ALASKA
FAIRBANKS IUNEAU SOLDOTNA
PQ BOX60005 « FAIRBANKS, AK 99706 04 N. FRANKUN. SUITEA ¢ TUNEAU, AK 99801 PO BOX150 » SOLDOTNA. AK 99669
(907) 452499 (907) 586-1740 (907) 262-2485
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Anchorage *StaroftheNorth
Chamber of Commerce

January 23, 1990

The Honorable Rick Uehling
Co Chairman

Senate Finance Committee
P.O.BoxV

Juneau, AK. 99811

Reference: Senate Bill 119

Dear Rick:

We understand that the unitary tax issue will likely be raised again in the
1990 session of the Legislature.

Last year the Anchorage Chamber of Commerce presented testimony on
Senate Bill 119 concerning corporate income tax reporting methods. Our
testimony recommended repealing unitary worldwide tax for both foreign
and domestic multinational corporations In a way which encourages
domestic and and foreign corporations to locate in Alaska and help diversify
our economic base, while not adversely affecting the tax burden of Alaska’s
oil industry.

The Anchorage Chamber recommends that multinational corporate tax
policy be modified in accordance with the philosophy expressed above, and
that domestic and foreign companies be treated equally.

Sincerely,
ANCHORAGE CHAMBER OF COMMERCE

Dave Harbour
Chairman

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



XEROX

~ 0 — cssssssssssssses Ly= 1 L1 T ) V= nivo=® oRW s

X»rox Corporation

4341 B Siret-t
Anchorage, Alaska 99503
190/) 561 -8200

December 28,1989

Senator Rick Uehling
Co-Chairman

Senate Finance Committee
P.O. Box V

Juneau, Alaska 99811

RE: Senate Bill 119

Dear Senator Uehling:

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

We agree with the need to repeal worldwide unitary tax but the legislation
must include U.S. domestic corporations. Please consider our position as
you deliberate on this important issue.

Sincerely,

XEROX CORPORATION

Ann Laurence J
Alaska Manager

AL:eg
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ALASKA STATE CHAMBER OF COMMERCE

October 16, 1339 (Ujloul Offiw
801 B Svwt, Suite *03

Ar.tSorip. Alaikt 9930!
(907) 278-2722
PAX 27H-6M3
Representative Fran Ulmer
P.0. Box V
Jur.eau, AK 39311

Re: Finsr.ce subcommittee on Unitary Tax
Dear Representative Ulmeri

The Alaska State Chamber of Commerce had hoped to have a
representative appear personally before your Unitary Tax
subcommittee at 1its Monday, October 16 meeting, but that ie not
possible, Ua do, however, wieh to provide these  written
comments for consideration by the subcommittee.

At its meeting 1in February, 1989, the Board of Directori of tho©
State Chamber considered the 1issues surrounding the current
proposals to amend Alaska®s Jlaws relating to the wunitary tax.
Tho ..-runt proposals (Senate Bill 119 and Hcuee Bill 201) would
permit certain corporations doing business on a worldwide basis
to Tfile their corporate tax returns using a water"s edge method

of reporting. The Chamber supports the concept cf water®s edge
rather than the existing worldwide combination for multinational
corporations. However, the Chamber is concerned that the

present bills provide the ability to use the water"s edge
reporting method only to multinational corporations with foreign
parents, and in turn discriminates wunfairly against domestic
multinational corporationl!. Accordingly, the Board of Directors
voted in February, 1989 to support changes in the proposed
legislation to include multinational corporations with U.s.

parent*.

Thank you for the opportunity to provide these comments.

Cordially,

President

CKlel



alaskaM iners association, in

501 W Honnctft L.grti, 8i.a . Sutl4 203. Ancnor*9«, AK 95503 (907) 276 0347

October 10, 1909

Steve Covper, Covernor
State of Alaska

P*0, Box A

Juneau, AK 99811-0101

Dear Covernor Cowperi

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

Last year the AlaskaMinors Association presented testimony on
Senate Bill Mo, 119 concerning reporting methodsfor corporate
income tax, We supported the bill, but with an amendment which
puto our domestic multi-national corporations on the SO mo tax

footing as foreign corporations*

Currently much of tho mineral development in Alaska is by foreign
oncouraga the continuation of their interest

corporations end we

and exportisa, but not at the expense of our own domestic mining
companies, We need to encourftga both; we need to look at
incentives which can diversify Alaska's economic bate. We need
to thirk long term, Granted there nay be a small immediate loss
of revenue but those who take the high risks in developing mining
properties must look 10 to 20 years ahead. It is incumbent on
Government to also look to the future not Just satisfy an

immediate shortfall.

X don't know if there has been any economic analysis conducted on
of investraonta by U,S.-based companies but suggest

the decrease

if not, this might be in order. It is indeed logical to assume
U,S.-based companies would prefer to invest in the U.S. where
they know the systom, This should not be discouraged. Dollars

recoined in the U.S, mean jobs.

SB 119 os proposed in the 1989 Legislature will further constrain
U.S.-based companies. We recommend that it be amended und
passed, thus providing an incentive bringi. g investments from

both domestic multi-national and foreign sources.

Siacerely,

C
Executive Director



Brown&'Root U.S.A., Inc pnenorac D Arctic BKe.

April 28, 1S389

Senator Rick Uehling
Pouch V

Juneau, Alaska S9811
Re: Senate Bill 119

Dear Senator Vehling:

It is our understanding that S3119 proposes to <change

the basis of income tax calculation from a worldwide
unitary basis to a water"s edge basis for foreign
companies. We feel this would unfairly discriminate
against domestic companies, such as Brown & Root, that

seek to compete both in Alaska and overseas.

Qur position is one for equal treatment for domestic
companies. Please consider our position on this matter
as you deliberate on this important issue.

Truly yours,

H. C. Hunt
3rowr. & Root U.S.A., 1Inc,

a Hcii.bj.'10n Compan)



FLUOR DANIEL ArD 2 7 1339

Fluor Dciniei Alaska. Inc.

‘00 West 5th Avenue. Suite 300 30 3o« 196630
eAnciomae, Alaska 99519 6630

907 276-2636

April 24, 1989

Senate Finance Committee
Pouch V
Juneau, Ak 99811

Attention: Senator Rick Uehling, Co-Chairman
Senator Johne Binkley, Co-Chairman

Gentlemen:

PROPOSED SENATE BILL 119
An Act Relating to Corporate Income Taxes

Fluor Daniel Alaska, 1Inc. 1is Alaska®s largest engineering
and construction company. It is a wholly owned
subsidiary of the world wide Fluor Corporation which has
a long history of work in Alaska.

Senate bill 119 proposes to change the basis of 1income
taxes for foreign companies from worldwide unitary
taxation to water ®» edge taxation. This action would
discriminate against domestic corporations 1in competing
both in Alaska and overseas.

In your deliberation of tax legislation, we strongly urge
you to maintain a level hand in regards to treating
foreign and domestic companies equally. If water % edge
taxation is to be used for foreign companies, it should,
at a minimum, be available for domestic companies as a
discretionary option to worldwide unitary taxation in a
manner such as that used by the State of California.

Fluor Daniel Alaska 1is proud to be Alaskan but should not
be forced/€q pay a premium over our foreign competitors.

GPW:jnr

9114A.115
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W —m " 77 STEVE COWPER, GOVERNOR

\'1 ic- i 0 7
P.0. BOX S
OEPAIITMENT OF KEVENCE JUNEAU. ALASKA 99B11-0400
PHONE: (907) 465-2300
OFFICE OF THE COMMISSIONER TELEFAX: (907) 465-2389
February 28, 1950
Denby Lloyd '
Special Staff Assistant J

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

Dear Mr. Lloyd:

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

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

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

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

The latest groposal b{ IBM forms  the basis of a Senate Committee
substitute on SB 119. It will cost thegeneral fund perhaps upwardsof

three million dollars a year, money redirected from the state treasury
into the international corporate treasuries. It increases our reliance
on petroleum revenue. The IBM bill reouces the diversification in our
already narrow tax base. It is a substantial change from the purpose of
the original bill introduced by the governor.

Because of these reasons, | think it is necessary for an
administration review to take place.Perhaps it woula be preferable for
separate legislation to be introduced by the Senate if the IBM approach
Is to be collowed. Perhaps the moGifications in the approach that the



Denby Lloyd
February 28, 1990
Page 2

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

| recommend that ve discuss this as soon as reasonatly possible.
Since the legislation is uncer active consiceraticn in the Senate, | am
as a courtesy, informing the Chairman and members of the Senate Finance
committee of my recommendation for the aoministration review via a copy
of this letter.

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

akingmassive
S. tax cheat?

V_.. YORK- Av& =
rtjwt this week that foreign A e — - e >iiff?
companies doing business ’
ijltfle United States allegedly
hive cheated on their taxes
0i ij Urge scale strikes me as
a.fnijor scandal withfaiv
njidhing implications for.

American feiusiiiess.." #£#
J'Am Ik* i"WfiaatinXV.r '

| Bope the”oedla will give thd; c

story the attention it clearly .. tIe®r®xX Jr. .,
c*. Pve alwayi been in.*-" " |/ Editor‘s Report =
favof of Unrestricted foreign —_ '

investment in the United Stales, as Iong as
American investors abroad received reciprocal
treatment and there was fair play all around.
de The alarm expressed in recentyears that™‘ud’
fppejgnert, are "buying up” our country’s assets,
struck me as exaggerated and somewhat
hysterical in tone. ItstfB does, although | fully,. t
~4|Tefc that far too little has been done to make™*

the .Japanese open up to U.S. investment in the Hubble space telescope
same way that we’re open to investment by
thert - - we . promises astronomers

ii» Throughout our history, ours has been th© *

nation where other people have been able to . . .
invent, not only their capital, but aiao their revolutionar Yy findin gs

ideas and technology, with thegreatest freedom

grjd Ihe fewest political or bunaucratic BYJOhn NOthWMUd
obstacles. It’s a policy that haay idoff:': - m —
handsomely for us — helping to make America

the world's most flourishing economy for a
century or more —and it shouldn't be

ny spacecraft that inspires aiiusions to Alice"
of Wonderland cannot be meant for some
ordinary excursion through the heavens. '

changed.” o.-. The Hubble Space Telescope is, indeed,
L . n not just any spacecraft. Scheduled for launching this
$544 biPlion in tax deduc- sp:jin_g, after_fi_velyearls_ c;}f (éeéiyilgh.e sr?ac_zcrait,

: : : and its exquisitely polishe -inch-wide
tions ag_al_nSt total income of telescopic mirror should enable astronomers Uftr
$543 billion . ... That looks f)et; farther and 1I(_) Fimles(rj'nore cleerllrlyéhan ';hﬁ}{fhave

: F ok efore, out tantalizingly dose to the edge of thijfr
rpretty fIShy to die e universe and toward the very beginning of tim$

Excited astronomers can hardly believe their,
good fortune to be living at a moment so rich inihe
promise of revolutionary discovery. One of the* 1
likens the anticipated adventures in astronomy V>

"L But the disclosure that-foreign corporations
seem to have engaged in a tax fraud of huge
proportions indicates that our hospitality has

been badly abused. The Japanese make good cars, Alice stepping into Wonderland. eee v T

but Americans don't want tobe taken for a ride

by their tax accountants, .ifci, H b
According to the IRS, more than half of w o ,(A\ na Iy SIS 'jpi '

’

S6.800 fcreign-owned companies filling tax

Stum s in 1986 reported no taxable income. All. , Malcolm Longair, the Astronomer Royal of
told, foreign-owned Arms that year — the last for. Scotland, has written, with respectful apologies to

which th. complete figures a.i. available — Lewis_ Carroll, a whimsical (though highly {S.

took $544 billion in tax deductions against total technical) book about the "world’s most ~ tdc*

income of $543 billion. extraordinary looking glass™ and titled it "Alice
That loolo pretty fishy to me. .. and the Space Telescope.” His Alice encounters

Z" IRS offi*Uwjre quoted by.the New York Hui_apty Dumpty, who has bee_n put togeth_er.y

Times last week as estimating that, in the past 10 again by tte people at,the National Aeroaiutics and

yews, the, U.S. subsidiaries of foreign Space Administration. She asks him yifiy the ™

companies may have underpaid their taxes by $12 telescope will revolutionize mankind’s . o
understanding of the universe. “The answer is



JRS officials were quoted, fctf the Neyy York v
Trmes last week as estimating that,'In the past 10
-mears, the (J.S. subsidiaries of foreign
companies may have underpaid thelr taxes by 112
mllion.

The principal method of evadmg taxes
apparently has been for U.S. branch companies to
pay artificially inflated ""book” prices for
products and servicea'.tbey buy from their parent
companies to sell here. In that way, of course,
they're able to reduce the amount of their taxable
income. One such case, involving the U.S.
affiliate of Yamaha, the Japanese motorcycle

/mmanufacturer, is-already pending in the United
-Slates Tax Court.
«tri But indications that, underpayments over
'many years have been widespread and systematic
Isuggests to me that what is involved isn’t
mdihiply a matter of individual companies trying to
’put one over on the tax collector.
”7.Scams like this normally require the
participation of a lot of people in order lo be
Gamed ofT successfully over a long penod.
Approval, almost certainly, has to come from a
v~y high corporate level.

The fact that many companies seem lo have
Adopted the same illicit strategy more or less
simultaneously raises additional questions
which, I hope, the IKS investigation and one
announced lost week by a subcommittee of the
House Ways and Means Committee will find the
answers to. *

What's at stake here is far _
more than making sure that a
number of foreign-con-

trolled companies cough up
what they owe to the U.S.

-_»* .

Of course, the IRS isn’t everyone's most
beloved government agency. Already, cries of
“Witch hunt" have gone up from companies
that expect to come under scrutiny. But before
the IRS probe came to light. Congress's Joint--
Committee on Taxation was on record as \ !
deploring the fact that “the level of 1zz \,.
payments of foreign-owned businesses in the
United States is unusually low."” So it doesn't J
look like a question of over-zeaiousness by the
IRS, a tendency of which it is frequently
accused.

What's at stake hart is hr more than
making sure thata nw U r of foreign- -controllegn
companies cough up jriM. they owe to the U.S.
government. . L ICAVAN I

Tax evasion on the *pjib that’s being talked*
about distorts the whole Competitive system and, ,
consequently, the working* of the free market. -
V It appears to have given ofTending firms a
big advantage over their American-owned rivals.

«James Wheeler, a professor of accountancy .v
at'the University of Michigan, told the Times that
the low level of profits habitually reported by
many foreign-owned companies is "unbelievable.”

"* As a result of this state of affairs, he noted,
“on the average, foreign-owned U.S. corporations
pay substantially less tax ... than the

-. vh

~

American firms with which they compete.” . mVI"
- If that's true, it is an intolerable situation. f'"
Something should be done about it forthwith. \'L-

Wiiham Randolph Hearst Jr. is editor in cfnef ol Tha
Hearst Newspapers.

Focus

<Tne Seattle Post-Intelligencer Focus section
presents a perspective on the news and the
newsmakers. It offers analysis and background,
debate and opinion, and is written and edited by
the P-l start. For views ol the P-l Editorial Board,
see the next page.

tuw UbUI pub iu”vutv.l
again by tI>« people at the Nauonal Aeronautics and
Space Administration. Shiasks him why the \
telescope alill revolutionize mankind's *
understanding of the universe. "The answer is , i
very short,” Humpty Dumpty replies. "Space « /
*Telescopic will revolutionize mankind's J
understanding of tbe Universe because it costa
billion dollars." «
Actually, since construction began in 1977 $1-5
billion have been spent on the space telescope,
mostly by the United States, but with some
critical help from the 13-nation European Space
Agency. Hubble's costs escalated, in large part,
because of early development difficulties and the
four-year launching delay necessitated by the
explosion of the space shuttle Challenger in January
1986. Just operating the Hubble, once it gets into
space, will run $200 million more a year. t e
But ustronomers reckon the value of their
expensive eye in the sky not by cost, the cynical r
Humpty Dumpty notwithstanding, but by their /
own vision of impending discovery. Over the next 15
years or more, the Hubble's designed lifetime, the
breadth and depth of view from the telescope’s 380-
mile-high orbit should open their minds to reaims
of knowledge once denied mere mortals. With it they
expect to learn the age and size of the universe mx
and to probe ita origin, evolution and ultimate fate,
The telescope will search for planets aroundu
other stars, a key to the quest for extraterrestrial life,
and examine interstellar dust and gases out of |
which stars are born. It will contribute to the heited
dispute over the rate of the universe's expansion
- and thus over its age —one of the most important
measurements to be undertaken by astronomer*
operating the telescope. "In Wonderland, you get
prizes for asking the questions, not for giving the
; answers,” says Longair's Mad Hatter. "It’s just Hke
extragaiactic astroriomy.”
' With the spirit of Alice leading the way I aeti
out on my own widt eyed adventure, which landed
me in Baltimore. Now, astrophysicists applying.)
Einstein's general theory of relativity to three-
dimensional space believe that the universe is 7
curved and has no center. But try telling that to the
engineers and scientists established in a beige »
brick building on a wooded hillside on the campus of
Johns Hopkins University. This is the Space H
Telescope Science Institute, financed by NASA and
operated by the Association of Universities for/
Research in Astronomy, a consortiu. a of 20 V'

V * institutions that also runs major observatories at

i Kilt Peak in Arizona and Cerro Tolol-iin Chile, Here

gastronomers are putting the fmishini tedches 8t
. “"Emission

: 4 L)

by remote’

Qs

gvjana and will be directing

K oe felerdvapd |oske dft .

STHS AVBITIOUS

undertaking is Riccardo Giacconi, an Italian-born
astronomer and tbe institute’s director. He was a
professor of astronomy at Harvard and led the

eight years he has been planning how to make the
most of the Hubble telescope’s abilities.

“We are in a period of revolution in
astronomy,” Giacconi says with a heavy Italian
accent “Anything you really want to know about
the universe we've found out in the last 50 or so

eyears. Ifyou want to know how stars form, j
produce their energy and then die — that was

munknown untit the theory of general relativity and
the discovery of nuclear fusion in this century. If you
want to know how b.ig the universe is and how old
— we started learning that in 1930."

It was the American astronomer Edwin P.
Hubble who laid the groundwork for studying the
age of the universe. In the 1920s he made two
startling discoveries —that the universe is organized

John Noble Willord writes about science and space
lor The New York Times. Hts latest book. "Mars

Beckons.” will be published in May by Alfred A
Knopl. Inc. Excerpied from The New York Times
Magazine. _
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HOUSE COMMITTEE REPORT

9
éa{e Referred: April 19, 1989 FURTHER REFERRALS: JUDICIARY

Date of Committee Action:

The RESOURCES Committee considered: CSSB 123 (JUDICIARY)

CS FOR SENATE BILL NO. 123 (Judiciary)

[UNIFORM CONSERVATION EASEMENT ACT]
"An Act adopting the Uniform Conservation Easement Act; and providing for
an effective date.™

RECOMMENDATIONS: [ 1 the same title
] be replaced with [ ] a new title

] have attached amendment(s)
iSf* do pass

] do not pass

1] no recommendation

] individual recommendations

1] additional referral to the Committee
ADOPTS: letter of intent
ATTACHES NEW FISCAL NOTE(s): APPROVES PREVIOUS:

(Dept) (Date/Dept)

[ 1 fiscal impact [ ] fiscal note(s)
[iIS f zero fiscal note //t£ [ 1 zero fiscal note(s)

[ 1 zero with anaxusis ] zero fn/analysis ___



STATE OF ALASKA BILL VERSION: -CS.SB 123 (JVPI
1989 LEGISLATIVE SESSION PUBLISHDATE:

FISCAL NOTE

REQUEST:

Revision Due: Agency Affected: H L

Title ;-Act adopt Ini: the Uniform Conservatlo”p”™i:
Easement Act; e.d.

Sponsor:  Senator Stursulewski Components :.
Requestor:  Honsi?Resources Commi t tee

EXPENDITURES/REVENUES: (Thoas*xi*ofDoIIars)1
Wil — - — = W— Wamm—|IMA——

OPERATING FY 89 FY 90 FY 91 FY 92 FY 93 FY 94
PERSONAL SERVICES -0- -0- -0- -u- -u-
TRAVEL -0- -u- u- -u- 0-
CONTRACTUAL -0- -0- ~r- -u- -u- -0-
SUPPLIES -0- -0- -0- -0- -u-
EQUIPVENT -0- -0- -0- -0- -6- -u-
LANDASTRUCTURES n- -0- %J “u- "oy- 1 -
GRANTS, CLAIMS rn_ -0- - -U- -U- -u-
MSCELLANEOUS -0- -0- _0- _0- 0- U-
TOTALOPERATING -0~ -0- -0- -0- -0- -U-
CAPITAL J 0 -0- -0- -0- _0- 0-
REVENUE -0- -0- -0- -0- -0- -0-

FUNDING: (Thousands cf Dollarj)

GENERALFUND Lo _0- -0- -0- _0- -0-
FEDCRALFUNDS -0- -0- -0- -U- -0-
OTHR -0- -0- -0- -6- -17- -u-
TTTAIr =10 -0- oo W -U- ™ -0- -0-
POSITIONS:

FULLTIVE -n- -0- -0- -0- -0- -0-
PART-TIME -0- . .0- -0- -0- -0- -u-
TEMPORARY = 5 _0- -0- -0- -0-

ANALYSIS : (Attach asepanae page if necessary)

Preptredby: HgHfifi-ges.P.urces_Commillee \ ~ i<t J 465- 44
Division: Representative Curt Menard, Chairman \ rv» e a/19/89
Approved by Commissiooer: _ _  Daae: _
Agency:

Dtsmtrttion (by preparer):
Legislative Finance
Legislative spocaor

Office of Management acd Budget
ImpKttd AgeracyCea) P?6



HOFSTRA UNIVERSITY

HEMPSTEAD « NEW YORK 11550

School op Law Facultv
March 9, 1989
Ms. Kerry Hoffman
Anchorage Historic Properties, Inc.
524 West 4th Avenue
Anchorage, Alaska 99501
Re: Conservation/Preservation Easement Legislation
Dear Ms. Hoffman:
As we discussed on the telephone yesterday, | have been 1involved

with legislation of the above nature, for over 10 years and have
written substantially in the field (see Chapter 34A, Volume 111

of Powell on Real Property). Frequently, concern 1is expressed
with respect to the iImpact of such legislation on the real
property tax base. Such fears have proven to be groundless.
Perhaps the best proof 1is the experience of the 45 states that
have some form of conservation easement legislation. In New
York, the statute has been in effect for five years and no
problem has arisen in this respect. Many states have had

conservation easement statutes for between 10 and 20 years, and |
know of none in which diminution of the tax base has proven to
be a problem.

The reasons are varied why conservation easements do not present
a substantial fiscal problem for local governments. They
include:

a) As a general proposition, a limited number of property owners
are willing to make the substantial economic sacrifice which
results from restricting the use of their land or structures on
the land. Visions of property owners lining up for the privilege
of terminating or limiting their development rights are
unrealistic.

b) To the extent that conservation easements limit the use or
development of real property, they also 1limit the financial
demands for services from local government. Property that is not
developed sends no <children to school, <creates no sewage or
garbage, and requires little police protection. Historic
structures protected by preservation easements cannot be replaced
with more intensive development that would make greater demands
on the community.

c) Overall, conservation and preservation easements t->nd to
enhance the attractiveness of a community and the real property



within a community. They create offsetting values and economic
benefits that compensate for the loss of any real property taxes
from the specific parcels that are burdened by the restrictions.

The question of the impact of conservation easements came up 1in
New York State prior to the passage of our conservation easement
statute (Article 49 of the New York Environmental Conservation
Law). 1 enclose a copy of a letter that | wrote in 1982 when the
legislature was considering enactment. While the letter 1is
addressed mainly toward open space uses, it also applies to
easements which protect historic sturctures.

Please let me know if I can be of any further assistance.

WRG :mkh
Enc.



HOFSTRA UNIVERSITY
HEMPSTEAD ® NEW YORK 11550

School of Law Faculty

March 18, 1982

Senator John Dunne

Room 711

Legislative Office Building
Albany, New York 12247

Attention: Thomas Faist, Esq.

Re: Conservation Easement Legislation S. 6753-A

Dear Mr. Faist:

| appreciate your taking the time to discuss this matter with
me on the telephone the other day. As | indicated to you, | believe
that the legislation will be useful in providing an additional tool to
the private sector for the preservation of open space. Such private
sector activity complements state and local expenditures for such
purposes and will be of substantial economic benefit. The advantages
of the legislation are, | believe, easy to appreciate and | will not
dwell on them further. Instead, | will address myself to the major
issue raised in opposition, namely the fear of erosion of the local

tax base.

During my professional career in the practice of law, in
government, and as a law professor, a major aspect of my work has
been in the field of land use, real property, and real property taxation.
| am, therefore, fully aware of the ramifications of the proposed legi-
slation. Realistically, it is extremely unlikely that it will result in
a rush of private property owners to give up the. development rights.
Federal tax benefits will result only if such rights are given up in
perpetuity. Few property owners will be willing to make the substan-
tial long-term economic sacrifice which would result from restricting
the use of their land. In addition, in most of the taxing jurisdictions
in the State, the major portion of the tax base is improvements rather
than land. Use of the mechanism provided for in the statute may re-
sult in aminor diminution of a small portion of a community's tax base.



Thomas Faist, Esq. March 18, 1982

This minor loss should, in the normal course of events, be offset

by increased values resulting from open space preservation. Also,
reduction in revenue would be offset in the long run by decreased
pressure on community expenditures. Open space sends few children
to school, and reduces the cost of police and fire protection.

A community amenity, such as open space, has ripple effects
in terms of its benefits. It can maintain and enhance the value of
properties a considerable distance away. Thus, over a period of
time, property values in any area will reflect the desirability of
the area which will be based upon many factors, one of which is open

space preservation.

It would, of course, be nonsensical to tax the non-profit organi-
zations which are receiving the restrictive covenants. They are not
receiving anything of economic value to them. On the contrary, they
may be incurring some expense in order to administer and monitor

the covenants. They will be performing a public service, benefiting
the state and the community, and it would strike at the heart of the

legislative purpose to penalize t;hem for doing so.

While it is not determinative, it is also comforting to know that
other states have adopted similar legislation. These include Color-
ado, Connecticut, Delaware, Florida, Georgia, Maryland, Massachu-
setts, New Hampshire, North Carolina, Oregon, Rhode Island and Utah.
A useful list with citations is at pages 567-577 of the Fall, 1979 issue
of the Real Property, Probate and Trust Journal, at the end of an
excellent article on the subject.

Please feel free to call if you have any questions or if I may be
of further assistance.

Sincerely, )

William R. Ginsberg
Professor of Law

WRG/gms
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M EMORANDUM 07 April 1989
TO Representative Curt Menard
Chair, House Resources Co T e
FROM: Senator Arliss Sturgulews

I respectfully request that you schedule a hearing in
your committee as soon as 1is practicable (pending referral
from the House C&RA Committee) on Senate Bill 123 "An Act
adopting the Uniform Conservation Easement Act; and providing
for an effective date"

A conservation easement is a voluntary legal agreement

made by a private property owner. The agreement limits, for
the benefit of the public, the type or amount of use of
property. It is a restriction on the use of real estate.

This act is necessary because common law does not allow
such a restriction on the use of land to be a perpetual
restriction unless the recipient of the easement owns an
adjoining piece of land.

This act, adopted by 46 states, is a Uniform act. Two
changes to the Uniform Act were made in the Senate Judiciary
Committee.

The first change to the original bill was the addition of
(e) to Sec. 34.17.010 stating that neither the state nor a
municipality may establish a conservation easement by eminent
domain.

The second change was the addition of a provision to
Title 29 which requires land upon which there is a
conservation easement to be assessed by a municipality both as
though there were no easement and as though there were. In



addition, the owner of property on which there is a
conservation easement is subject to pay any tax liability that
was abated because of the easement if the property should be
used contrary to the easement.

The Act itself does not impose restrictions or
affirmative duties; it allows the private parties to enter
into consensual arrangements with a charitable organization or
a governmental body to protect land and buildings without the
encumbrance of certain potential common law impediments.

I will appreciate your hearing this bill soon, Please
call me or Melissa Fouse of my staff if you have any
guestions.



STEVE COWPER, GOVERNOR

DEPARTMENT OF NATURAL RESOURCES 400 WILLOUGHBY AYE.
JUNEAU. ALASKA 99801-1796

PHONE: <907) 465-2400
OFFICE OF THE COMMISSIONER

March 6, 1989

The Honorable Jan Faiks

Chair, Senate Judiciary Committee
P.O. Box V

Juneau, AK 99811

Dear Senator Faiks:
Subject: Senate Bill 123, Uniform Conservation Easement Act.

Position: The department does not object to this bill and at the
present time has no plans or funding to purchase conservation
easements. The bill allows for the preservation and conservation
of natural and historic resources for the public benefit while
maintaining private ownership of the property.

Background: SB 123 has support from historic preservation and
natural history conservation groups. The bill provides a process
which allows conservation easements to be donated or sold to a
governmental or charitable non-profit organization.

Common land law does not allow a conservation easement

restriction to attach to land in perpetuity. It is based on
model legislation drafted by the National Conference of
Commissioners on Uniform State Laws. Alaska is one of four

states without a conservation easement law.

Conservation easements will provide public land managers with an
alternate acquisition method to employ in appropriate
circumstances so as to benefit both the private and puolic
sectors. It is a cost-effective way to protect historic and
natural values cn private lands without the cost of fee simple
purchase of the land. The owner 1is compensated through purchase
of the easement or the ability to deduct the value of the
easement from federal 1income taxes as a charitable gift. Because
the property remains 1in private ownership, it remains on local
tax rolls, and the public does not take on the responsibility of
maintenance and operation of the property.



Senator Faiks 2 March 6, 1989

Conservation easements can be used to protect public values in
historic structures and archaeological sites, natural, scenic and
open spaces, Ffishing streams or watershed or critical waterfowl

nesting areas.

Sincerely,

l.ennie Gorsuch
Commissioner

cc: Bill Sponsor
Committee Members
Bob Evans
Denby Lloyd
Gary Gustafson
Neil Johannsen
Judith Bittner
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