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F i s c a l  Note A n a l y s i s ,  CSHB12 
Incom e and E x c is e  A u d it  D iv i s io n  
P re p a re d  by B111 F lo e r c h ln g e r  
M arch 1 2 , 1991

The p roposed  l e g i s l a t i o n  m andates th e  use o f  a w a t e r 's  edge method o f  
a c c o u n t in g  u nder th e  Income ta x  law  f o r  n o n -o 1 l and gas t a x p a y e r s .  The 
l e g i s l a t i o n  w ould be e f f e c t i v e  f o r  t a x  y e a r s  b e g in n in g  1n c a le n d a r  1 9 9 2 . R e tu rn s  
would be due In  c a le n d a r  1993 and a u d i t s  w ould  b eg in  1n F Y 9 4 . The d a ta  below  
shows th e  t im in g  f o r  th e  v a r io u s  c o s t  com ponents r e q u ire d  to  a d m in is t e r  th e  
p roposed  l e g i s l a t i o n .

P e rs o n a l S e r v ic e s
1 Revenue A u d ito r  I V ,  A nchorage

FY92
$ 0 .0

LY31 
$ 0 .0

FY94
$ 6 3 .8

FY95
$ 6 3 .8

T o ta l P e rs o n a l S e r v ic e s  C o s ts $ 0 .0 $ 0 .0 $ 6 3 .8 $ 6 3 .8

T r a v e l
T r a in in g ,  5 0 $ 1 0 .0  
Management R e v ie w , 4 0 $ .5  
12 A u d it s  com p le ted  0 $ 1 .9  
9 A p p e a ls  co m p le ted  In  A nchorage 0 $ .5

$ 0 .0
$ 0 .0
$ 0 .0
$ 0 .0

$ 3 0 .0
$ 0 .0
$ 0 .0
$ 0 .0

$ 1 0 .0
$ 2 .0

$ 2 2 .8
$ 0 .0

$ 1 0 .0
$ 2 .0

$ 2 2 .8
$ 4 .5

T o ta l  T r a v e l $ 0 .0 $ 3 0 .0 $ 3 4 .8 $ 3 9 .3

C o n t ra c tu a l
P r in t in g  and A d v e r t i s in g  C o s ts  
T e le c o m m u n ic a t io n s , C e n tre x

$ 1 3 .0
$ 0 .0

$ 1 3 .0
$ 2 .0

$ 1 3 .0
$ 4 .0

$ 1 3 .0
$ 4 .0

T o ta l C o n t ra c tu a l $ 1 3 .0 $ 1 5 .0 $ 1 7 .0 $ 1 7 .0

S i iD R l ie i
O f f i c e  s u p p l ie s ,  Com puter s u p p l ie s ,  
A u d it  M anuals and R e fe re n c e s $ 0 .0 $ 2 .5 $ 2 .5 $ 8 .0

T o ta l S u p p lie s $ 0 .0 $ 2 .5 $ 2 .5 $ 8 .0

Eau lD m ent
2 Wang PC C o m p u te rs , C a b le  Hookup 
2 Lap to p  Com puters

$ 0 .0
$ 0 .0

$ 0 .0
$ 0 .0

$ 7 .5
$ 7 .0

$ 2 .5
$ 0 .0

T o ta l Equ ipm ent $ 0 .0 $ 0 .0 $ 1 4 .5 $ 2 .5

TOTAL COSTS i L L .Q $ .41 ,5 -1-32.6 $ 1 3 0 ,6
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FISCAL NOTE

STATE OF ALASKA BILL NO. HB 12
1991 LEGISLATIVE SESSION

OPERATING FY 92 FY 93 FY 94 FY 95 FY 96 FY 9?
PER SO N A L S E R V IC E S

T R A V E L

C O N TRA CTU A L

S U P P L IE S

EQ UIPM EN T

LAND & S T R U C T U R E S

G R A N TS . CLAIM S

M ISC ELLA N EO U S

TOTAL OPERATING 0 0 0 0 0 0

CAPITAL 0

REVENUE

FUNDING: (Thousands of Dollars)

G E N E R A L  FUND

F E D E R A L  FUNDS

O TH ER

TOTAL 0 0 0 0 0 0

PO SITIO N S:

FU LL-T IM E 0 0 0 0 0 0

P A R T-T IM E

TEM PO R A R Y

Estimate of current year im pact:.

A N A LYS IS : (Attach a separate page if necessary.) Th1 s b i l l  p ro p o se s  to  amend th e  method o f  com­
p u t in g  c o rp o ra te  N et Income Tax p a y a b le  to  A la s k a .  D e f in i t i o n s  f o r  th e  c o r p o r a t io n 's  
" a f f i l i a t e d  g ro u p s "  and c r i t e r i a  f o r  d e te rm in in g  th e  U .S .  t a x a b le  Incom e a r e  g iv e n .  
C o rp o ra t io n s  p ro d u c in g  o r  t r a n s p o r t in g  o i l  and g as  a re  n o t s u b je c t  to  th e  w a t e r 's  edge 
m ethod . The p u rp o se  o f^ th e  M i l  ys L fu p ro m o te  in v e s tm e n t  and t ra d e  o p p o r t u n it ie s  1n 
th e - ^ t r t e : ----------------- -------------------------------------------------------------------------------------------------------------
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R e p r e s e n t a t i v e  T o m  M o y e r

A l a s k a  S t a t e  H o u s e  o f  R e p r e s e n t a t i v e s

Re: HB12, Corporate Income Tax Reporting Methods

The purpose of this bill is to attract additional investment to Alaska and increase 
the state's share of the international market, both of which would create jobs for 
Alaskans.

The bill proposes to replace Alaska's corporate unitary tax with a  so-called 
"water's edge" tax system. Under a unitary system, all the activities of a 
corporation worldwide are subject to taxation in Alaska. Under this water's edge 
proposal, only the domestic activities would be subject to Alaska taxes. 
International companies especially dislike the unitary system and Alaska has a  
poor international investment reputation as a  result.

Since 1984,11 states have altered their worldwide unitary tax system, including 
such leaders in international trade as California, Florida and Oregon. Alaska 
remains the only state witlfthe worldwide unitary system on the books.

The Alaska Department of Revenue has estimated a  potential revenue loss of 
between $500,000 and $3 million. However, supporters of the bill believe any 
revenue loss will be offset by the new investment this change is likely to bring to 
Alaska.

Similar legislation passed the Alaska Senate in 1990 and this bill is a  slightly 
changed version of that measure. It was given a unanimous "do pass" by the 
House Special Committee on International Trade and Tourism.

HB12 is widely supported in the Alaska business community by such groups as  
the Alaska State Chamber of Commerce, Alaska Miners' Association and the 
Anchorage Economic Development Corporation, as  well as the Hickel 
administration.

International Trade 
&  Tourism, Chair 
State Affairs, Vice Chair 
Resources, Member

P.O . Box V 
State Capitol 

Juneau, A K  99811 
465-4930

MEMORANDUM

To: Members, House Labor and Commerce Committee

From: Representative Tom Moyer March 12,1991

D istrict 19
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House Bfll 12: An Act Relating to the Water’s Edge Method of 
Calculating Income Tax

The Department of Commerce and Economic Development supports passage of 
House Bill 12 and its objective to promote investment and trade opportunities in 
the state. Accomplishment of this goal is dependent on numerous factors. 
These amendments to the current unitary tax are an important step to help 
foster a favorable international business climate for Alaska.

•

Mai or resource development projects must compete for international investment 
dollars. Limited access and infrastructure, climate, small work force, distance 
to markets, land status, and regulatory issues are among the numerous factors 
which have bred an extremely cautious attitude towards investment in this 
state. The worldwide unitary taxation method unique to Alaska is perceived by 
foreign and domestic corporations with international holdings as a further 
disincentive to investment in Alaska.
This administration has clearly stated its intent to promote economic 
diversification as a primary objective to compensate for pending revenue 
declines. Amending the unitary tax structure to the more common water’s edge 
method will help demonstrate to the international business community that the 
Alaskan Legislature is willing to work cooperatively with the administration in 
this effort to reduce disincentives for Alaskan investments.
Passage of this bill may be timely from an international perspective. Major 
mineral development, for example, relies totally on international investors. 
Many mineral rich countries, such as Canada, South Africa, and Australia, are 
just beginning their national debates on aboriginal rights and resource 
regulation. Alaska’s twenty-year struggle with these issues is behind us. The 
ground rules for development have been laid. The additional certainty that 
Alaskan, taxes will not be based on worldwide income will be an additional 
incentive for potential investors.
We recognize that other states have not been able to precisely measure the 
economic growth that resulted from this amendment to tax law. This inherent 
imprecision in economic projections is cited by critics of the bill as a good reason 
to maintain the status quo.
Psychology also plays an important role in business decisions. The Department 
of Revenue’s initial rough estimates indicate a $1-3 million annual revenue loss 
from passage of HB 12. We believe this is a small price to pay for the business 
incentive it provides and anticipate that these losses, which assume no increase 
in economic activity in the state, will be compensated by an expansion in the 
state’s industrial base.

, CommissionerOlds,
2 - j e - r /

GAO/DM/dgl9013D 
022891a
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M E M O R A N D U M F e b ru a ry  13, 1991

S U B J E C T : H o u se  B il l  12, re la ting  to the w a te r ’s edge 

m ethod  o f  ca lcu la tin g  taxes

T O : R e p re se n ta t iv e  T o m  M o ye r, C h a ir  

H o u se  S p e c ia l C o m m ittee  on  In te rn a tio n a l

T ra d e  and T o u rism

F R O M : Ja c k  C h e n o w et 

L e g is la t iv e  Cou

T h is  is by w a y  o f  resp o n se  to seve ra l com m ents an d  q uestions m ade d uring  the 

co u rse  o f  M o n d a y ’s te stim o n y  on H o use  B il l  12.

R e p re se n ta t iv e  R o b in  T a y lo r  and C a r l M e ye r, sp e a k in g  fo r the D e p a rtm e n t o f  

R e v e n u e , ra ise d  th e  p o ss ib ility  that the le g is la tio n  is u n co n stitu tio na l. T h e ir  

com m ents a b o u t th e  co n stitu tio n a l im p lica tio n s o f  the m easu re  w e n t to w h e th e r 

p roposed  A S  4 3 .2 0 .0 7 3 (f ) , exem p ting  from  the p ro p o sed  w a te r ’s edge m o d ifica tio n s 

the in com e ta xe s  im p o sed  o n  o il and  gas p ro du cers an d  p ip e lin e  tran sp o rte rs , w ou ld  

pass m u ste r w h e n  e xa m in e d  against the equa l p ro te c tio n  c lau ses o f the A la s k a  an d  
fe d e ra l co n stitu tio n s .

I am  sa tis fie d  th a t the A la s k a  S u p re m e  C o u rt ’s d ec is io n  in  A t la n t ic  R ic h f ie ld  

C o m p a n y  v . S ta te . 705 P .2d 418 (A la s k a  1985 ), c ited  by S u san  B u rk e  in  h e r 

testim ony, p u ts  th e ir  co n ce rn s  to rest. In  that d e c is io n , the co u rt upheld  the sep ara te  

acco unting  m eth o d  o f  th e  o il and gas co rp o ra tio n  in co m e  tax (im p o sed , until 1982, 

by A S  4 3 .2 1 ) ag a in st a  co n stitu tio n a l cha llenge on v a r io u s  g rounds. T h e  tax, you m ay 

re c a ll, su b stitu te d  a  d iffe re n t m ethodology, se p a ra te  acco un ting , fo r the fo rm u la  

ap p o rtio n m e n t m ethod  th en  gen era lly  in p lace  to a sce rta in  the taxab le  incom e o f 

p ro du ctio n  an d  p ip e lin e  tran sp o rta tio n  com pan ies fo r  the period  1978-1981. A g a in st 

the ta xp a ye rs ’ a sse rtio n s  to the co n tra ry , the co u rt sp e c if ic a lly  found that the tax d id  

not v io la te  s ta te  and  fe d e ra l eq ua l p ro tection .



T h e  c o u rt ’s a n a ly s is  u n d e r state  eq u a l p ro te c tio n  in vo lved  a th ree-step  p ro cess :

F ir s t , in  o rd e r to a sce rta in  the a p p ro p ria te  le ve l o f  rev iew , the n a tu re  

o f  the co n stitu tio n a l in te re st a ffe c te d  m ust be id en tified . N e xt, the 

v a lid ity  o f  the  sta tu te s ’ p u rp o se  m ust be an a lyze d  in  light o f  the in te rest 

im p in g ed . L a s t ly , the m eans cho sen  m ust be exam in ed , a lso  in  ligh t o f 

the in te re s t , to in su re  that th ey  a re  su ff ic ie n t ly  re la ted  to the goals o f 

the s ta tu te .

A t la n t ic  R ic h f ie ld , a t 437 (c ita tio n s  o m itte d ). E x a m in in g  the co n stitu tio n a l in te re st 

a ffe c te d , the co u rt  d ec la red  that the ta xp a y e rs ’ a sse rte d  right to be fre e  o f  "d isp a ra te  

taxa tio n " w as to be found at the lo w  en d  o f  the co n tin u u m  o f in te rests d ese rv ing  o f  

the g n a ia n te e s  o f  eq u a l p ro tectio n . A s  to th e  O il an d  G a s  T a x  sta tu tes ’ p u rp o se , the 

co u rt fou n d  ev id en ce  that the le g is la tu re  had passed  the m easu re  "to re c tify  a 

p e rce ive d  u n d e re stim a tio n  o f o il p ro d u ctio n  and  p ip e lin e  tran sp o rta tio n  in com e that 

o ccu rre d  w ith  the ap p lica tio n  o f the a p p o rtio n m e n t fo rm u la ."  Id- T h e  d iffe re n t ia l 

tre a tm e n t o f  the o il co m p an ies, the co u rt sa id , w as an  attem p t "to p re ve n t d isp a ra te  

tre a tm e n t,"  an d  the co u rt d e te rm in e d  that the c o rre c tiv e  e ffo rt em bod ied  in  the O il  

an d  G a s  T a x  se rve d  a  va lid  p u rp o se . ]d . O n  the f in a l po in t, the re la tio n sh ip  b e tw een  

the m eans ch o sen  and  the goals o f  th e  le g is la tio n , the co u rt found  the n ece ssa ry  

co rre la t io n , no ting  that the ch o ice  o f  a d iffe re n t m ethod  o f taxa tio n  "m o re  fa ir ly  

re p re se n te d  th e  ex ten t o f the b usin ess a c t iv it ie s  o f  th e  o il com pan ies in  A la s k a ."  Id .

U n d e r  th e  c o u rt ’s fe d e ra l equal p ro te c tio n  an a ly s is , it d ec la red  that the im p o sitio n  o f  

the tax  a ffe c te d  no fu nd am e n ta l in te re st n o r d id  it co n ta in  a  susp ect c la ss if ica t io n . 

A b se n t these  fa c to rs , fe d e ra l eq u a l p ro tec tio n  an a ly s is  req u ire s  o n ly  th a t the tax  

d is tin c tio n  sh a ll h ave  been  ra t io n a lly  re la te d  to  a  leg itim ate  state  in te re st. T h e  co u rt 

then  o b se rve d :

T h e  ra t io n a l b asis stan dard  is p a rt ic u la r ly  easy  to m eet in  the a re a  o f 

ta xa t io n . T h e  U n ite d  S ta te s  S u p re m e  C o u rt  has stated  that " [ le g is la ­

tu res  h ave  e sp ec ia lly  b ro ad  la t itu d e  in  c re a tin g  c la ss ifica tio n s and  

d is tin c tio n s  in  tax statu tes." R e g a n  v . T a x a t io n  w ith  R e p re se n ta tio n  o f 

W a sh in g to n . 461 U .S . 540 , 547 , 103 S .C t . 1997, 2002 , 76 L .E d .2 d  128,

138 (1 9 8 3 ). [A la s k a ’s] O il T a x  c le a r ly  b o re  a ra tio n a l re la tio n sh ip  to 

the s ta te ’s goal o f co rre ctin g  a  p e rce ive d  in eq u ity  in the tax s tru c tu re .

A t la n t ic  R ic h f ie ld , a t 437.

W o u ld  H B  12, e stab lish in g  a  w a te r ’s edge m ethod  o f  taxation  but in co rp o ra tin g  an  

excep tio n  o r  exc lu s io n  fo r o il and  gas p ro d u ce rs  and  p ip e lin e  tran sp o rte rs , su rv ive  

s im ila r  a n a ly s is ?

Representative Tom Moyer
February 13, 1991
Page 2



It is u n co n tro ve rted  th at A la s k a  is the o n ly  state th a t continues to levy  a  w o rld w ide  

com bin ed  tax  u n d e r w h ich  a ll the in co m e o f a  co rp o ra tio n  is co m b ined  and  taxed , 

reg ard less o f  the lo ca tio n  o f  the  ta x p a y e r ’s a ffilia te s . P e rce iv e d  in eq u ity  in  the tax 

s t ru c tu re - in  th is case , the p e rce p tio n  expressed  to leg isla to rs by fo re ign  com pan ies, 

p a rt icu la r ly , to the e ffe c t the s ta te ’s cu rre n t w o rld w id e  co m b ined  tax m ethod 

o ve rreach es  an d  d iscourages fo re ig n  in vestm en t in  the state--is, lik e  the sep ara te  

acco unting  in it ia t iv e  o f  the O il  an d  G a s  T a x  o f a  decade ago, a  p r in c ip a l m otivating  

fa c to r u n d e rly in g  H B  12.

U n d e r  state  eq u a l p ro tec tio n  a n a ly s is  o f the p ro posed  tax and  its exem p tion  o r 

exc lu s io n , the co u rt w o u ld  e xa m in e  (1 )  the im p o rtan ce  o f  the righ t in vo lved , (2 )  the 

v a lid ity  o f the e xe m p tio n ’s p u rp o se , and  (3 )  the re la tio n sh ip  b etw een  the m eans 

chosen  and  the o b jectives  o f  the  p ro posed  statu te .

F ir s t , as it d id  in A t la n t ic  R ic h f ie ld . I  assum e that the co u rt w ou ld  re a d ily  find that 

the w a te r ’s edge excep tio n  o r  e xc lu s io n  fo r ce rta in  p ro ducers and  p ip e lin e  transport- 

e r s - th e  in a b ility  o f  these taxp aye rs  to use the w a te r ’s edge m e th c d -w o u ld  fa ll at the 

low  end o f the  sp e ctru m  o f  in te re sts  fo r  w h ich  the s ta te ’s eq u a l rights c lau se  p rovides 

p ro tectio n .

Ju s tif ic a t io n  o f  the v a lid ity  o f  th e  exem p tio n ’s p u rp o se  is re la t iv e ly  m ore d ifficu lt , 

a lb e it p o ss ib le . F ir s t , u n lik e  the c ircu m stan ces  u n d e rly in g  th e  ch a llen g e  to the O il 

and  G a s  T a x  d iscussed  in  A t la n t ic  R ic h f ie ld , p e rce ived  un derestim ates  o f  taxp ayer 

in com e do not m o tiva te  th is p ro p o sed  tax  change. R a th e r , the co m m ittee  h ea rd  from  

M s . B u rk e , R o n  G a rz in i , an d  S co tt H a w k in s , am ong  o th ers , ab o ut the need to 

d ive rs ify  the s ta te ’s e co n o m ic  an d  re ve n u e  base aw ay  fro m  its h eavy  d ep endency on 

exp lo ra tio n  fo r and  p ro d u ctio n  o f  c ru d e  o il. T h e  w itnesses have  a ll suggested that 

the leg is 'a tu re  ought to estab lish  a  c lim a te  m ore co n d ucive  to fo re ign  investm ent in 

the sta te ’s o th e r re so u rce s . A s  I u n derstand  the m e asu re ’s p u rp o se , you and  yo u r 

co m m ittee  a re  seek in g  to am e n d  sta te  tax p o licy  in  an  a ttem p t to fin d  a balance 

betw een  a ttra c tin g  ad d itio n a l fo re ig n  investm ent by e lim in a tin g  w h a t has been 

id en tified  as a  p rin c ip a l o b stac le  to enco urag ing  fo re ign  co rp o ra tio n s to do business 

in  the state--the sta te ’s w o rld w id e  com b ined  m ethod  o f ta xa t io n -w ith o u t r isk in g  a 

su b stan tia l loss o f  reven u e  fro m  the s ta te ’s m a jo r reven u e  so u rce , the in com e tax paid  

by the o il an d  gas p ro d u ce rs , a t a tim e w hen  sta te  fin an ces sho u ld  be stab ilized . 

M o re o v e r , w h ile  the w a te r ’s edge in it ia t iv e  is an  attem p t to rem o ve  w h at you  p erce ive  

as a  m a jo r b a rr ie r  to en try  o f  fo re ign  investm ent into the state  p a rt icu la r  fo r, 

e sp e c ia lly , th e  d eve lo p m e n t o f  re n e w ab le  reso u rces, there is no ev id en ce  to suggest 

to you and the co m m ittee  that the exp lo ra tio n  and p ro duction  o f  o il an d  gas in p lace 

o r its tran sp o rta tio n  to ports an d  m arke ts  is s ig n ifican tly  lim ite d  by the sta te ’s 

co n tinued  re lia n ce  on the w o rld w id e  com bined  m ethod . In  sh o rt , you and the 

co m m ittee  a re  a p p a re n tly  sa tis fie d  th at cu rren t tax p o licy  m ay be a  re a l b a rr ie r  to 

en try  o f new  ca p ita l an d  m eth od s that m ight expand  in te rest in  reco very  and 

d eve lo p m e n t o f  m any sta te  re so u rce s , but the co n tinu ed  levy and co lle c tio n  o f the

Representative Tom Moyer
February 13, 1991
Page 3



incom e ta x  o n  o il an d  gas p ro d u ce rs  using the w o rld w id e  co m b in ed  ta x  m eth o d  has 

not d iscou raged --does no t seem  to be a  fa c to r to d isco u ra g e -c o n tin u e d  e x p lo ra t io n  

and  d e ve lo p m e n t a c t iv ity  by tha t ind ustry .

T h e  th ird  p o in t--the  re la t io n sh ip  b etw een  th e  ch o ice  o f  m ethod  and the o b je ctive s  o f  

the sta tu te--is  e m in e n tly  d e fe n s ib le : in  recen t y e a rs , th e  w a te r ’s edge a p p ro a ch  has 

been the p re fe r re d  m eth o d  o f  tax  m o d ifica tio n  put in  p la ce  by states to d im in ish  the 

b ro ad  a d m in is tra tiv e  re a ch  o f the w o rld w id e  u n ita ry  ta x  system  p re v io u s ly  im p o sed , 

and is m o re  n e a r ly  co n s isten t w ith  fe d e ra l e ffo rts  to en co urag e  the states to sh ift 

tow ard  a  se p a ra te  acco u n ting  ap p ro a ch  to taxa tio n  o f  in te rn a t io n a l a c t iv it ie s .

C le a r ly , the  e xe m p tio n  o f  the p ro posed  w a te r ’s edge le vy  o f  th e  taxab le  a c t iv it ie s  o f  

ce rta in  o il and  gas p ro d u ce rs  an d  p ip e lin e  tran sp o rte rs  tha t w o u ld  m eet th e  

re q u ire m e n ts  o f  sta te  e q u a l p ro tec tio n  w o u ld  a lso  m eet the  ra tio n a l b asis test o f  

fed e ra l e q u a l p ro te c tio n  an a lys is  se t out in  A t la n t ic  R ic h f ie ld .

F o r  these  reaso n s , it is , in  m y ju d g m en t, m o re  lik e ly  th an  not th a t the m e a su re  

p ro p o se d - in c o rp o ra t in g  as it does an  exc lu s io n  fo r  o il an d  gas p ro d u ce rs  and  p ip e lin e  

tra n sp o rte rs -w o u ld  b e  fo u n d  to m e et the tests o f  e q u a l p ro tec tio n .

I I

T h e  D e p a rtm e n t o f  R e v e n u e ’s re p re se n ta tive  q u estio n ed  the in c lu s io n  o f  p ro p o sed  

A S  4 3 .2 0 .0 7 3 (b ), e xc lu d in g , fo r p u rp o ses o f w a te r ’s edge co m p u ta tio n , 80  p e rce n t o f  

the d iv id e n d  an d  ro ya lty  in co m e re c e iv e d  b y the ta xp a y e r ’s fo re ig n  a ff ilia te s . In  o th e r 

w o rd s, 20  p e rce n t o f  the ta xp a y e r ’s d iv id end  and  ro ya lty  in co m e fro m  its fo re ig n  

su b s id ia rie s  is ta xa b le . A s  I  u n d e rstan d , the d e p a rtm e n t suggests e lim in a t io n  o f  th e  

p ro v is io n , th e re b y  m ak in g  a ll d iv id e n d  and  ro ya lty  in co m e fro m  the ta xp a y e r ’s fo re ig n  

o p e ra tio n s  su b je ct to  taxa tio n  u n d e r w a te r ’s edge.

T h e  p o rtio n  o f  m y D e c e m b e r an a lys is  d iscussing  p ro posed  A S  4 3 .2 0 .0 7 3 (b ) sets ou t 

the ra t io n a le  fo r  in c lu s io n  o f  th e  p ro v is io n . Its  re ten tio n  o r e lim in a tio n --an d  th e  

d e te rm in a tio n  o f  th e  a c tu a l am o u n t o f  the  e x c lu s io n - is  a  p o licy  c a ll , b u t as I  

u n d e rstan d , e lim in a t io n  o r su b stan tia l red u ctio n  o f  the p ercen tage  exc lu d ed  m ay  ra ise  

a q u estio n  as to  w h e th e r the sta te  has p ro v id ed  even -h an d ed  tre a tm e n t as b e tw een  

fo re ign -based  and  d om estic-based  m u lt in a tio n a ls  su b je ct to the tax .

I l l

T h e  re p re se n ta tiv e  o f  the D e p a rtm e n t o f  R e v e n u e  suggested that the b ill sho u ld  g ive  

a tten tio n  to an y  a ffe c te d  p ro v is io n s o f  the M u lt is ta te  T a x  C o m p a ct, A S  4 3 .1 9 , to 

w h ich  th e  sta te  is a  p a rty .

Representative Tom Moyer
February 13, 1991
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T h e  text o f  the M u lt is ta te  T a x  C o m p a c t is set out in  A S  43 .19 .010 . P a ra g rap h  18 o f 
a rt ic le  I V  o f  the co m p a ct p ro v id es :

I f  the a llo ca tio n  an d  ap p o rtio n m en t p ro v is io n s o f  th is A r t ic le  do not 

fa ir ly  re p re se n t the exten t o f  the ta xp a ye r ’s b usiness a c t iv ity  in  the 

sta te , . . .  th e  tax  ad m in is tra to r m ay re q u ire , in  re sp e ct to a ll o r any 

p a rt o f th e  ta x p a y e r ’s business activ ity , i f  re a so n a b le :

(a )  se p a ra te  acco un ting ;

(b )  the  exc lu s io n  o f  any [one] o r m o re  o f  the fac to rs ;

(c )  the  in c lu s io n  o f  one o r m o re  a d d itio n a l fac to rs  w h ich  w ill 

fa ir ly  re p re se n t the  ta xp a ye r ’s business a c tiv ity  in  th is  s ta te ; o r

(d )  the em p lo ym en t o f any o th e r m ethod  to e ffectu a te  an  

eq u itab le  a llo ca t io n  and  a p p o rtio n m en t o f  the ta xp a ye r ’s in co m e.

W h at the "tax ad m in is tra to r"  m ay  re q u ire , so , too, it seem s to m e , m ay the leg isla tu re  

by law . C o n se q u e n tly , th is p a rag rap h , in m y v ie w , p ro v id es su ff ic ie n t a u th o rity  fo r the 

state to m ake  an y  ad ju stm e n ts  to its taxation  p rac tice s  co n sisten t w ith  the com pact 

w itho ut the n ecessity  o f  c ro ss-re fe ren c ing  the  p ro v is io n s o f  the co m p act in to  the 

sub stan tive  change an d  w ith o u t the necessity  o f  am en d in g  th e  co m p act ( A S  43 .19 ) to 
in co rp o ra te  sp e c if ic  excep tio n s .

I V

F in a lly , the d e p a rtm e n t’s re p re se n ta tive  ra ised  a q uestio n  ab o u t the  co m p u ta tio n  and 

ap p lica tio n  o f th e  th re e -fa c to r fo rm u la  set o u t in p ro p o sed  A S  4 3 .2 0 .0 7 3 (a ) at p . 1, 

line 13-p. 2 , lin e  1, and  at p . 2 , lin e  10. M r . M e y e r  w as u n ce rta in  w h e th e r each  o f  

the th ree  fa c to rs -p ro p e rty , p a y ro ll, and sa le s -d e te rm in e d  un der the a ffilia ted  

co rp o ra tio n ’s tax re tu rn  needed  to m eet the th resh o ld  20 p ercen t o r w h e th e r the 

th resho ld  w o u ld  be sa tis fie d  by an  average o f  the th ree  fac to rs .

T h e  m easu re  co n te m p la te s  an  ave rag ing  o f the fa cto rs . In  both  in stan ces , a t the lines 

c ited , the th resh o ld  sp e a ks  in te rm s o f the "facto rs  . . .  ave rag e ."  I  see no u n certa in ty  

on the po in t. I f  the d e p a rtm e n t b e lieves c la r if ic a t io n  is necessa ry  fo r p ro p e r 

ad m in istra tio n  o f  th e  tax  p ro v is io n , the co m m ittee  shou ld  a sk  the d ep artm en t to 

p re p are  and su b m it suggested language.

*

I f  the co m m ittee  co n s id e rs  an  am end m en t o r  co m m ittee  sub stitu te , I w o u ld  ask  

co n sid era tio n  o f  o n e  a d d itio n a l p ro v is io n .

A s  w as m en tio n ed  in  M o n d a y ’s hearin g , p ro posed  A S  4 3 .2 0 .0 7 3 (e ) estab lishes a 

"d efau lt" o r "p en a lty" im p o sab le  aga inst a ta xp aye r w h o  file s  a  w a te r ’s edge re tu rn  but



w ho fa ils  to f ile  n e ce ssa ry  sup p orting  in fo rm a tio n . T h e  co m m iss io n e r m ay req u ire  the 

taxp ayer w h o  fa ils  to p ro v id e  the in fo rm atio n  to " f ile  a  w o rld w id e  com bined  rep o rt."  

Se e  page 3 , lin e  4 . N o w h e re  e lse  in A S  43 do  the sta tu tes re fe r to "w orldw ide 

com bin ed  re p o rt ."  F o r  c la r ity , then , the co m m itte e  shou ld  co nsid er changing the 

re fe re n ce  to  "a re p o rt  u n d e r A S  43 .20 .065  - 4 3 .2 0 .0 7 2  m ade w itho ut regard  to this 

section" o r , a lte rn a t iv e ly , add a d e fin it io n  o f  "w o rld w id e  co m b in ed  rep ort" to the short 

list o f d e fin it io n s  set o u t in sub section  (g ).

*

I tru st th is is re sp o n s iv e  on the points req u ested .

Representative Tom Moyer
February 13, 1991
Page 6
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S U B J E C T ;  W a t e r’s edge tax ( W o r k  order 7-0237A)

T O :

F R O M :

This draft legislation, based o n  last session’ll C S S B  119 reported by the Senate 

Finance Committee, a m e n d s  the m e t h o d  of income tax computation for certain 

corporations in order to set aside a perceived barrier to investment. Simply stated, 

the measure would direct corporations subject to Alaska's N e t  I n c o m e  T a x  that are 

m e m b e r s  of affiliated groups o w n e d  by foreign corporate parents to file returns based 

o n  the so-called "water’s edge" m e t h o d  of taxation. That taxing m e t h o d  takes into 

consideration only the domestic (i.e, United States) activities of the foreign corpora­

tion and does not consider income derived from the companies' non-American 

operations.

In the draft previously provided ••

Bill section 2 is the measure’s principal operative provision. It adds a n e w  section, 

proposed A S  43.20.073.

Subsection (a) of proposed A S  43.20,073 sets out the general requirement that a 

corporation that is a m e m b e r  of an "affiliated group"-* group of two or m o r e  

corporations in which at least 50 percent of the voting stock of each m e m b e r  of the 

group is held by one or m o r e  c o m m o n  owners or by one or m o r e  of the m e m b e r s  of 

the group-must file Its state tax returns using the "water’s edge c o m b i n e d  reporting 

method." T h e  water’s edae combined tax return is to be used bv (11 corporations 
that do substantial business within the United States, irrespective of where 

incorporated; (2) domestic and foreign sales corporations; and (3) so-called 'tax 

haven" corporations (that have been formed for the purpose of avoiding taxes in the 

United States). U n d e r  this subsection, a corporation is considered to b e  p a n  of the 

taxpayer's water's edge tax family, and its income taxable in Alaska, if 20 percent or 

m o r e  of its average property, payroll, and sales factors are within the United States. 

U n d e r  this subsection, a corporation is considered to be p a n  of the taxpayer’s water’s



UeCCJHQcr xv, ivjru

Page 2

edgo tax family, and its i n c o m e  taxable in Alaska, if, despite the 20 percent threshold, 

the corporation does not m e e t  the requirements of 26 U.S.C. 861(c), that is, If 20 

percent or m o r e  of the corporation's gross receipts are from sources within the 

United States.

Proposed A S  43.20.073(b) provides that certain i n come received from foreign 

corporations is to be excluded from the taxpayer’s total taxable income. This 

exclusion includes 80 percent of dividends and royalties received from foreign 

corporations. Since, as earlier noted, the water’s edge m e t h o d  of taxation is intended 

to tax a corporation based o n  its United States operations, foreign income and 

dividends should be excluded. However, a certain a m o u n t  of the total expenses of 

the domestic parent corporation does support the income produring-activitles of the 

corporation’s foreign subsidiaries. Those expenses attributable to the support of the 

foreign operations ought not to be deductible from the Income earned within the 

United States. Consequently, this measure proposes that a fixed percentaga-here set 

at 20 percent-of the foreign dividend and royalty income received from a foreign 
corporation remain taxable. T h e  exclusion also covers a m o u n t s  treated as dividends 

under 26 U.S.C. 78. U n d e r  the Internal Revenue Code, a corporation is permitted 

to take a tax credit for i n c o m e  tuxes paid by certain foreign affiliated corporations. 

26 U.S.C. 78 provides that if a corporation does take a foreign tax credit, an amou n t  
equal to that credit will be d e e m e d  to have been received ax taxable Income as a 

dividend from a foreign corporation. However, Alaska does not allow corporations 

to take a foreign tax credit (see A S  43.20.036(a)) so it w a s  felt that there is no 

justification for including any a m o u n t  of these "deemed" dividends in the corpora­

tion’s taxable income.

Proposed A S  43.20.072(c), d r a w n  from a Minnesota model, is Included in order to 

assure that the 80 percent exclusion of dividends and royalties is not invoked to cover 

passive investment income received by the taxpayer corporation from foreign 

corporations.

Proposed A S  43.20.073(d) establishes 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, This is consistent with the statement of justification outlined above for 

A S  43.20.073(b).

Proposed A S  43.20.073(e) reserves to the Department of R e v e n u e  the right to file

a worldwide c o m b i n e d  tax report if the taxpayer fails or refuses to provide 
information sufficient for the department to prepare an a u u u  ur tne v u i p u i a i w *

return.

Proposed A S  43.20.073(f) declares that the "water’s edge" taxing m e thod is not 

available and does not apply to taxpayers w h o  are oil and gas producers and to
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taxpayeri operating ai oil a n d  gas transporters by regulated pipeline. Those 

taxpayers to determine their tax liability using the worldwide c o m b i n e d  report

Proposed A S  43.20.073(g) sets out pertinent definitions of terms used in the section.

A s  drafted, the measure would take effect immediately (bill section 4|. but apply to 

tax years beginning January 1, 1992 [bill KttlfllU].

J B C i L M B  
90-035.L M B

»•
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MEMORANDUM

TO:

ATTN:

FROM: Ginny Fay
Legislative Analyst

RE: Alaska's Unitary Corporate Taxation: Alternatives and Impacts on
Revenues

Research Request 89.165

You requested information on 1) unitary corporate tax laws in Alaska and other 
states, 2) alternatives to the method of tax collection currently used in
Alaska, and 3) the source of Alaska's revenues and impacts on these revenues
of changing Alaska's tax law. Specifically, you asked this agency to update 
House Research Ayency Memoranda 85.012, 85.014, and 85.047. To answer your 

questions, the first part of this memorandum provides an overview of state 
corporate taxation. This is followed by information on alternative tax 
methods. The final section identifies sources of Alaska revenues and the 
potential impact on revenues of changes to Alaska's corporate tax method.

Background

The form of corporate taxation commonly known as unitary tax is based on the 
concept that the most equitable and efficient method of determining corporate 
Income subject to state taxation is formula apportionment. Under unitary 
taxation, the total income of a corporation or of an affiliated group of 
corporations engaged in a unitary (related) business activity 1s apportioned 
among states, usually based on the portion of corporate payroll, property, and 
sales attributable to each state. This apportioned income is the taxable 
income subject to the respective state's tax rates. Approximately 45 states 
(including the District of Columbia) currently use some form of the unitary tax 
to apportion corporate income for state income tay purposes. Alaska currently 
taxes corporate Income by using a fonn of the unitary tax called worldwide 
combined reporting.



June 8, 1989
Page 2

In recent years, the unitary tax principle has come under considerable 
attack--largely as a result of efforts to apply scientific exactness to a 
concept w M c h  is relatively broad and is, by its nature, impervious to 
exactness. In applying the unitary tax principle in the context of corporate 

income taxation, the courts have focused on whether a state was making a 
reasonable effort to effect a fair division of the income of a multi-state 
taxpayer. Toward this end, the U.S. Supreme Court avoided endorsing any 

particular method of unitary apportionment as the preferred method. In 
Container, the Court noted that variations on the theme of unitary apportion­
ment can be acceptable as long as those variations "are logically consistent 
with the underlying principles motivating the unitary approach." The fact that 
another approach, such as separate accounting, might produce a different result 
is irrelevant: adherence to reasonable principles is the standard against which 
the courts have measured tax methods.

All states that use the unitary tax must determine the corporate Income that 
is to be apportioned. Alaska is the only state that uses a method called 
worldwide combined reporting. Worldwide combined reporting totals all of the 
income from all subsidiary and affiliated corporations engaged in a unitary 
business even if they are located outside of the United States. Other states 

use a waters edge approach which apportions only the Income earned by the 
unitary business within the United States.

During the 1980s, worldwide combined reporting has been criticized by the 
United States government and both foreign and domestic multinational 
corporations. The federal government opposes worldwide combined reporting 
because of fear of 1) state interference in foreign trade and 2) reprisal by 
foreign nations whose multinational corporations are taxed by states using this 
method. Because states' application of worldwide combined reporting to 
domestic multinational corporations has been upheld by the Supreme Court, 
federal action to date has been limited to persuading states to stop using this 
version of the unitary tax.

Domestic and foreign multinational corporations oppose the use of worldwide 
combined reporting because they do not believe that states have the right to 
tax business activities that occur outside the United States. In addition, 
these corporations claim that state taxation of foreign activities constitutes

1Gene Corrigan, "A Unitary Primer," Multistate Tax Commission, Volume 

1988, Number 1, May 1988, p. 1.

2 Container Corporation of America v. Franchise Tax Board, 463 U.S. 

159,169 (1983).

3 Alaska uses a modified formula apportionment method for computing 

taxable income of oil and gas corporations. For information on apportionment 
formulas, see House Research Agency Memoranda 85.012 and 89.303.
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double taxation because this income 1s taxed by foreign governments. Foreign 
multinational corporations have been especially vocal in their criticism of 
worldwide combined reporting.

Alternatives to Worldwide Combined Reporting

In 1984, eleven states used worldwide combined reporting. As a result of 
federal government opposition and the threats of economic reprisal by foreign 
corporations, ten states have changed taxing methods. The degree to which 
states have backed-off taxing foreign income varies considerably as a result 
of inconsistency in states' definitions of "waters edge." Alternatives to 
worldwide combined reporting include:

worldwide combined reporting for domestic corporations with an 

alternative tax levied on foreign m u l t l n a t ^ n a l  corporations;

a waters edge method that includes foreign source dividends in 

taxable income and includes 80/20 corporations within the 
definition of waters edge;

a waters edge method that excludes foreign source dividends from 

income and excludes 80/20 corporations from the definition of 
waters edge; and

separate accounting.

Worldwide Combined Reporting that Excludes Foreign Multinationals. This 
alternative allows United States subsidiaries of foreign corporations to pay 

an alternative tax rather than a tax based on income apportioned using 
worldwide combined reporting. Although many types of alternate taxes could be 
devised, state representatives on the 1984 unitary tax task force recommended 
that the tax be based on in-state property, payroll, and sales and that the tax 
rate be based on the tax paid by firms in the same Industry conducting unitary 
business in the state.

Proponents of this option claim that 1t would reduce the threat of foreign 
retaliation against U.S. corporations. In addition, this option is claimed to 
be a fair way to exclude foreign multinational corporations from worldwide 
combined reporting while protecting the competitive advantage of U.S. 
multinational corporations and domestic business. This option would also 
protect state revenues and be relatively easy to Implement. Opponents, 
however, do not view this alternative as an adequate alternative to worldwide 
combined reporting because corporate income tax rates based on industry

4 These corporations are U.S. based corporations that have 80 percent or 

more of their business activity occurring outside of the United States.
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classification would not change tax liabilities of foreign corporations. 
Critics also claim that U.S. based multinational corporations may pay higher 
taxes than foreign corporations on similar income.

This alternative is similar to Senate Bill 119, introduced by Governor Cowper 
in the 1989 legislative session. The governor's bill, which applied to 
nonpetroleum corporations, would exempt foreign multinational corporations 
from worldwide combined reporting and tax them with a waters edge approach. 
Because the bill would result in a competitive disadvantage for domestic 
corporations, it was stridently opposed by U.S. industry and made little 
headway in the legislature.

Waters Edge Combination Including Dividends and 80/20 Corporations. This 
alternative to worldwide combined reporting includes limiting the unitary group 
to the waters edge and including all foreign source dividends in the 
calculation of income, and treating all 80/20 corporations as if they were 
within the waters edge. Only dividends generated by foreign subsidiaries that 
are significantly related to the activities of the unitary group would be 
included in income of domestic multinational corporations.

Supporters of this option claim that it would reduce foreign criticism of 
states' application of worldwide combined reporting and it would result in 
equitable taxation of all taxpayers. Proponents claim that even though 
worldwide income of domestic multinational corporations 1s taxed (through 
taxation of dividends) by the states, while worldwide income of foreign 
multinationals is not, foreign government taxation of dividend income 
repatriated to the home country of the parent corporation equalizes any 
inequities. Opponents of this option disagree and claim that this method of 
taxation would put U.S. multinationals at a considerable competitive 
disadvantage in the world economy. Furthermore, opponents claim that fully 
taxing foreign source dividends is identical to taxing the income of their 
foreign subsidiaries and yields the same result as worldwide combined 
reporting.

Waters Edge Combination Excluding Foreign Dividends and 80/20 Corporations. 
This alternative to worldwide combined reporting limits the income of the 
unitary group to those corporations within the boundaries of the United States. 
However, this option excludes all or at least a high percentage of foreign 
source dividend Income, depending on the particular option chosen. In 
addition, 80/20 corporations are considered to be foreign corporations and are 
excluded from the unitary group. This option is generally favored by both 
foreign and domestic multinational corporations. Foreign multinational 
corporations and governments support this alternative because 1t eliminates 
worldwide combined reporting. Domestic multinational corporations like this 
option because It keeps them competitive 1n the world economy by not taxing 
foreign source dividends. Opposition comes mainly from state governments that 
fear a serious erosion of their tax base 1f foreign source dividends and 80/20 
corporations are excluded from taxation.
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Separate Accounting. This alternative to worldwide combined reporting would 
completely eliminate the use of the unitary tax. States would tax corporate 
taxpayers only on the income earned in the state and each corporation would be 
treated as a separate entity for tax purposes (as opposed to a unitary group). 
This method is also called "arm's length accounting" because all transactions 
between related corporations are assumed to occur as if no special relation­
ships exist (such as a subsidiary corporation supplying a parent corporation) 
>o that prices are fair market values.

In general, business leaders would like to have all states determine taxable 
income by using separate accounting because it uses information directly 
related to traditional accounting income. Opponents, which include many 
states, claim separate accounting makes states vulnerable to manipulation of 
income to reduce tax liabilities by corporations that do business in more than 
one state. However, under the separate accounting method Alaska imposed on the 
peti oleum industry under AS 43.21, revenues from the corporate income tax were 
considerably higher than under either the standard apportionment formula 
applied before 1977 or the modified formula used after 1981.

Attachment A provides information on how states using the waters edge unitary 
approach to corporate taxation treat foreign-source dividends (i.e., the first 
three alternatives discussed above). In summary, California's approach best 
represents the first option of providing an alternative tax to foreign 
multinational corporations. Another ten states would fit under the second 
option which taxes foreign-source dividends. Nine spates partially exempt 
foreign dividends; 14 fully exempt foreign dividends; and 11 fully exempt 
dividends if a corporation meets specified conditions, i.e., 34 states' 
corporate taxation method is similar to the third option.

Alaska Revenue Sources and Relationship to Unitary Taxation

The revenues that the State of Alaska collects fall into one of three 
categories:

unrestricted revenues go to the general fund to be appropriated for 

any purpose,

restricted revenues are received for specific purposes, and

special fund revenues are received by statutorily established 

funds such as the International Airport Fund.

5 For information on the formulas used for corporate taxation in Alaska, 

see House Research Memoranda 85.012 and 89.303.
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Table 1 shows the contribution to total state revenues of each of these tvoes 
of revenue in FY 88. H

TABLE 1
CONTRIBUTIONS TO TOTAL STATE REVENUE BY TYPE OF REVENUE, FY 88

(Millions of Dollars)

TYPE OF REVENUE

Unrestricted Revenue 
Restricted Revenue 
Special Funds

TOTAL

Source: Alaska Department of Revenue, "Revenue Sources," Fall 1988.

DOLLAR PERCENT OF
CONTRIBUTION TOTAL

$2,305.8 63.7
475.2 13.1
836.4 23.1

$3,617.4 100.0



wn of unrestricted revenue by source.. As men* ioned 
avenues are the only source that allow legis ative

TABLE 2
SOURCES OF UNRESTRICTED REVENUES, FY 88

(Millions of Dollars)

PERCENT OF
REVENUE SOURCE REVENUE TOTAL

Corporate Income Tax $181.4 7.9
Gross Receipts Tax 58.5 2.5

Severance Tax 818.7 35.5
Property Tax 96.2 4.2
Sale/Use Tax 51.8 2.2
Licenses and Permits 28.3 1.2
Intergovernmental Receipts 8.9 0.4
State Resource Revenues 843.9 36.6

Facilities Related 32.3 1.4
Service Related 7.5 0.3

Other 16.4 0.7
Special Settlements" 161.9 7.0

TOTAL $2,305.8 100.0

a Includes $694.8 million in royalty income, $132.6 in investment earnings, 

and $6.0 million in rents. Petroleum resource revenues are shown in more 
detail in Table 3.

b 0uter Continental Shelf "8(g)" or Dinkum Sands settlement partial payment. 

Sources: Alaska Department of Revenue, "Revenue Sources," Fall 1988.

Table 2 indicates that the largest contributions to state unrestricted income 
are derived from petroleum producers. In fact, the various petroleum revenues 
account for 85 percent of all state unrestricted revenues--this proportion has 
not changed since our earlier memorandum on FY 83 revenues.
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Table 2 provides a breakdown of unrestricted revenue by source.. As mentioned 
previously, unrestricted revenues are the only source that allow legislative 
discretion in appropriation.

TABLE 2
SOURCES OF UNRESTRICTED REVENUES, FY 88 

(Millions of Dollars)

PERCENT OF
REVENUE SOURCE REVENUE TOTAL

Corporate Income Tax $181.4 7.9
Gross Receipts Tax 58.5 2.5
Severance Tax 818.7 35.5
Property Tax 96.2 4.2
Sale/Use Tax 51.8 2.2
Licenses and Permits 28.3 1.2

Intergovernmental Receipts 8.9 0.4
State Resource Revenuesa 843.9 36.6

Facilities Related 32.3 1.4
Service Related 7.5 0.3
Other 16.4 0.7
Special Settlements 161.9 7.0

TOTAL $2,305.8 100.0

a Includes $694.8 million in royalty income, $132.6 in investment earnings, 

and $6.0 million in rents. Petroleum resource revenues are shown in more 
detail in Table 3.

Outer Continental Shelf "8(g)M or Dinkum Sands settlement partial payment. 

Sources: Alaska Department of Revenue, "Revenue Sources," Fall 1988.

Table 2 indicates that the largest contributions to state unrestricted Income 
are derived from petroleum producers. In fact, the various petroleum revenues 
account for 85 percent of all state unrestricted revenues--th1s proportion has 
not changed since our earlier memorandum on FY 83 revenues.
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Table 3 provides a breakdown of the contribution to FY 88 unrestricted revenues 
by the various petroleum revenue sources.

TABLE 3
CONTRIBUTION OF PETROLEUM REVENUE SOURCES 

TO STATE UNRESTRICTED REVENUES, FY 88

(Millions of Dollars)

SOURCE OF REVENUE CONTRIBUTION
PERCENT OF 

TOTAL

Corporate Income Tax $158.0 8.1
Severance Tax 818.7 42.0
Royalties 694.8 35.6
Property Tax 96.2 4.9
Bonus Sales 5.6 0.3
Rents 5.7 0.3
Intergovernmental Receipts 8.7 0.4
Special Settlements 161.9 8.3

TOTAL $1,949.6 100.0

Source: Alaska Department of Revenue, "Revenue Sources," Fall 1988.

Description of Unrestricted Revenue Sources

Corporate Income Taxes. Alaska Statute 43.20 imposes a unitary income tax on 
the entire corporate income derived from sources within Alaska, and apportions 
this income under graduated rates. In FY 88, the corporate income tax 
generated a total of $181.4 million, of which S158.0 million, or 87 percent, 
was collected from petroleum corporations.

Gross Receipts Taxes. A variety of taxes are collected under this general 
heading. A business license tax of S25 1s assessed annually on any business 
operating in the state. The license fee for each state and national bank, 
trust company and savings and loan association is seven percent of net Income. 
In FY 88, a total of $1.4 million was collected from this source.

In addition to the business license tax, gross receipts taxes are levied on 
various seafood production activities. Taxes on commercial fishing (AS 43.75) 
include a raw fish tax of 4.5 percent of the value of salmon canned at shore- 
based canning facilities, a three percent tax on the value of all other fish 
canned by shore-based facilities and a five percent tax on the value of fishery 
resources processed by floating processors. Developing commercial fisheries 
are taxed at lower rates. In FY 88, these taxes contributed $22.5 million to 
state revenues.
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Salmon enhancement taxes (AS 43.75) are levied on limited entry fishing permit 
holders within qualified regional aquaculture associations. Rates are two or 
three percent of the value of the salmon caught, depending on the vote of the 
aquaculture association. In FY 88, total Salmon Enhancement Tax receipts were 
$5.8 million. In effect, this is a pass-through program, since the legislature 
appropriates these tax revenues to the regional associations from whose members 
they were collected.

A seafood marketing tax (AS 16.51) is levied on seafood processors at a rate 
of 0.3 percent of the ex-vessel value of seafood products purchased (over 
$50,000) in Alaska. Revenue in FY 88 was $2.7 million. Similar to the Salmon 
Enhancement Tax, these revenues are passed through to fund the Alaska Seafood 
Marketing Institute (ASMI).

Insurance premium taxes (AS 21.09, AS 21.33, AS 21.34, and AS 23.33) are levied 
on gross premiums (less certain deductibles) at various rates ranging from
0.075 to 3 percent depending on the type of insurance. In FY 88, revenue from 
these taxes totaled $25.6 million.

Severance Taxes. Oil production taxes are levied upon oil producers for all 
oil produced from each lease or property in the state, less any part of 
production exempt from taxation (AS 43.55). The tax 1s 15 percent of gross 
value (except 12.25 percent for the five-year period following commencement of 
new oil production after June 30, 1981) adjusted by the Economic Limit Factor 
(ELF) foe mature oil fields. The ELF, however, was repealed effective January
1, 1989. Gross value is calculated as the sales price minus transportation 

costs at the point of production. Gas production taxes (AS 43.55) are levied 
at the greater of a rate of $0.64 per thousand cubic feet of taxable gas or ten 
percent of the gross value of taxable production calculated at the point of 
production, multiplied by the ELF. During FY 88, $816.4 million was collected 
in oil and gas production tax revenues.

The oil and gas regulation and conservation tax (AS 43.57) 1s levied upon oil 
and gas producers at the rate of fiur mills per barrel (oil) and four mills per 
50,000 cubic feet (gas) of oil and gas removed or sold from each lease or 
property in the state,

less any tax exemptions. Gross value is calculated as for the production 
taxes. This tax contributed $2.3 million to state revenues in FY 88.

Property Taxes. The oil and gas property tax (AS 43.56) 1s levied at 20 mills 
on the full and true value of taxable property used in oil and gas production 
and exploration. If a municipality levies a property tax against the same

6The actual effective date on HB 118, Chapter 25 SLA 89, Is August 6, 

1989, with a retroactive effective date of January 1, 1989. The ELF, however, 
was in place during FY 88.
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property as the state, a state credit is given for the tax paid to the 
municipality. Oil and gas property taxes generated $96.2 million in FY 88.

Sales and Use Taxes. Fuel taxes (AS 43.40) are levied at the rate of four 
cents per gallon for aviation fuel and 2.5 cents per gallon for jet fuel, eight 
cents per gallon for gasoline and diesel fuel, and five cents per gallon for 
marine fuel. Sixty percent of the revenues from aviation fuel taxes are 
returned to municipalities that operate municipal airports. Gross receipts 
from fuel taxes contributed $33.6 million to state revenues in FY 88.

Alcoholic beverage taxes (AS 43.60) are assessed based on alcoholic content: 
malt beverages (one percent or more of alcohol) $0.35 per gallon, wine (21 
percent or less alcohol) $0.85 per gallon, hard liquor (more than 21 percent 
alcohol) $5.60 per gallon. Contributions from this tax are shared with 
political subdivisions of the state. The FY 88 gross revenue from this source 
was $11.9 million.

Cigarette taxes (AS 43.50) are levied at the rate of eight mills for each 
cigarette imported into or acquired in the state; this is equivalent to 16 
cents per pack. Two and a half mills are dedicated to school construction and 
5.5 mills are paid to the general fund. In FY 88, the cigarette tax generated 
$8.7 million, of which $2.7 million was dedicated to school construction and 
$6.0 million was deposited into the general fund. Those revenues were from the 
sai«» of * ,* 54 million packages of cigarettes, down from 62 million packs in

1989 legislature increased the undedicated portion of the cigarette 
U v ..lills per cigarette, resulting n a total tax of 29 cents per pack.

In addition, the Cigarette Tax Act requires annual licensing by the Department 
of Revenue of the following: cigarette manufacturers ($5), distributors and 
wholesale distributors ($50), vending machine operators ($25), and others who 
import cigarettes into Alaska ($25). These license fees generated $3,225 in 
FY 88, the majority from $25 licenses.

Licenses and Permits. Business license taxes on alcoholic beverage licenses, 
commercial fishing licenses, professional and occupational licenses, and 
various regulatory permits contributed $8.6 million (Including the alcoholic 
beverage fees mentioned above) 1n FY 88.

Nonbusiness license taxes Include receipts from hunting, trapping, and sports 
fishing licenses, and motor vehicle instruction permits, title transfers, 
registration fees, and drivers' licenses. In FY 88, these fees totaled $19.7 
million.

Investment revenues Include the Investment earnings from the state's various 

investment portfolios and Interest on bank deposits. Investment earnings 
totaled $132.6 million in FY 88.
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State Resource Revenues. State royalty payments (AS 38.05) Include royalties 
from minerals and oil and gas. Depending on the type of resource, royalty 
payments can be taken in kind. Revenues from royalties are apportioned between 
the permanent fund and the general fund. General fund royalty revenues totaled 
$694.8 million in FY 88.

Other revenue sources within this category are state property sales ($3.8 
million), resource bonus sales ($5.6 million), state rental revenues ($6.0 
million), and the sale of resources not classified as minerals such as gravel 
and timber ($1.1 million).

Facil1t1es-related charges include receipts from airports, the ferry system, 
food services, and other state facilities. These charges totaled $32.3 million 
in FY 88.

Service-related charges include receipts from statutory inspection fees, the 
court system, and other state service charges. These fees totaled $7.5 million 
in FY 88. Another $16.4 million was collected in miscellaneous revenues.

During FY 88, a special settlement of $161.9 million was paid to the general 
funu. The money was 49.5 percent of the $322.9 million Outer Continental Shelf 
(OCS) "8(g)" or Dinkum Sands revenue sharing settlement. Fifty percent of the 
settlement was paid to the Permanent Fund and 0.5 percent to the Public School 
Fund. The FY 88 figure also reflects $2.1 million 1n TransAlaska Pipeline 
Settlement (TAPS) receipts owed to the general fund.

Revenue Implications of Changing Alaska's Corporate Income Tax

While a recent U.S. Supreme Court case, Shell Oil Company ✓. Iowa Department 
of Revenue, upheld states' use of unitary tax apportionment to calculate taxes 
owed by multistate and multinational corporations, the determination of a 
consistent form of the unitary tax still remains to be decided. There are 

two significant cases whose outcomes are likely to affect Alaska's use of 
worldwide combined reporting.

In the first case, the U.S. Supreme Court has agreed to decide Franchise Tax 
Board of the State of California v. Alcan Aluminum (No. 88-1400). The hearing 
for Alcan, a Canadian company, is to determine whether the firm has standing 
to sue 1n federal courts over disputed taxes. If the plaintiff prevails, the 
case will likely go back to lower courts. In this case, Alcan is challenging 
California's relatively recent changes 1n corporate taxation. Under pressure 
from foreign firms, California legislators moved to repeal their worldwide

7 "Supreme Court Approves State's Unitary Tax," Oil <5 Gas Journal, Novem­
ber 14, 1988, p. 30, and "Iowa Wins Tax Fight with Shell," Governing, January 
1989, p. 15.
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combined reporting form of the unitary tax, but faced opposition from U.S. 
multinational corporations on the grounds that the result would be better tax 
treatment of their foreign competitors. The compromise in California was to 
drop worldwide combined reporting for companies that complied with a variety 
of requirements but to leave it for those which did not. These cases are 

likely to answer a number of unresolved issues regarding the uniformity of 
treatment of foreign-source dividends and 80/20 corporations by the waters edge 
and the worldwide combined reporting approaches to taxation.

In a parallel case, a California state court ruled that California's use of 
worldwide combined reporting during the tax years 1970 through 1973 was 
contrary to the national policy favoring waters edge taxation, as expressed by 
the executive branch of the federal government. The case is under appeal.

In summary, there are three reasons most often stated for considering a change 
from worldwide combined reporting:

worldwide combined reporting reduces the ability of the state to 

attract foreign investment,

the federal government strongly discourages state use of worldwide 

combined reporting, and

there is potential for the application of worldwide combined

reporting by foreign multinational corporations to be declared 
unconstitutional by the U.S. Supreme Court.

The remainder of this section analyzes these reasons and discusses implications 
to Alaska of changing the corporate income tax structure.

Effect on Foreign Investment. This 1s the most important reason that several
states have recently changed from worldwide combined reporting to a waters edge 
approach. The verdict on whether these changes have affected foreign
investment, however, is not clear. John LaFaver, Montana's director of
Revenue, who moderated a panel on unitary taxation at the Multi-State Tax
Commission in 1988, said

it struck me that the changes 1n the tax laws that we've seen 
now in the last two or three years in a number of states, 
moving away from worldwide to waters edge, have served to
substantially Increase the cost of compliance for both
taxpayers and tax agencies. We have reduced the tax base in

BState Policy Reports, May 1989, p. 12.

9 Californ1a Superior Court; Gardner, J.; Colgate-Palmolive Co. v. 
Franchise Tax Board, No. 319715, December 12, 1988.
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a number of states, we have moved the states away from 
uniformity, have shifted the tax burden, and we have looked 
for an economic boom that has not happened. Therefore, I have 
to wonder if somewhere down the road, we are going to have to 
re-invent worldwide unitary.

This conclusion is confirmed by surveys that indicate that state tax treatment 
is, at best, ranked fourth among corporate factors regarding the location of 
manufacturing plants in the U.S. A foreign corporation that wishes to 

invest in a state by constructing a manufacturing plant will try to find a 
location that offers cheap land and utilities, a skilled labor force, low 
living costs, and cheap access to suppliers and markets. As long as the 
particular location can offer these basic benefits, one location is not very 
different from another. It is this inter-changeability that makes states 
fearful of foreign threats of economic reprisal.

Foreign corporations that wish to invest in resource extraction have a more 
limited choice; they must go to the resource location. Because it is so 
expensive to do business in Alaska, foreign investments are usually relatively 
large 1n scale and have high potential profitability to offset the high cost 
and risks. In this investment climate, the type of taxes levied by a state 
are probably a secondary consideration.

A related question 1s the impact of worldwide combined reporting in deterring 
the development of Alaska as a manufacturing state. It seems unlikely that 
Alaska will be able to compete in the near future with other states for 
manufacturing that does not depend on natural resources. Alaska would have 
trouble competing with other locations based on the criteria mentioned above.

Federal Action to Ban the Use of Worldwide Combined Reporting. It is quite 
clear that the federal government opposes the use of worldwide combined 
reporting. At this point, however, there is little action to ban worldwide 
combined reporting because all states except Alaska have moved to waters edge 
taxation.

U.S. Supreme Court Action. As mentioned previously, the next chapter on the 
application of unitary taxation 1s likely to be written by the U.S. Supreme 
Court. Based on the outcome of current lawsuits, Alaska may have little 
choice but to change its corporate tax law.

Larry C. Ledebur and William W. Hamilton, "The Failure of Tax 

Concessions as Economic Development Incentives," in Reforming State Tax 
Systems, ed., Steven D. Gold, National Conference of State Legislatures, 
December 1986. Attachment B is a copy of this article.
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Alaska Revenue Implications. From a revenue standpoint, Alaska's corporate 
income tax accounted for $181.4 million, or 7.9 percent of state unrestricted 
revenues in FY 88. Of this $181.4 million, $158.0 million (87 percent) was 
paid by petroleum companies. Petroleum corporations in Alaska include foreign 
multinational, U.S. multinational, and U.S. domestic corporations. Therefore, 
any change in corporate tax law is likely to result 1n a shakeup of the 
petroleum industry. The $23.4 million in nonpetroleum corporate income taxes 
was one percent of Alaska's FY 88 unrestricted revenues. A change in the 
corporate tax structure would affect the tax liability of nonpetroleum 
corporations, but the impact on state revenue 1s about l/10th of one percent.

According to information from the Office of the Governor and oil industry 
officials, the oil industry does not have a problem with Alaska's use of 
worldwide combined reporting. The oil industry considers worldwide combined 
reporting preferable to separate accounting.11 Because of problems related 

to the shifting of income to minimize tax liabilities, returning to separate 
accounting might not be in Alaska's long-term best interest. Given these 
considerations, there is little compelling reason for Alaska to change 
corporate taxation of petroleum corporations unless required to do so as a 
result of court decisions.

it is extremely difficult to determine the revenue impacts of changes to 
corporate tax laws. Before changing Its tax law, the State of California 
spent two years and $1.0 million to analyze the effects--and their results 
were off by $250 million. The Alaska Department of Revenue (DOR) Indicates 

that they are not able to determine the revenue Impact of applying waters edge 

taxation to petroleum corporations in Alaska. However, the DOR estimated (in 
the fiscal note for SB 118) that applying waters edge unitary taxation to 
foreign multinational corporations would not decrease state revenues by more 
than $60,000 and would be revenue neutral. The 00R also concluded that 

applying the waters edge unitary approach to all nonpetroleum corporations 
would cost approximately $3 to $4 million annually in foregone tax revenues. 
As a result of this potential loss in revenues, the governor's bill would 
apply only to foreign corporations.

Given the potential benefits of modifying Alaska's tax structure--pac1fying 
foreign criticism, encouraging foreign Investment, complying with federal 
government opposition to the use of worldwide combined reporting, and

Specific industries and corporations vary 1n their position on 

corporate income tax treatment based on how changes will affect their tax 
liability In a particular state. For example, petroleum corporations prefer 
worldwide combined reporting over separate accounting 1n Alaska but take the 
opposite position 1n California.

1 2
Steve K e t t e l , director, Alaska Department of Revenue, Income and 

Excise Tax Division, personal communication, February 7, 1989.
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providing equal competitive footing to U.S. multinational corporaticns--a $3 
to $4 million cost is relatively low. It should be noted, however, that many 
states expect increases in personal income tax revenues--resulting from 
employment growth--and increase in sales tax revenues--from increased economic 
activity--to offset corporate tax losses. Alaska currently lacks both of 
these vehicles for offsetting losses.

With no state personal income tax or sales tax, Alaska currently has a very 
narrow tax base--taxes on the petroleum industry account for 85 percent of 
unrestricted revenues. The 13 cents per pack cigarette tax increase passed 
in House Bill 80 during the 1989 legislative session is expected to increase 
state revenues by approximately $4 million annually--enough to offset the 
expected decrease in nonpetroleum corporate income taxes. Similarly, repeal 
of the ELF is expected to result in an annual increase in state revenues of 
over $150 million. Reinstating the personal income tax at about 1.9 percent 
would raise about $217 million annually in revenue and a one percent state 
sales tax would raise $49 million annually. Therefore, because of the options 
available to offset any tax losses, modification of the state corporate income 
tax is more a public policy question than a revenue question.

*  *  ★

I hope this answers your questions. If you would like additional information, 
please do not hesitate to call.

Attachments



ATTACHMENT A 
State Treatment of Foreign-Source Dividends
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ALASKA MINERS ASSOCIATION, INC.
501 W. Northern Lights Blvd., Suite 203. Anchorage, Alaska 99503 FAX: (907) 278-7997 Telephone: (907) 276-0347

February 8, 1991

Representative  Tom Moyer 
P.O. Box V M a i lstop 3100 
Juneau, AK 99811

RE: HB 12 Unitary Tax

Dear R e p r e s e n t a t i v e  Moyer:

We have reviewed HB 12 rega rding U n i tary Tax and we support 
passage of this bill.

The Alaska Miners Association has supported the intent of this 
bill in past years including Senate Bill 119 in the previous 
legislature which passed in the S enate on a vote of 14 to 5.

We feel that this bill will help to remove some of the roadblocks 
that discourag e investment  in Alaska. This bill will provide an 
encouragement to both domestic and foreign cor porations to locate 
in Alaska. This will in turn help to diversify our economic 
b a s e .

S i n c e r e l y ,

Steven C. Borell, P.E 
Executive Dir ector



Xi.rox CorDoralum 
J341 B Street 
Arenornrto. Alaska ? a r 03 
1007)561-0200

February 7,1991

X E R O X

Honorable Tom Moyer 
Representative 
Alaska State Legislature 
Juneau, Alaska 99801

Dear Mr. Moyer:

The Xerox Corporation supports increased business investment in the  state. 
Accordingly, House Bill 12 applied equally to  both domestic and foreign 
corporations should make Alaska a more attractive place to  invest. We 
definitely recommend its passage.

Sincerely,

XEROX CORPORATION

Ann Laurence 
Manager, Xerox Alaska

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

T h e  H o n o r a b l e  D a v i d  F i n k e l s t e i n  
H o u s e  o f  R e p r e s e n t a t i v e s  
P .  0 .  B o x  V  
J u n e a u ,  A l a s k a  9 9 8 1 1

R e :  P r o p o s e d  W a t e r ' s  E d g e  T a x  L e g i s l a t i o n  ( H B 1 2 )

D e a r  H r .  F i n k e l s t e i n :

A t  t h e  r e q u e s t  o f  M r .  D a v i d  H a r l o w ,  G e n e r a l  R e p o r t e r  o f
t h e  C o m m i s s i o n  o n  T a x a t i o n  o f  t h e  I n t e r n a t i o n a l  C h a m b e r  o f
C o m m e r c e ,  w e  s e n d  t o  y o u  t h e  a t t a c h e d  f i n a l  p o l i c y  s t a t e m e n t  o f  
t h e  C o m m i s s i o n  o n  T a x a t i o n  w i t h  r e s p e c t  t o  p r o p o s e d  w a t e r ' s  e d g e  
t a x  l e g i s l a t i o n  i n  A l a s k a .

A s  y o u  w i l l  s e e  f r o m  t h e  a t t a c h e d  p o l i c y  s t a t e m e n t ,  t h e  
I n t e r n a t i o n a l  C h a m b e r  o f  C o m m e r c e  s t r o n g l y  u r g e s  t h e  A l a s k a  S t a t e  
L e g i s l a t u r e  t o  e n a c t  l e g i s l a t i o n  c h a n g i n g  t h e  S t a t e ' s  m e t h o d  o f  
c o r p o r a t e  i n c o m e  t a x a t i o n  f r o m  a  " w o r l d w i d e  u n i t a r y "  m e t h o d  t o  a  
" w a t e r ' s  e d g e "  m e t h o d  o f  t a x a t i d n .  R e p r e s e n t a t i v e  T om  M o y e r  h a s  
a l r e a d y  i n t r o d u c e d  a  b i l l  t o  e n a c t  t h e  c h a n g e .  T h e  b i l l ,  H B 1 2 ,  i s  
e s s e n t i a l l y  t h e  s a m e  a s  t h e  S e n a t e  F i n a n c e  C o m m i t t e e  s u b s t i t u t e  
b i l l  f o r  S B 1 1 9  f r o m  t h e  l a s t  l e g i s l a t i v e  s e s s i o n .

S i n c e  t h e  c l o s e  o f  t h e  l a s t  s e s s i o n ,  a n  i m p o r t a n t  c o u r t
d e c i s i o n  w a s  i s s u e d  b y  t h e  C a l i f o r n i a  C o u r t  o f  A p p e a l ,  B a r c l a y s  
B a n k  o f  C a l i f o r n i a  v s .  F r a n c h i s e  T a x  B o a r d . C o u r t  o f  A p p e a l ,  T h i r d  
D i s t r i c t  ( N o v .  3 0 ,  1 9 9 0 ) .  I n  B a r c l a y s , t h e  c o u r t  f o u n d  t h a t  t h e  
w o r l d w i d e  u n i t a r y  m e t h o d  o f  t a x a t i o n ,  a t  l e a s t  i n s o f a r  a s  i t  
a p p l i e s  t o  m u l t i n a t i o n a l  c o r p o r a t i o n s  w i t h  f o r e i g n  p a r e n t s ,  i s  
u n c o n s t i t u t i o n a l  u n d e r  t h e  f o r e i g n  c o m m e r c e  c l a u s e  o f  t h e  U n i t e d  
S t a t e s  C o n s t i t u t i o n .  I t  i s  b e l i e v e d  t h a t  t h e  B a r c l a y s  o p i n i o n ,  
b e c a u s e  o f  i t s  r e a s o n i n g ,  w i l l  h a v e  s t r o n g  i n f l u e n c e  i n  a n y  U . S .  
f e d e r a l  o r  s t a t e  c o u r t  t h a t  a d d r e s s e s  t h e  i s s u e .  W i t h  m i n o r  
r e v i s i o n s  d e s i g n e d  p r i m a r i l y  t o w a r d  c o m p l y i n g  w i t h  t h e  h o l d i n g  i n  
B a r c l a y s . t h e  I n t e r n a t i o n a l  C h a m b e r  o f  C o m m e r c e  e n d o r s e s  t h e  
e n a c t m e n t  o f  l e g i s l a t i o n  s i m i l a r  t o  H B 1 2  i n  A l a s k a .



The Honorable David Finkelstein
February 20, 1991
Page 2

M r .  D a v i d  H a r l o w ,  i n  h i s  c a p a c i t y  a s  a n  o f f i c e r  o f  t h e  
I n t e r n a t i o n a l  C h a m b e r  o f  C o m m e r c e ,  w i l l  b e  m a k i n g  a  s p e c i a l  t r i p  
t o  J u n e a u  f r o m  h i s  o f f i c e  i n  L o n d o n  t o  d e a l  w i t h  t h i s  i m p o r t a n t  
m a t t e r .  M r .  H a r l o w  w i l l  b e  a v a i l a b l e  d u r i n g  M a r c h  1 1  t h r o u g h  1 5  
t o  m e e t  w i t h  m e m b e r s  o f  t h e  l e g i s l a t u r e  a n d  t h e  a d m i n i s t r a t i o n  t o  
d i s c u s s  t h e  i m p o r t a n c e  o f  e n a c t i n g  a  w a t e r ' s  e d g e  m e t h o d  o f  
t a x a t i o n .

S h o u l d  y o u  h a v e  a n y  q u e s t i o n s  c o n c e r n i n g  t h i s  m a t t e r  
p r i o r  t o  M r .  H a r l o w ' s  v i s i t ,  f e e l  f r e e  t o  c o n t a c t  t h e  u n d e r s i g n e d .

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

B O G L E  & G A T E S

B r i a n  W . D u r r e l l

E n c l o s u r e ( s )  

c c :  D a v i d  H a r l o w
C:\MO\nTZOCNCRAL\HICKEL.LTR

B o g l e & G a t e s
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COMMISSION PN TAXATION

PROPOSED WATER'S EDGE LEGISLATION IN ALASKA

Statement on Unitary Taxation

1. The International Chamber of Commerce (ICC) Is an international organisation 
representing the business community worldwide. With 7,000 members comprised of 
companies and business associations In more than 100 countries, the ICC works to 
promote the principles of a free market economy, and a fair and open system of 
international trade and Investment.

2. The ICC has over many years consistently opposed the use of worldwide unitary method 
of taxation fwortdwide unitary'). Worldwide unitary conflicts with the established 
principles of taxation as practised federally and Internationally and acts as an * 
impediment to the free flow of International trade and Investment. The ICC has long 
advocated Its removal and, In Its place, the secure provision for International business of 
the unconditional right to be taxed by the States In accordance with Internationally 
accepted principles, a t is the case for federal purposes.

3. The US Treasury Secretary (at the time James A. Baker III) wrote to the Chairman of the 
US Senate Finance Committee (at the time The Honourable Bob Packwood) on 5th 
March 1986 In connection with proposed Federal legislation In this area. The body of the 
letter is attached as an Appendix to this statement. There have been some changes In 
the law and the position of individual States since the letter was written.

The ICC has previously endorsed the strong condemnation of the use of worldwide 
unitary In Part II of the letter.

4. In the view of the ICC, a satisfactory, universal and lasting solution Is only likely to bis 
found through federal legislation. Even so the ICC seeks to encourage States to 
introduce 'water's edge legislation' (taxing multinationals only on Income derived from 
the territory of the United States). Such legislation should not reach cut beyond the 
United States to tax companies, by the use of worldwide unitary, on Income earned 
outside the United States by them or by nomUS companies In the same affiliated group.

6. Whilst the fact that California has clearly recognised the strength of the case aoalnst
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In particular:

(1) It does not grant an unconditional right to be taxed on the water*! edge basis. 
Instead It makes the right to elect water's edge subject to a number of undertakings and 
conditions.

Most seriously, the water's edge basis is only available to a company which contracts 
with the State for a five year period, on an evergreen basis, to pay an annual fee 
calculated as a percentage of Its California payroll, property and sales.

(2) The State retains the power, In a range of circumstances In which normally a 
financial penalty would be the appropriate sanction (and In which indeed the Stele does 
in addition impose the customary financial penalties), to disregard a company's water's 
edge election with retroactive effect and to subject It mandatoriiy to worldwide unitary.

The protection afforded by the Californian legislation is thus hedged about the conditions 
and uncertainty. The door Is left open to the mandatory relmposltion of worldwide 
unitary. Further, payment (the annual fee) is demanded as tne price for being taxed on a 
basis consistent with that practised federally and internationally, rather than on a basis 
(worldwide unitary) which has been so widely and powerfully oondemned by the federal 
government, by the major trading partners of the US and by International business, both 
US and foreign, for the reasons already mentioned.

The ICC would discourage Alaska from legislating on the Californian model.

6. The ICC urges that the boundary In water's edge legislation be drawn so as to exclude 
foreign corporations whose nexus with the United States Is slender, or even non-existent. 
Instead the water's edge boundary should be drawn on a basis compatible with the 
permanent establishment approach, thus clearly oonfinlng the State's taxing powers to 
Income derived from the territory of the United States. This would put the foreign 
Investor at the State level on the same basis as that already existing at the Federal level.

7. ICC notes the unanimous decision of the Californian Court of Appeal of November 1990 
holding that California's unitary tax method of worldwide combined reporting as applied 
to foreign-based unitary groups, is unconstitutional under the foreign commerce douse 
of the United States Constitution and finds it difficult to distinguish the position in Alaska 
from that In California.

8. In conctuding, the ICC warmty welcomes the positive Initiative which ha9 been taken In 
Alaska by the Introduction of SB119 followed, in substitution, by the Senate Flnanoe 
Committee Substitute BUI. It hopes that the Alaskan legislature will be able to resolve the 
worldwide unitary problem for the foreign investor in Alaska during the forthcoming 
session.



A M E N D  IX

I . D escr ipt ion  o£ Current State Corpororate Income Tax P r a c t i ce

When » corporst ion  ( o r  relftted group o f  corporfttions) 
operates across state  or national boundaries, competing tax 
c la ia s  o f  the ju r i s d ic t i o n s  in vhich the corporate group 
operates are rocolvod by ident i fy in g  iL« iuiuuie aU x ib u ta b le  
to each ju r i s d i c t i o n .  Two d i f f e r e n t  taxation methods are in 
use for  naking this determination: separate accounting and 
worldwide unitary coabinatlon.

Separate accounting is  the aethod o f  taxation in use 
generally  throughout the world and is  employed by the f e d e r a l  
government. Under separate accounting, taxable income is  
determined separately f o r  each individual corporation.  Any 
iwpioper income or p r o f i t  sh it t ing  between related 
corporations for  tax avoidance purposes is  corrected  by 
requiring "arm's length" pr ic ing  in related party 
transactions .  That i s ,  flows o f  goods aud serv ices  between 
related or commonly-owned corporations are required to be 
valued at p r ices  corresponding to those that would govern 
transactions between unrelated e n t i t i e s  operating at arm's 
length. Under the separate accounting method, double 
taxation between ju r i s d i c t i o n s  is re l ieved  e ither  through 
exemption from tax by the residence ju r is d ic t io n  (usua l ly  the 
place of  incorporation or management contro l )  of  income 
derived in tne source ju r i s d i c t i o n  (the place the income is  
earned), or by the residence ju r i s d i c t i o n  granting a c r e d i t  
fo r  taxes paid to the source ju r i s d i c t i o n .  The United States  
federal  tax law used the la t t e r  approach.

«

The a lternative  method, worldwide unitary combination, i s  
currently  used by seven states (Alaska, C a li forn ia ,  Idaho, 
Montana, New Hampshire, North Dakota, and Utah) to determine 
a multinational e n te r p r is e 's  state  corporate tax l i a b i l i t y .  
Under th is  appxoach, the business income of a l l  ind ividual  
companies in the commonly controlled enterprise which operate 
in the same general l in e  of business (the "unitary bu s iness " )  
as the corporation  or corporations subject to the s t a t e ' s  
taxing ju r i s d i c t i o n  i s  aggregated, regardless o f  (1) whether 
the other individual companies are fore ign  or domestic ;
( i i )  whether the other individual companies have a tax nexus 
with or presence in the state In question; and ( i l l )  whether 
the Income o f  the other individual companies would be treated  
as derived from fore ign  or domestic sources under fed era l  tax 
rules or generally  accepted international taxation 
p r in c ip le s .  A share of  the aggregated income of the 
worldwide unitary group is  then assigned or apportioned to  
the taxing state  on the basis o f  a formula which i s  intended 
to measure how much of  the a c t i v i t y  o f  the unitary business 
(and hence i t s  income) i s  a t tr ibutab le  to the taxing 
ju r i s d i c t i o n .

The apportionment formula generally  used is  based on r e la t i v e  
amounts o f  payro l l ,  property,  and sa les .  I f ,  f o r  example,
25 percent of the p a y r o l l ,  property, and sales of  the unitary 
group is  located  in the taxing ju r i s d i c t i o n ,  then 25 percent 
of  the group 's  aggregate income from the unitary business
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would be apportioned to that s ta te . Because the 
apportionment formula i s  concidered to a ss ig n  the appropriate  
amount of income to a p a rticu la r  s ta te , no fu rth er measures 
are taken to r e lie v e  any m u ltip le ta x a tio n  of the same income 
which may a r ise  from the use of d iffe r e n t Income sourcing  
ru les by other taxing ju r isd ic tio n s .
Under the worldwide unitary method, dividends paid by one 
corporation  to another within the unitary business group are 
eliminated as in tercorporate  transfers .  Under separate 
accounting, in con tra st ,  intercorporate  dividends are 
recognised e x p l i c i t l y  as a f low o f  income from the 
dividend-paying corporation  to the d iv idend -rece iv in g  
corporation .  A "w a ter 's  edge" l im ita t io n  on the unitary 
method, i . e . ,  excluding fore ign  corpora t ions ,  would respect 
the separate e n t i ty  status of  related domestic and fo re ig n  
corporat ions .  I t  therefore  gives r ise  t o  the question of how 
dividends received by a U.S. corporation  that i s  a member of 
a "w a ter 's  edge" unitary group from a f o r e ig n  corporation  
that i s  not a member of  the "w ater 's  edge" group should be 
treated f o r  state  tax purposes. The question o f  s ta te  
taxation  of fore ign -source  dividends is  thus in e x tr i ca b ly  
linked to  the issue of  worldwide unitary taxation  and, as 
described  below, is there fore  addressed in the proposed 
l e g i s l a t i o n .

Under present law, sta te  taxation of in tercorporate  
div idends,  fo re ign  and domestic, exh ib its  a range of 
p r a c t i c e .  Though dividends from a domestic corporation  
income tax, most of these states  a lso  grant a 
d iv idends-rece ived  deduction, frequently  the 15 percent or 
100 percent deduction allowed under fe d e ra l  law. As at the 
federa l  le v e l ,  the e f f e c t  o f  th is  treatment is  la r g e ly  to 
exempt dividends paid by a domestic corp oration  from state 
corporate  income taxation .  Dividends rece ived  from a fore ign  
corporation  are subject  to varying treatment, ranging from 
f u l l  a l l o c a t i o n  (and thus taxation) to the r e c i p i e n t ' s  
commercial dom ici le ,  to  apportionment, to  e i th er  f u l l  or 
p a r t ia l  exemption. Unlike the federa l  government, no state 
a l l e v ia t e s  International double taxation  o f  f o re ign  dividends 
by allowing a fo re ign  tax c r e d i t .

I I ,  Reasons fo r  Administration Opposition to  worldwide Unitary 
Taxat1 on

I t  has been the longstanding p o l i c y  of  the United States  to  
favor the separate accounting method f o r  a l lo ca t in g  Income 
among nations f o r  purposes of  taxation. This p o l i c y  i s  
embodied in the Internal Revenue Code and. i s  a cen tra l  
feature  in our b i l a t e r a l  tax t r e a t ie s .  Separate accounting 
is  a l so  the international  standard. The model tax t r e a t ie s  
published by the Organisation f o r  Bconomlc Cooperation and 
Development ("OECD") and the United Nations ("UN") sp e c i fy  
that transnational income i s  to be taxed on a separate 
accounting basis .  Thus, continued state worldwide unitary 
taxation  I s  d ir e c t ly  in c o n f l i c t  with fe d e ra l  and 
in tern at ion a l ly  accepted p ra c t ic e  and impedes the a b i l i t y  of 
the fed era l  government to pursue th is  p o l i c y  in i t s  
internat ional  dealings.
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During the debate over worldwide unitary taxation ,  fo re ig n  
governments have repeatedly  p e t i t ioned  the federa l  government 
to  act to curb state use of  the worldwide unitary method. 
Diplomatic notes a r t i c u la t in g  the problems caused by state  
worldwide unitary taxat ion  have been received from v i r t u a l ly  
every developed country in the world, including Canada, the 
United Kingdom, Germany, France, Belgium, the Netherlands, 
I ta ly ,  Switzerland, Japan, and Austral ia .  The United 
Kingdom, ir, July, 1985, adopted anti -unitary  r e ta l ia to r y  
l e g i s l a t i o n  that would permit the U.K. government to 
e f f e c t i v e l y  increase the U.K. tax on dividend d is t r ib u t io n s  
from U.K. subs id iar ies  to  the ir  U.S. parent corporations 
operating in worldwide unitary  s ta tes .  I f  implemented, th is  
l e g i s l a t i o n  would c l e a r l y  v io la te  the U.S.-U.K. b i l a t e r a l  
income tax treaty.  This l e g i s l a t i o n ,  by v irtue  o f  a
E rovis ion  which makes p o s s ib l e  the re troa ct ive  imposition o f  

ecvy p e n a lt ie s ,  was having an adverse e f f e c t  on the 
wil l ingness o f  U.S. companies to repatr iate  earnings o f  th e ir  
U.K. subs id iar ies  to the United States .  (The U.K. has now 
agreed to defer  implementation of th is  l e g i s l a t i o n  fo r  the 
time be in g .)  The adoption of this l e g i s la t io n  by the U.K. 
i l l u s t r a t e s  that state  worldwide unitary taxation  i s  c l e a r l y  
adversely a f fe c t in g  the United S tates '  fo re ign  economic 
re la t ion s .

Foreign governments and businesses that are sub ject  to 
worldwide unitary taxation  argue that this method of 
computing state  tax g iv es  r is e  to double taxation  of f o r e ig n  
income. They also  contend that worldwide unitary taxation is  
adm inistratively  burdensome, p a r t icu la r ly  for  fo re ig n  owned 
companies. These re su l ts  are Inevitable  as long as a few 
states r e ly  on a method o f  measuring income that is  d i f f e r e n t  
from the approach used by the rest of  the world.

T h eore t ica l ly ,  i f  a l l  j u r i s d i c t i o n s ,  domestic and fo re ig n ,  
were to adopt a uniform unitary method of taxation ,  and apply 
i t  c o n s is te n t ly ,  there would be no double taxation  as the 
formula would not apportion the same income to  more than one 
ju r i s d i c t i o n .  The problem, however, ar ises  from the fa c t  
that combined reporting on a worldwide unitary basis  is  a 
d i s t in c t l y  minority p r a c t i c e .  In an environment in which 
separate accounting is  the generally  accepted ru le ,  state 
taxation on a worldwide unitary basis  create* a c lea r  r isk  o f  
double taxation. Because labor c o s t s ,  property v«i<i«ep, 
p r o f i t a b i l i t y  can vary g re a t ly  among countr ies ,  an income 
measurement system based on formula apportionment i s  in open 
c o n f l i c t  with the in tern at ion a l  standard o f  separate 
accounting. This i s  because formula apportionment assumes 
a l l  parts o f  a unitary business are equally p r o f i t a b le  
whereas separate accounting acknowledges that individual  
corporations can earn d i f f e r e n t  rates o f  return. Double 
taxation w i l l  result  i f  the re la t ive  p r o f i t a b i l i t y  of  the 
investment in the unitary  tax state  i s  less  than that of  the 
a f f i l i a t e d  overseas operations that are taxed abroad on a 
separate accounting b a s is .

4/...
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State use of th t  worldwide unitary method a lso  creates 
ada in is tra t iva  burdens f o r  taxpayers. Thera are substantial 
c o s ts  assoc iated  with c o l l e c t in g  and converting accounting 
data generated by the various fore ign  a f f i l i a t e s  of the 
unitary group to  a fora consistent with U.S. standards.
These burdens can be part icu lar ly  acute f o r  foreign-ovned 
companies which are not required to keep data under U.S. tax 
and f in a n c ia l  accounting rules on th e i r  non-U.S. operations 
f o r  any other purpose.

The use of the worldwide unitary Method by soae states  aay 
a lso  in h ib it  and d is tor t  the international  flow of investment 
c a p i t a l .  In the words of ono foro ign  govornmont, "the 
(un itary  tax) Method can c h i l l  in ternat ional  investment and 
decrease  e f f i c i e n t  a l lo ca t ion  of  resources and eaployaent 
opportun it ies .  In particular* the unitary method can iapede 
fo r e ig n  entry in to  the United States a a rk et . "  Consequently, 
according to a group of fo re ign  governcents, worldwide 
unitary  tax con st i tu tes  " . . .  a serious obstac le  to the 
fu rth er  development of our trade and lnvestaent 
r e la t i o n s h ip s . "  (Note signed by the Ambassadors of  fourteen 
of  our najor trading partners) .  The United States is  
s tron g ly  committee to encouraging the f ree  movement of  
in tern at iona l  d i r e c t  investment c a p i ta l  across national 
boundaries. State  use of the worldwide unitary Method is 
unacceptable because i t  can adversely a f f e c t  tn is  c lea r ly  
a r t icu la ted  fe d e r a l  p o l i cy .  The United States ,  as the 
country hosting the largest amount o f  fo re ign  d irec t  
investnent, has gained enormously from the inflow of foreign 
investment. I f  the use by some of our states  of the 
worldwide unitary  method in h ib it s  the f low  of  c a p i ta l ,  the 
economic w ell -be ing  of the country as a whole would su ffer .  
Some states  may be in a p o s i t io n  in which their  use of  the 
unitary  method causes fore ign  investors  to turn away from tht 
United States altogether  (rather  than s h i f t  investments to 
other U.S. s t a t e s ) .

In September 1983, in response to complaints raised by both 
the U.S. and fo re ig n  business community and foreign 
governments over the Supreme Court d e c i s io n  in Container 
Corp. v. Franchise Tax Board. President Reagan asked then 
Treasury Secretary  Donald Regan to e s ta b l i sh  and chair a 
Worldwide Unitary Taxation Working Group. This group was 
composed of roprosontst ives  o f  the fe d e ra l  government, state 
governments, and the business rnaaunfry end was eeked ro 
provide  recommendations su itab le  f o r  reso lv ing  the Issues 
raised by vorldwldo uaittry  taxation.

At i t s  f in a l  meeting on Hay 1, 1984, the Worldwide U.iltary 
Tsvetlnn UnrHng Croup agreed on three pr inc ip les  thct should 
guide state  taxat ion  ef the income o f  multinational 
corpora t ions :

P r in c ip le  1: "Water's  edge" unitary combination fo r  both
U.S. - and coreign-based companies.

P r in c ip le  2: Increased federa l  administrative assistance and
cooperation with the s ta te s  to promote fu l l  
taxpayer d isc losure  and accountabil i ty .

5/...
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Princip le  3: Competitive balance f o r  U.S. ■ u l t ln a t lo n a l s ,
fore ign  multinationals ,  and purely  domestic 
businesses.

While the f i r s t  and th ird  p r in c ip le s  were to be adopted 
vo luntari ly  on a s ta te -b y -s ta te  bas is ,  P r in c ip le  1, in 
p a r t icu la r ,  represented a c le a r  recognit ion  by the Working 
Group that the separate accounting method was superior to the 
worldwide unitary method in the international  context.  The 
Administration was very hopeful that the s ta te  would be able 
to resolve the worldwide unitary problem along the l ines  
advocated by the Working Group on a voluntary basis  without 
resort to  fed era l  l e g i s l a t i v e  intervention.

Since the adoption of the Working Group Report Pome states  
have changed the ir  laws to conform to the Working Group 
p r in c ip le s .  F lorida,  Colorado, Indiana and Oregon have 
ceased taxing on a worldwide unitary basis .  A Massachusetts 
court d e c is io n  imposed l im ita t ion s  on that s t a t e ' s  use of the 
worldwide unitary nethod and the state le g i s la t u r e  has to  
date refrained from taking any action  that would permit 
app l icat ion  of that method in the face o f  the ju d i c ia l  
dec is ion .  However, seven other states  continue to use the 
worldwide unitary method. In p a r t i cu la r ,  e f f o r t s  in 
C ali forn ia  to  enact l e g i s l a t i o n  l im it ing  worldwide unitary 
taxation have foundered in the past two l e g i s l a t i v e  sess ions ,  
most recently  when the C a l i fo rn ia  le g is la tu r e  adjourned f o r  
the year in September, 1985 without taking a c t i o n  on the 
issue.

In transmitting the report o f  the Working Group to the 
President, Secretary Regan indicated that he would recommend 
r e s t r i c t i v e  federal  l e g i s l a t i o n  i f  substantia l  voluntary 
progress had not been made on the worldwide unitary issue at 
the state  l e v e l  by July 31, 1985. That date has long s ince  
passed. We now b e l ieve  that the t ine has come f o r  Congress 
to act to  f i n a l l y  reso lve  th is  serious internat ional  economic 
problem.

I I I .  State Taxation o f  Foreign-Source Dividends

The taxation, o f  fo re ig n -sou rce  dividends i s  d i r e c t l y  re la ted  
to the issue of worldwide unitary taxation. A limited 
reso lu t ion  o f  the worldwide unitary issue -  such as an 
agreement by states  not to impose worldwide unitary tax but 
with no r e s t r i c t i o n  on the taxation  of  f o re ign -sou rce  
intercorporate  dividends - would cause other ser ious 
problems. In e f f e c t ,  th is  would be a " f o r e ig n  only" 
s ituat ion ,  f ree in g  foreign-owned a u lt in a t ion a ls  from the yoke 
of  worldwide unitary taxat ion  while subjecting U.S. based 
multinationals  to f u l l  taxation  on the ir  f o r e ig n  dividend 
income. Such a " f o r e ig n  only" so lu t ion ,  i f  adopted, would 
disadvantage domestically  c o n tro l le d  businesses. The Working 
Group's third p r in c ip le  recognises  the need f o r  competitive 
balance f o r  domestic m ult inationa ls ,  foreign  m ultinationals ,  
and purely domestic businesses.  That p r in c ip le  requires that 
l e g i s la t i o n  r e s t r i c t in g  state  unitary taxation a lso  address 
the question of  equitable  state  taxation of f o re ign -sou rce  
dividends. Unrelieved sta te  taxation  of fo re ign  dividends is 
not cons is ten t  with P r in c ip le  3. 6/...
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Unrestricted sta te  taxation  of f o r e ig n  dividends would 
subject doaest ic  businesses to s t r io u s  do 'b i t  taxation of 
fore ign  incone. Federal tax p o l i c y  has lo.ig been 
characterised by i ts  commitment to avoid International double 
taxation. Indeed, the United States  has been a leader in a 
worldwide e f f o r t  to e s ta b l ish  taxing rules under t rea t ie s  and 
conaonly accepted princ p ie s  that a in ia is e  international  
double taxation .  I f  a c le a r  federa l  p o l icy  i s  not to be 
undercut by sta te  act ion ,  states  nust coaply with this p o l i c y  
of  e l ia in a t in g  double taxation and therefore be U nited  to  
taxing soae equitable port ion  o f  fo re ign  source dividends.

The l e g i s la t i o n  does not nandate that any s p e c i f i c  aethod o f  
dividend taxation  be *iaposed on the states.  In our view, 
arguaents of  state  f i s c a l  sovereignty  strongly Indicate that 
sta tes  should have leeway to  t a i l o r  their  own systeas o f  
taxation to the extent that they do not cause serious f o r e ig n  
commerce d i f f i c u l t i e s  by result ing  in  systeaat ic  overtaxation 
and double taxation of U.S. business in contravention of 
established federal  and intern at iona l  po l icy .  T h e  
l e g i s la t io n  therefore provides in broad terns f o r  the 
equitable taxation of dividends and suggests certa in  
guidelines  that states could fo l low  in satis fy ing  that 
standard. As an i l l u s t r a t i o n  o f  the f l e x i b i l i t y  of the 
approach, the l e g i s la t io n  would accept as appropriate the 
treatment of  dividends in such s ta te s  as Colorado, Oregon, 
Florida and I l l i n o i s ,  s ta tes  which have been in t in ate ly  
involved in the worldwide unitary tax controversy.

IY. Information Reporting and Other Federal Assistance

States have leg i t im ate ly  contended in the Working Group and 
elsewhere that they lack the resources and a b i l i t y  to monitor 
adequately transactions between Beaters of a water 's  edge 
unitary group and related fore ign  companies outside that 
group. The Treasury Department agreed with recommendations 
of  the Working Group to  provide appropriate federa l  
assistance  to the s ta tes  in order to assure proper working of 
the separate accounting aethod. The Working Group suggested 
that an annual information return be f i l e d  with tne Internal 
Revenue Serv ice  by multinational companies. This return 
would in turn be shared with the s ta tes  and with a u l t i s ta te  
audit agencies and would provide s ta tes  with soae assurance 
that corporations had a l lo ca ted  and apportioned the 
appropriate share o f  the c o r p o r a t io n 's  income to  each s ta te .  
The report would also  id e n t i fy  those related companies with 
which serious income s h i f t in g  would be most l i k e l y  to  a r is e .  
In the summer of  1995, the Treasury Department published f o r  
comment a d ra ft  of  l e g i s l a t i o n  implementing th is  reporting 
system. S ect ion  3 of the b i l l  i s  based upon that draft a f t e r  
taking in to  account tho many comments received from a f fe c ted  
businesses and the various s ta tes .  K? believe that the 
information reporting system provided for  in the b i l l  i s  an 
integral  part o f  tho so lu t ion  to the worldwide unitary 
problem.

7 / . . .
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In order to provide s ta te s  w ith greater a ss ista n c e  the
Treasury Department a lso  in d icated  in the Working Group an
intention  to Increase the resources devoted to t fe  IRS's
adm in istration  of tax laws ap p licab le to  foreig n  op eration s
of au lt inat iona l  companies. 1 urge your assistance in
approving the increased budget appropriations that a r .  h ~ i n o  requasted fo r  th is  purpose. "Relations that are being
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K E I D A N R E N  

< J A P A N  F E D E R A T I O N  O F  E C O N O M I C  O R G A N I Z A T I O N S »

9-4, OTEMACHI 1-CHOME, CHIYODA-KU, TOKYO 100, JAPAN
CcfeU. KBOANUN TOKYO 

T«lepbonci 03 -3279 -1411  
T«kxi 222-31*1 KDKTOK J 

Foalmll.t 03 -3248 -2873

M a r c h  I ,  1 9 9 1

T h e  H o n . W a l t e r  H ic k e l 
G o v e r n o r  o f  A la s k a  
P .O . B o x  A
J u n e a u ,  A la s k a  9 9 8 1 1 - 0 1 0 1  
U . S . A .

D e a r  G o v e r n o r  H ic k e l :

W e a r e  v e r y  p le a s e d  t o  k n o w  t h a t  A la s k a  l e g i s l a t u r e  i s  n o w  d e l i b e r a t i n g
a n  a m e n d m e n t  o f  t h e  w o r ld w i d e  u n i t a r y  t a x a t i o n  i n  A la s k a .

%

W e h a v e  o p p o s e d  t h e  w o r ld w i d e  u n i t a r y  t a x a t i o n  b e c a u s e  i t  h a m p e r s  
f o r e i g n  c o m p a n i e s ’ w i l l i n g n e s s  t o  m a k e  i n v e s t m e n t .  I  h a v e  a t t a c h e d  h e r e w i t h  
t h e  m a t e r i a l s  e x p r e s s i n g  o u r  p o s i t i o n  i n c lu d i n g  t h e  p a p e r  d a t e d  S e p t e m b e r  7 , 
1 9 8 8 ,  w h ic h  w a s  p r e p a r e d  b y  K e i d a n r e n  I n v e s t m e n t  M is s i o n  t o  y o u r  s t a t e  a n d  
u s e d  f o r  t h e  d i s c u s s i o n  d u r i n g  t h e i r  s t a y  t h e r e .

W e a r e  l o o k i n g  f o r w a r d  t o  t h e  p r o g r e s s  o f  d e l i b e r a t i o n  i n  A la s k a  
l e g i s l a t u r e  t o w a r d  t h e  a b o l i s h m e n t  o f  t h e  w o r ld w i d e  u n i t a r y  t a x a t i o n ,  a n d  
w o u ld  a p p r e c i a t e  y o u r  i n i t i a t i v e  i n  e n c o u r a g i n g  t h i s  m o v e m e n t .

S i n c e r e l y  y o u r s ,

K a z u o  N u k a z a w a  
M a n a g in g  D i r e c t o r

A t t a c h m e n t
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September 7, 1988

On the Worldwide Unitary Taxation

■ Keidanren Investment Mission

Alaska is the only remaining state in the U.S. which still 

maintains Che worldwide unitary taxation. Keidanren Investment 

Mission urges Alaska to abolish it3 worldwide unitary taxation.

Under the worldwide unitary taxation, all the income of a 

corporate group is combined and subject to taxation on the basis ofw p

the property, payroll and sales of not only the subsidiary 

concerned, but also the subsidiary's parent company and all 

other subsidiaries of the parent, regardless of their location.
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We oppose the worldwide unitary taxation for the following 

reasons.

1) It results in taxing the foreign-source income of foreign 

entites beyond the jurisdiction of the individual state, causing 

what amounts to double taxation and giving rise to arbitrary 

application of the tax.

2) It deviates from international customs and practices on 

taxation ba*ed on separate accounting.

3) It requires an inordinate amount of time and cost to 

translate documents, convert figures, and revise their financial 

statements to meet complicated requirements for disclosure of 

information.
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We consider that these factors hamper foreign companies' 

willingness to invest in the state that applies the worldwide 

unitary method of taxation.

Thus, the existence of the worldwide unitary taxation in 

the State of Alaska provides the negative image to the general 

investment climate.

Keidanren Investment Mission is not supposed to be involved in 

direct business talks, but to report on the state's overall investment 

climate to its members, consisting of 915 major corporations and 120 

leading associations in Japan. The worldwide unitary taxation issue 

will be an essential part of the mission's report.
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Jipan institute lo r Social and Economic Affairs

H o w  U.S. States Can Lose 
Business Investment

K e i d a n r e n  S t a t e m e n t  o n  W o r l d w i d e  U n i t a r y  T a x a t i o n

In February 1984 Keidanren (Japan Federation of 
Economic Organizations) sent a delegation to the 
United States to urge abolition of the worldwide 
unitary method of taxing corporate income that has 
been adopted by more than 10 states. Under 
worldwide unitary taxation, all the Income of a cor­
porate group is combined and subject to taxation in a 
state. Stated more specifically, taxation of the in­
come of a subsidiary located in a particular state in 
the United States is calculated on the basis of the 
property, payroll, and sales of not only the sub­
sidiary concerned but also the subsidiary’s parent 
company and all other subsidiaries of the parent, re­
gardless of their location. This constitutes the extra­
territorial application of law by the local state, and 
it also results In double taxation. Furthermore, com­
panies are forced to spend an inordinate amount of 
time and money to translate documents, convert 
currency figures, and revise their financial statements 
to meet complicated requirements for disclosure of 
information.

Below is a summary of the position paper 
distributed In the United States by the Keidanren 
delegation. Unless states eliminate worldwide unitary 
taxation, It warns, Japanese companies will channel 
their investments elsewhere. And If this tax method 
spreads to other parts of the globe, It will be the 
United States and Its multinational corporations that 
will be hurt the most.

W e  regret that more than 10 states In the United 
States have adopted the unitary method of taxation 
to tax the worldwide Income of multinational enter­
prises, because this Impedes Japanese investment in 
the United States just at the time that positive steps 
by the Japanese business community have been in- 
creasing. Worldwide unitary taxation results in tax­
ing the foreign-source Income of foreign entities 
beyond the jurisdiction of the individual state, caus­
ing what amounts to double taxation and giving rise 
to arbitrary application of the tax. It also deviates 
from international agreements on taxation based on 
separate accounting.
These factors hamper foreign companies' will­

ingness to invest in those states that apply the 
worldwide unitary method of taxation. W e  are con­
cerned that some of our member companies are 
reconsidering their investments or refraining from in­
vesting in states with unitary taxation.

W e  would like to reiterate President Reagan’s 
statement on international investment, which we 
fully support: “Both home and host country econ­
omies benefit from an open international investment 
system. . . . The United States welcomes foreign in­
vestment and accords foreign investors the same 
fair, equitable and nondiscrimlnatory treatment it 
believes all governments should accord foreign in­
vestment."

Keidanren has surveyed Its member companies on 
their experience with the worldwide unitary tax now 
being implemented in more than 10 U.S. states and 
has examined the issue in the light of the views stated 
above. W e  have concluded that we oppose the 
worldwide unitary tax for the following reasons.

Worldwide unitary taxation oversteps the tax juris­
diction of the state and resalts in double taxation

Beyond tax Jurisdiction
In practice, the worldwide unitary tax method im­

poses tax on the foreign-source income of entities 
residing outside the state and even outside the United 
States by combining the income of all corporations in 
the group to which the resident corporation belongs 
and apportioning it to each geographical area. This 
constitutes the extraterritorial application of law by 
the local state, and does not reflect the actual state of 
transactions. For example, the U.S. subsidiary of a 
Japanese company usually has nothing to do with the 
income that the parent company earn* from transac­
tions with its subsidiaries located In Southeast Asia 
or Europe. But under the worldwide unitary taxation 
system, pan of the income earned from such transac­
tions will be apponioned to the state in which the 
U.S. subsidiary has its domicile, even though the 
U.S. subsidiary was not involved in earning this In­
come.

W e  have difficulty understanding why a state has 
the authority to tax income totally unrelated to that



91-03-01 17110 9E9E-006HS07Z3833Z7 SSL SfgJE-igBliSSBK 7 F T-SDD P.007/009 F~ZZ2

fUKti Brief

state, especially when the state in turn provides none 
of the benefits normally furnished to a taxpaying en­
tity, such as infrastructure and workers’ education 
and training programs. The power to Impose taxes 
derives from the general benefits and protection that 
a government provides to taxpayers and their prop­
erty. Where no such benefits exist, the power to tax 
is not clear. Therefore, a tax authority is empowered 
to tax only within its proper jurisdiction or territo­
rial boundaries. Tax jurisdictions must be respected, 
for a government’s taxing of income beyond its ju­
risdiction contradicts international practices and 
allows unreasonable taxation.

Inevitable double taxation
Under the system of separate accounting, cor­

porate group members not doing business in the 
United States are taxed on the income they earn out­
side the United States by the local authorities where 
they are domiciled or doing business. Double taxa­
tion is inevitable when the profits of foreign cor­
porations are included in the income earned in a 
unitary state. Furthermore, bilateral tax treaties can­
not relieve such corporations from double taxation, 
because the federal government has no authority over 
2oca< taxes.
Corporation A  reports, “Even though our U.S. 

subsidiary operated at a deficit In 1976 and 1977, it 
was still taxed under the worldwide unitary method. 
After turning a profit in 1978, its Income under the 
worldwide unitary method was estimated to be 8.4 
times higher than Its income under the system of 
separate accounting, and a tax totaling 93 times the 
amount under the separate accounting system was 
imposed." .
Corporation B states, "Even though we recorded a 

loss in the 1980 fiscal year, we were assessed tax total­
ing 294 times the minimum amount.”
The sum of the tax burden of Corporation C  from 

1979 through 1982 by tne worldwide unitary method 
gives the corporation an effective tax rate of 101 Vo, 
which means that all its profits have been siphoned 
off by the state.
Corporation D  reports, " W e  were charged penal­

ties amounting to 14 times our tax according to the 
separate accounting system in fiscal 1981, 42 times 
in fiscal 1982, and 21 times In fiscal 1983,"
Corporation E says, "After several years of paying 

taxes according to the system of separate accounting, 
we were suddenly told that our taxes had to be 
calculated by the worldwide unitary method. N o w  we 
mutt pay additional taxes and interest ranging from 4 
to 35 times the tax we paid in previous years."
Corporation F reports, "In 1981 we received notice 

that we were being assessed for additional taxes as far 
back as 1969. The interest was so high that we ended 
up having to pay four to five times the tax amount we

had previously paid under the separate accounting 
system."
The taxable income that serves as the base for 

calculating the additional tax has already been taxed 
in Japan, where the parent company is domiciled. 
For a state to tax the same income again is a clear 
case of double taxation.
Particularly during the Initial period of an invest­

ment, the unitary tax method tends to result in 
double taxation, especially when the local operation 
is in the red. Corporation G  therefore makes h a pol­
icy to estimate a higher tax rate than normal when H 
starts up new projects in states where worldwide 
unitary taxation has been adopted.
In the case of the Caterpillar Tractor Company, 

worldwide combined reporting reduced its state tax­
able income. Such undertaxation, however, does not 
justify the overtaxation of others. Two wrongs do 
not make a right.

Worldwide unitary taxation is impractical

Vague concept
Fair and just taxation is the fundamental principle 

of m o d e m  taxation and is indispensable in obtaining 
the confidence of taxpayers in the Cax system. In this 
regard, h is important that the procedures for cal­
culating taxable Income be set forth clearly. The 
procedures should also induce in both taxpayers and 
the authorities a willingness to abide by the system. A  
tax system that does not have clear procedures and 
relies on the arbitrary judgment of tax authorities is 
deficient and inappropriate.
Under the unitary tax method, arbitrary treatment 

by lax authorities is inevitable because there is no 
clear definition of a "unitary business." Some states 
apply a "three unities” test, in which they assess the 
unities of ownership, use, and operation. Ownership 
aside, the definitions of "use" and "operation” are 
very vague.
For instance, Corporation H  was judged to be part 

of a unitary business by mere reason of its holding 
more than 50% of the stock of a U.S. subsidiary, 
even though the unities of use and operation were 
absent. There was no exchange of raw materials or 
goods between the Japanese parent and the U.S. sub­
sidiary, no centralization of managerial and super­
visory functions on the part of the parent, and no 
financing or loan guarantees provided to the sub­
sidiary by the parent.
In unitary taxation, the total Income of a corporate 

group Is generally distributed among the group’s 
member companies giving equal weight to the three 
factors of property, payroll, and sales. No recogni­
tion is given to the fact that these three factors do not 
carry equal weight in the incomes of many multina­
tional enterprises.
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Also, when income is apportioned by these three 
factors, the higher the level of these factors are, the 
more income is apportioned to that company. Such 
levels are higher in the United States than in the 
developing countries, so states with a worldwide 
unitary tax are apportioned more income than are the 
developing countries. But the economic and political 
risks are much higher in the developing countries 
than in the United States. Investment will not be 
made where the risks are great unless the anticipated 
return is higher than that of an investment in the 
United States. Apportioning income by the three- 
factor formula gives no consideration to this fact.

Bank I reports, “Our California subsidiary e m­
ploys 4,000 people and is contributing to the eco­
nomic welfare of that state. However, its payroll 
factor is more than twice as large, and in some years 
even four times as large, as its sales and property fac­
tors. Because of this, its income apportionment Is ab­
normally high.”
The more broadly the unitary tax is applied in the 

economically diverse areas of the world, especially 
with regard to the value of property, payroll, and 
sales, the greater will be the negative impact of this ir­
rational and ambiguous method of taxation.
W e  must also point out that the broader the ap­

plication of the unitary tax method, the greater the 
potential for instability of state revenues due to a m­
biguity. Although the worldwide unitary tax method 
may enable state* to collect income tax from corpora­
tions domiciled in the state that have earned no in­
come in a particular year, if the combined income of 
a unitary business shows a loss, it will result in a tax 
reduction or refund even if the corporation domiciled 
in the state turned a profit. This instability of revenue 
will be greatly compounded as the unitary concept 
spreads to vastly diverse areas of the world. Our 
members report that because of this unpredictability, 
tax authorities tend to implement unitary taxation in 
an arbitrary manner.

Corporations J and K  report that worldwide uni­
tary taxation is applied In some years but not in 
others. And many other Keidanren member corpora­
tions say that they were being taxed only on the com­
bined incomes of the U.S. subsidiary and Japanese 
parent, but suddenly and without any notification as 
to which companies were to be considered part of 
their unitary business, the state tax authorities in­
formed them that they would have to combine the in­
comes of all affiliated companies.

The worldwide unitary method of taxation is both 
troublesome and costly because of its complicated 
concept of taxation and computation of taxable in­
come. State tax authorities and companies alike have 
difficulty calculating tax amounts by the correct pro­
cedures. As a result, arbitrary judgments by the tax 
authorities prevail, and taxpayers are forced to carry 
out costly, time-consuming procedures in order to 
comply.

“W e  have to revise financial statements that were 
prepared in Japan to comply with the U.S. standards 
of accounting and tax code," complains Corporation 
J. “In addition, we also have to explain in detail in 
English the differences between the Japanese and 
U.S. accounting methods. This is an enormous 
task.” Corporation A  adds, “Individual adjustments 
in the values of property and sales also create a lot of 
work.”

Corporation L says, “It takes time to collect infor­
mation from foreign subsidiaries outside the United 
States in order to comply with the worldwide unitary 
method of taxation. Adjusting special allowances 
and depreciation allowances so that they comply with 
U.S. accounting standards is extremely time-con­
suming.”

Bank I reports, "the California state tax author­
ities told us that we had to calculate the amounts 
in the bad-debt reserves of the parent bank and af­
filiated banks by the California method. The paper­
work, which involved going back a number of years 
and computing these amounts, was tremendous.”
Wh e n  state tax authorities unilaterally decide that 

foreign-source income should be included In taxable 
income, it is the companies that are responsible for 
providing any evidence to the contrary. However, it 
is Impossible for companies to .provide such evidence 
because of rll the effort and money that must be put 
into deciding which companies are pan of the unitary 
business, computing taxable income, and apportion­
ing worldwide income. This Is especially true for such 
multinationals as trading companies, which have 
numerous subsidiaries all over the world.

Corporations E  and L report, “Even though we 
object to unitary taxation, arguing with the tax 
authorities would only cost us more. Instead, we get 
our tax reduced by negotiating with them.” A  
number of companies also report that when the rate 
of penalty was raised, they paid the additional tax 
assessed, but registered a protest so that they will be 
able to claim a refund if their claim Is upheld.

Intolerable paperwork and costs ' Worldwide taxation Is detrimental to (he sound
It is desirable that tax payment procedures be development of capital exchange 

made as simple as possible. Tax methods that require
an inordinate amount of expense and effort in rela- Negative Impact on Investment
tion to the amount of tax to be paid or that are likely It is desirable that taxation have as neutral an cf-
to lead to frequent disputes should not be adopted. feet as possible on corporate decisions where the
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worldwide unitary tax is being enforced. However, 
the managements of corporations domiciled in uni­
tary states are caught in a dilemma of being unable 
to estimate their taxes or formulate a business strat­
egy because the connection between their business 
performance and the amount of tax they must pay 
has been severed. Moreover, if the tax authorities 
arbitrarily change the tax calculation method, the 
willingness of corporations to invest will be severely 
hampered. Japanese companies are in fact becom­
ing reluctant to invest in states that have adopted 
the worldwide unitary tax method.
According to Corporation C, “No state is 'safe’ to 

invest in, because the worldwide unitary tax can be 
adopted so readily."
Corporation F reports, “W e  decided not to Invest 

in California because it has a worldwide unitary tax, 
and set up operations in Alabama instead."

Corporation M  says, “ W c  had been considering in­
vesting in Oregon, but dropped it in favor of North 
Carolina."

Corporation N  is considering pulling out of Cali­
fornia.
Corporations F and J report, " W e  would like to 

expand our facilities in California, where we already 
have a factory, but we probably will not."

Corporation A  says, “W e  place top priority on in­
vesting in those states that do not apply the world­
wide unitary method of taxation.”

Corporation D  says, “In the future we will have 
to rethink our investment strategy because more 
than ten states have been applying the worldwide 
unitary tax."

Corporation O  says, "We have been audited in the 
past, but we were never notified that we would be 
taxed on a worldwide unitary base. However, we are 
concerned about the possibility of being taxed un­
reasonably by the worldwide unitary method, so 
from now on we will consider new investments only 
in nonunitary states."

Corporation P asserts, “W e  are not making new 
investments in states that have been applying the 
unitary method of taxation.”
Many Keidanren member companies regard the 

worldwide unitary method of taxation as a negative 
factor in deciding where to make their future In­
vestments.

Confusion in the international tax system
Because nations have grown more economically 

interdependent and international transactions have

rapidly increased, it is necessary that efforts be made 
to harmonize nations’ tax methods. The United 
Stares and other O E C D  member countries have 
worked hard toward this goal, the result being the 
establishment of an internationally accepted system. 
Tax treaties based on this system have been con­
cluded among O E C D  nations to avoid taxing the 
same income twice In the recognition that double 
taxation has the effect of distorting the flow of 
goods, services, and investments. Such efforts have 
contributed greatly to the expansion and develop­
ment of the world economy,
Under these circumstances, it is most regrettable 

that a concept of taxation that differs so greatly from 
internationally accepted principles and discourages 
the further expansion of trade and investment is be­
ing applied in (he United States, a nation that should 
be the main pillar of the free economic system. 
Worldwide unitary taxation not only brings to 
naught the efforts that nations have persistently 
devoted to the important Issue of eliminating double 
taxation. If developing nations follow suit in im­
plementing worldwide unitary taxation, the frame­
work of international taxation that has been built 
up so far will collapse, and the development of In­
ternational trade and investment will come to a 
complete halt with the ensuing scramble to collect as 
much tax as possible. If this should happen, the 
United States, which has more multinationals than 
any other country, would suffer the most damage.
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’W a t e r ' s  e d g e '  t a x  

s t a n d s  t o  b e n e f i t  

s t a t e  c o f f e r s

S ta te  R ep . Tom  M oye r, D- 
F a irb a n k s . is moving qu ick ly 
th is  le g is la t iv e  session to re ­
w rite  s ta te  co rp o ra te  income 
tax  law s in ways he believes w ill 
a ttra c t m ore foreign companies 
to invest here.

M oyer introduced HB 12, with 
R e p .  N i i l o  K o p o n e n ,  D - 
F a irb an k s . and two others as co­
sponsors. to change the corpo­
ra te  income tax reporting fo r ­
m u la from  the “ worldw ide com- 

• b in e d " method used here fo r 
! a lm os t two decades to a "w a- 
i te r s edge" fo rm u la .

Y ou  don 't have to be a tax 
a tto rn ey  to appreciate the d if­
fe rence . although it would help. 
The whole issue revo lves around

how a po litica l ju risd iction like 
the S tate o f A laska should deter­
m ine how much o f a multination­
a l co rpo ra tion 's income comes 
from  operations in just ou r state.

T h e  w o r ld w id e  com b in ed  
m e t h o d  o f f e r s  a s im p le  
app roach . I t  tota ls a ll o f a co r­
p o ra tion s  incom e, then ca lcu ­
la tes a  sh a re  fo r A laska by tak­
ing in to  accoun t the c o rp o ra ­
t io n ’ s p r o p e r t y , p a y ro l l and 
sa les in A laska .

P ru dhoe  B ay o il companies 
like  th is because their pay ro ll 
and s a le s  in A laska a re  ve ry  
sm a ll, re la tiv e  to other areas, so 
their c o rp o ra te  income tax pay­
ments h e re  were quite low in 
com parison  to the huge profits 
they m ade from  o il produced 
here. Th is led  the Leg islature in 
1977 to  a d o p t  a “ s e p a r a t e  
accounting”  fo rm u la  just fo r  oil 
com pan ies, aim ed a t taxing a 
more accu ra te ly  calculated esti­
m ate o f th e ir  re a l A laska in­
come.

Th is w asn 't p op u la r among 
the oil companies and they cha l­
lenged the constitu tiona lity  o f 
s e p a ra te  accounting . In  1981. 
while the challenge was s till in 
court, a group o f Anchorage R e ­
pub lican s took o v e r the lead ­
ersh ip o f the State House and re ­
pealed the separate accounting 
law .

The U .S . Supreme Court even­
tu a lly  ru led  separa te  account­
ing was constitu tiona l, but by 
then A laska had a lre ad y  gone 
back to worldw ide combined, at 
the cost o f m any m illions o f d o l­
la rs  a yea r.

B u t d u rin g  th is sam e tim e 
i most other states were follow ing 

A laska ’s lead o f 1977 and chang­
ing a ll corpora te  income tax to 
•'w ater’s edge," which is basi­
c a lly  an easier fo rm  o f separate 
accounting. I t ’ s m ore com p li­
cated than worldw ide combined 
bee&use it has to ca lcu la te  a 
m u lt in a t io n a l c o rp o ra t io n 's  
earnings ju st from  A laska , stop­
ping at our "w ate r's  edge." but 
it ’s m ore fa ir and it keeps A las­
kan revenue agents out o f a fo re ­
ign corporation ’s other books.

By the late 1980s A laska was 
the last state to s till use w orl- | 
dw ide combined co rp o ra te  in ­
come tax reporting . A change 
we pioneered Is used by every - 1 
one but us.

In  1988 a bunch o f Repub licans 
in the A laska Leg isa ltu re  h ired 
A rthu r B . L a ffe r , the econom ist 
whose teachings guided Rona ld  
Reagan in developing “ R eaga ­
nom ics,*’ to te ll us how we could 
change ou r ta x  codes to  he lp  
business. L a ffe r's  champions in 
Ju n e au  w e re  ra th e r  shocked  
when he told them one o f the best 
and fastest changes they should 
m ake was to sc rap  worldw ide 
combined accounting.

“ The w o rldw id e  com b ined  
m e th od  d is c o u ra g e s  in v e s t ­
ments in A laska by fore ign c o r­
po ra tions," L a ffe r f la t ly  stated. 
" F o r  e x am p le , the Id em itsu  
C om p an y  has pos tp oned  d e ­
velopment o f the Wishbcne H ill 
coa l deposit because it believes 
the cost o f the por ject w ill be too 
high if the ir taxes a re  computed 
using worldw ide combination 
Fore ign corporations a re  reiuc 
tant to have the ir books on op 

I e ra t io n s  ou ts id e  the U n ited  
S ta tes  exam iend by aud ito rs  
from  A laska ."

L a f fe r  noted tha t in F isca  ( 
Y e a r 1977 non-oil corporate in- , 
come taxes in A laska  to ta led  
on ly  $20.5 m illion , o r  1.1 percent 
o f the state's total genera l fund 
revenues. " . . .  the way many
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businesses a re  avoiding A laska's 
re la tiv e ly  high un ita ry  tax is by not 
locating  in A la ska .”  L a ffe r sa id .
"T h e  on ly  businesses locating in 
A laska w ill be those that cannot do 
business elsewhere.

"A s id e  from  n a tu ra l resou rce 
processing firm s , the state's con­
t in u e d  u s e  o f  a w o r ld w id e -  
combined un ita ry  tax w ill d iscour­
age non-resource processing m u lti­
nationa l corpora tions from  loca t­
ing in A la ska .”  L a ffe r  predicted.

The p rob lem  with fixing this is 
that too many people like to p lay 
w ith  the s o lu t io n . F o rm e r G ov .
Steve Cowper tried to push a “ wa­
te r's  edge" b ill through last yea r 
tha t w ou ld  have on ly  app lied to 
fore ign corporations, leaving U .S. 
m u ltin a tiona l corporations under 
the h igher ta x  fo rm u la .

HB 12 s t i ll has some prob lems.
One has to consider the fairness to 
s m a l l A la s k a  c o rp o ra tio n s  who 
won't get some tax breaks allowed 
la rg e  ou ts id e  c om p e tito rs , and 
there m ay  be some problem  with 
excluding the o il companies from  
the dea l.

B u t when M oyer brought HB  12 
out fo r  its firs t hearing last week, it

formula
drew  support from  the Anchorage 
Cham ber o f Comm erce, the A laska 
S tate Cham ber o f Commerce, the 
A laska M iners Association, and the 
A n ch o rag e  E conom ic  D e v e lo p ­
ment Corp.

The Departm ent o f Revenue re ­
ported that the change would cost 
at most $3 m illion  a year in lost re ­
venue and requ ire  luring fou r new 
aud itors, ce rta in ly  a cheap price to 
pay fo r  a even a hint of foreign in 
'c rest in A laska .

■ Krrc-lancr Journalist Krrd Pratt has 
irrn covering Alaska h u k l n m  and politics 
'*ir the past IH year*.



W i l l  it a t t r a c t  f o r e i g n  i n v e s t m e n t ?

C h a n g e s  i n  A l a s k a ' s  " u n i t a r y "  t a x :  P r o  a n d  c o n

Le g is la tio n  changing A la s k a ’ s “ un itary”  corporate incom e tax to a llo w  dom estic and foreign corporations to 

use "w a te r ’ s edge”  accounting  fo r state incom e taxes is now in H o use L a b o r and Com m erce, having passed 
ea rlie r from  its in itia l com m ittee , House International T rade and T o u rism . H B -1 2 , sponsored by Rep . T o m  

M o yer o f Fa irbanks, is  being pushed m ain ly  to enhance foreign investm ent in A la sk a  by rem oving what m any 

see is  a d is incen tive  in the state corporate incom e tax , although the tax advantages incurred w ould be shared 

w ith  dom estic U .S . as w e ll as foreign corporation. T h e  b ill passed the Senate last year, but fa iled  in the H ouse. 

E s se n tia lly , the b ill perm its m ultinational U .S .  corporations or fo reign-ow ned U .S .  subsid iaries, except o il and 

gas producers, to pay the ir A la ska  incom e tax based on a pool o f incom e earned in  the U .S . (w ith  tax ju risd ictio n  

stopping a t ‘ w ater’ s ed g e .’ ) U nder current A la sk a  la w , dom estic and foreign-ow ned corporations must use their 

w o rld -w id e incom e as a base fo r incom e taxes. M an y  states once had state incom e tax law s s im ila r to A la s k a ’ s, 

but have repealed them at the urging o f  foreign com panies looking  to invest in the U .S . A la sk a  is the last state 

requ iring  incom e tax to be based on w orldw ide incom e.

U n i t a r y  t a x  w a s  a  b i g  p r o b l e m  i n  s t a t e s  l i k e  C a l i f o r n i a

T h is  w as a much m ore serious problem  in states like  C a lifo rn ia ,.w h e re  hundreds o f foreign Firms have 

dom estic operations. In  A la sk a , for foreign com panies doing business in the state, the issue seems to in vo lve  

both p rinc ip le  and p rac tica lity . A s  for p rinc ip le , foreign corporations ju s t don’ t lik e  the prospect o f  state auditors 

poking through their w o rld w id e  books. F o r p rac tica lity , the sheer cost o f  com p liance  —  translating Japanese 

into U .S . accounting standards, for exam p le— often exceeds the am ount o f incom e tax due the State o f A la sk a , 

som e Japanese firm s have com pla ined . A s  it w as o rig in a lly  introduced last ye a r, the b ill to a llo w  use o f  ‘w a te r’ s 

edge’ accounting w ould  have applied only to foreign-owned com pan ies. D o m estic  corporations w ould  have 

s till been required to use w orld -w ide  incom e. Th at w as changed in Senate F in an ce  Com m ittee last year, so that 

both U .S . and foreign corporations can base their A la sk a  tax on U .S . incom e. H B - 1 2 , as it w as introduced this 

year, is s im ila r to the b ill that passed the Senate last year.

W h ile  it is  being sold as a b ill that w il l  encourage foreign investm ent in  A la s k a  (b y  rem oving the d is incen tive  

o f  requiring  w orld-w ide incom e reporting) the b ill w il l  reduce state corporate incom e taxes by an estimated $1 

to S3 m illio n , the Departm ent o f  Revenue estim ates. Proponents of HB-12 in its expandedform argue the small 

revenue loss will be more than offset by new foreign investment, jobs and taxes paid to tlte state treasury. B u t 

som e c r it ic s  doubt that: A la sk a  is  in  a d ifferent league, they say , than states lik e  C a lifo rn ia , Oregon or 

W ashington , who com pete w ith  each other for foreign investm ent, m a in ly  in m anufacturing . Foreign firm s 

com e to A la ska  m a in ly  fo r natural resources, the presence o f w h ich  weigh m ore h eav ily  in the investm ent 

decision  than the un itary  tax .

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

Another potential problem  is  a constitutional one. O il com panies are not being allow ed to use ‘ w ater’ s edge’ 

accounting , under the b ill . A la s k a ’ s supreme court, in the A R C O  “ separate accounting ’’decision , approved use 

o f  a d ifferent form ula (separate accounting vs . the traditional ‘ appotionm ent’ m ethod) for a d ifferent c lass o f 

taxpayers , like  o il producers, under special c ircum stances. But d iscrim inatin g  among taxpayers required to use 

the same form ula (o il and non-oil com panies now use apportionm ent) could run afoul o f the constitution, some 

people argue. One feature that troubles Dept, of Revenue, which in the end will support the bill, is the exclusion 

of SO percent of dividends earned by a foreign subsidiary of the U.S. company, or of SO percent of any royalty 

earned by an overseas franchisee. That leaves 20 percent of dividends and royalties to be included in U.S. 

taxable income. Revenue fee ls there’ s no basis fo r the 80-20 sp lit , and that the share o f foreign d ividends or 

roya lties includ ing in the U .S . pool o f  incom e could be larger than 20 percent.

Pg.3
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FISCAL NOTE FOR HB 13

HB 13 makes a number of amendments to the public accountancy licensure 
statutes. The fiscal impact of this bill stems from: (1) requiring a
minimum of four board meetings each year; and (2) the need to adopt 
regulations concerning education and experience requirements, and to 
establish criteria for the quality review program.

The operating budget request of the department already provides for two 
meetings of the Board of Public Accountancy. Travel funds provided in 
this fiscal note will fund two additional meetings to fulfill the minimum 
requirement of four meetings as required in Section 3.

The funding in contractual services will cover costs to provide public 
notices of meetings and regulations, teleconferences for public hearings, 
printing needs, and other cormunication costs.

Revenues: Currently, expenditires of the board exceed revenues generated 
from licensing fees. In the past, at least three board meetings were 
held each year although revenues did not cover its expenses. Therefore, 

the mandate of four meetings each year, coupled by the increases in air 
fare and per diem, will require an increase in licensing fees to support 
the board's activities.

This fiscal note reflects a license fee increase of $60 ($30 per year) 
paid by 600 active licensees and $10 ($5 per year) paid by 250 inactive 
licensees. Although the fee increase will be recommended to the board in 
FY 91, it is conceivable that the increase will not take effect until 
FY 92 and each renewal thereafter. The increase will be sufficient to 
cover the $15.7 identified in this fiscal note and to cover the current 
deficit by bringing fees closer to covering board costs.

8812D-2
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RATIONALE FOR PROPOSED CHANGES TO 
ALASKA’S ACCOUNTANCY STATUTE

Section 08.04.005 - - The Alaska Accountancy Act does not curreatly include
a section which explicitly expresses the purpose of the Act or the manner in which the public 
interest is enhanced through the Act This statement of legislative purposes reflects the 
fundamental principles governing the regulation of public accountancy. The language of the 
proposed amendment is taken directly from the Model Public Accountancy Bill as approved by the 
Boards of Directors of the American Institute of Certified Public Accountants (AICPA) and the 
National Association of State Boards of Accountancy (NASB A).
§gqton.2.

Section 08.04.025 - Board Meetings - The Statute has been revised to require the State 
Board of Accountancy to meet four times each year. For several years the workload of the Board 
has been so substantial as to necessitate four meetings per year. In 1982, a regulation was adopted 
ly the Board to require four meetings each year. Budgetary considerations have unfortunately 
limited the Board to three yearly meetings in several years since 1982. Following the lead of 
various other Boards, this re *ision would grant statutory authority for four yearly meetings and 
strengthen the legal requirement for holding four meetings.
S e c t i o n  3 .

Section 08.04.120 - Educational Requirements . Alaska is currently amnng a very small 
□umber of states not requiring a baccalaureate degree for certification as a certified public 
accountant. This revision would require such baccalaureate degree after January 1, 1992. The 
accounting profession has long recognized the need for formal education to prepare the applicant 
with the professional maturity and technical competence expected of certified public accountants by 
the general public. Alaska has traditionally not required a baccalaureate degree reasoning that such 
requirement would restrict entry into the accounting profession. In fact, practically all of Alaska’s 
successful applicants do hold a baccalaureate degree since such a formal educational preparation is 
generally required to successfully complete the CPA exam. The real effects of not requiring a 
baccalaureate degree include the following:

1) The profession in Alaska may be viewed by professional peers outside Alaska with 
skepticism and question due to our lack of a baccalaureate requirement.

Section I .



2) The work load of Alaska's Board of|Accountancy is in creased by applications to 
take the CPA exam by non-residents ŵ o meet Alaska’s educational requirement, 
but do not meet the requirements of their state of residence;

3) Alaskan CPAs who wish to pracricelin or move to other states may not meet the 
other state’s requirements and therefore not be qualiQed to receive a reciprocal 
certificate.

This revision would bring Alaska’s educational requirements into general agreemt nt with 
most other stales.

Section 08.04.120 would go ooc step further and require a baccalaureate degree plus 
additional semester hours of college work to total 150 semester hours for certification after the year 
2004. The AICPA/NASB A Model Act includes such an education requirement and the AICPA has 
recently amended its By-Laws to require such an educational requirement for the AICPA 
membership after the year 2000. As the technical requirements of Generally Accepted Accounting 
Principles and Generally Accepted Auditing Standards have expanded over die last twenty years 
and as technology and communications of our business society have similarly expanded, the 
accounting profession has recognized die need to improve and lengthen adcocnJing educational 
requirements. Fifteen states have adopted this post-baccalaureate requirement and that number is 
expected to increase dramatically as the year 2000 approaches. Sixteen additional stales will have 
legislation introduced in 1991 to require this additional education.

The following tables shows the states who have adopted or are working toward this 
requirement

States that require 150 semester hours of education by legislation. (In several ofthese states, the effective date of the requirement has not yet taken effect):
Alabama MississippiArkansas MontanaFlorida TennesseeHawaii TexasTTan«tfl-« UtahKentucky West VirginiaLouisiana

States that wiQ require 150 semester hours by regulation:
Connecticut (1992)Virginia (1S91)



States that will be introducing legislation in 1991 to require 150 semester hours, (various effective dales).
Alaska.California
GeorgiaIdahoMindsIndianaMaryland
Massachusetts

MichiganMinnesotaMissouriNebraskaNew MexicoNorth CarolinaOhioSouth Carolina
By adopting the requirement now, our stale will join the forefront of this movement and wc will 
signal oar educational institutions of the necessity of updating their accounting education 
programs. Major curriculum revisions will be required and this future effective date appmarh will 
allow the various educational institutions sufficient time to plan and staff future programs. a 
future effective date approach will also signal Alaska's commitment to improved public armrmtingr 
proficiency, while allowing the state sufficient time to re-examine the educational requirement as 
2004 approaches if the expanded educational requirement is not generally accepted by other 
jurisdictions.
SffliQn

Section 08.04.130 - TvxHminaHoa - The Uniform CPA Pramfrtarinn required in all 
accounting jurisdictions in the United States, is currently being revised. The present Accounting 
Theory and Accounting Practice sections of the exam are being replaced with sections covering 
Accounting and Reporting, and Financial Accounting and Repotting. Alaska's current statute 
refers specifically to the Theory and Practice sections of the exam. This change is required to bring 
Alaska's statute into agreement with the revised exam. The 1394 effective date of this section 
coincides with the effective date of die CPA exam changes.
Section 6.

Section 08.04.150 - Prereqntshea for taking the CPA Exam - Pnaectiv wc require oar 
applicants for the CPA cxsm to meet oar educational requirement prior to taking the exam. Since 
our requirement Is only 60 semester credits, graduating seniors at our educational Institutions are 
allowed to take the exam during their final college semester. Under the revised educational 
requirement, a baccalaureate degree is required. This revised provision follows the pattern of 
provisions found in many state laws and would allow an applicant to sit for the examination prior 
to graduation. The reasoning is that students so close to graduation should not be required to wait 
another six months before sitting for the examination.



Section 08.04. IlO & 170 - Re-examination and Examination StantforrU . The CPA 
Kxam is divided into various parts and Alaska, like most states, gives provisional credit if certain 
sections are passed. As a result, such sections are not required to be retaken in subsequent exam 
sittings. Most states link the granting of such provisional or conditional credit to the attainment of 
a minimum grade in sections not passed. This revision brings Alaska’s conditional credit rules into 
general agreement with other states. Alaskan CPAs often experience difficulty receiving reciprocal 
certification in other states due to our present lack ofla minimum grade standard for conditional 
credit on passed sections. This revision will provide maximum latitude for transferability of 
conditional credits and consequent mobility of Alaska applicants and licensees. Paragraph C of 
Section 170 will allow the Board to waive this requirement in exceptional cases thereby retaining 
Beard discretion in unique or unusual circumstances. The proposed revisions continue to require 
that all sections of the exam be taken in the ini dal sitting and that all sections for winch provisional 
credit has not been granted be taken in any subsequent sittings.
Section 9.

Section 08.04.426 - Quality Review - In January 1988, AICPA members resrtuntiingly 
approved participation in a practice-monitoring program as a condition for AICPA membership. 
The goal of such a program is to help individual practices maintain and improve their quality and 
thus improve the quality of the entire public accounting profession. This AICPA action responded 
to calls from various organizations including committees of the United Stales Congress and the 
Securities and Exchange Commission. Many State Boards of Accountancy hau already 
implemented "positive enforcement programs" to monitor accounting practices. The need for such 
a mandatory practice monitoring program was demonstrated by the results of a voluntary 
monitoring program of the AICPA division for CPA firms in which 13% of the firms did not 
receive an unqpahfled acceptable report in their imtLhl quality review. Studies by the General 
Accounting Office and the positive enforcement activities of the various state boards of 
accountancy also demonstrated the existence of an ntiacceptablyHgh level of substandard work.

Alaska's State Board ofPubHc Accountancy has followed these "positive enforcement", 
"quality review" developments with interest in recent years. Alaska's Board has desired to 
implement a positive enforcement program in Alaska but no legislative authority exists for such a 
program under Alaska statutes. The new AICPA quality review program when combined with the 
proposed legislation ofTera an opportunity to insure (he quality of public accounting attest services 
in Alaska.

S ec tio n s 7 and  8.



Under the AICPA program, all Alaskan certificate holders who are members of the AICPA 
wfll be participating In mandatory quality review if they perform attest services. However, 
licensees who are not AICPA members would not be subject to such quality review. This new 
provision would give the Alaska Board of Accountancy the authority to establish a quality review 
program for ah licensees within-our state. It is the intention of the State Board to coordinate this 
requirement with the Alaska Society of Certified PubHc Accountants so that qoality reviews under 
the AICPA program would meet State Board rcqmroncnts. It is also the intention of the Stale 
Board to have non-AICPA members submit to a quality review with the cost of such review bomc 
by the licensee.

The Alaska State Board of Accountancy and (he Alaska Society of Certified Public 
Accountants have worked in concert in the drafting of this section of the proposed legislation to 
insure that there is no needless duplication of quality review programs, to insure confidentiality of 
quality review reports, and to insure a level playing field for all licensees within the stale.
Section 10.

Section 08.04.450 (11) Suspension of Certificate - This section has been am er\c\̂ A tr> 
include failure to maintain compliance with the quality review program as grounds for revocation 
or suspension of the CPA license.
Section 11.

Section 08.04.505 - Issuance of Reports r Section 08.04.560 states, ”A person may not 
sign or afBx my name or any trade or assumed name used by that person- to any accounting or 
financial statement, or opinion or report on any accounting or financial statement with any wording 
indicating that the person is a certifiedpohHc accountant orpublic accountant or with any wording 
indicating that the person has expert knowledge in accounting or auditing, unless the person holds 
a live permit.. ** Questions have periodically arisen about the exact definition of a report. Section 
8.04.680 ha been amended to define report and this new section specifies the circumstances under 
which a report can be issued. The niw definition defines report to indicate exactly what types of 
communication are restricted to the ise of certified public accountants. Report is defined as any 
form of language which states or impHes assurance as to the reliability of any financial statement. 
Under this definition, an audit report, the disclflimct of an audit report, a review report, and a 
compilation report witicL asserts or implies that the author has complied with the provisions of the 
AICPA’s Statement on Standards for Accounting and Review Services No. 1 (SSARS1) axe all 
restricted for the use of Hcensees. A compilation report which does not assert or imply compliance 
with SS ARS1 and which does not imply expert knowledge in accounting or andhlng- may be 
issued by an unlicensed party.



These changes arc consistent with the manner in which Section 08.04.560 has been 
interpreted within Alaska. The changes should clarify any confusion that exists within the certified 
and non-certified Accounting communities. N’on-ccrtified accountants would continue to be 
allowed to issue compilation reports provided no references was made to the American Institute of 
Certified Public Accountants, and provided no expert knowledge in accounting or as to
fair presentation was asserted. Ihc standard compilation report of the National Society of PubKc 
Accountants (NSPA) which offec no assurance and] which makes no reference to the AICPA, 
would continue to be am acceptable repotting vehicle for non-certified accountants.
Sections 12 and 13.

Section 08.04.580 and 08.04.590 - The present Alaskan statute has three sections 
regulating the use of the Certified Public Accountant title. Section 08.04.560 refers to individuals; 
section 08.04-580 refers to partnerships; and section 08.04.590 refers to corporations. Although 
the intent of these three sections is identical, the wording of the three sections varies. These 
sections of the proposed legislation revise the wording of the partnership and corporation, 
provisions to make them consistent with the individual provision in sectioa 08.04.560.
Section 1 4 -

Section 08.04.662 - Confidential Communications - This new provision is taken 
directly from the NASBA/AICPA Model Public Accountancy Bill and is similar to those found in a 
number of accountancy laws as wdl as ethical codes trecognizing the confidentiality of client 
communications to public accountants without, however, extending it to the point ofbeing an 
evidentiary privilege. Presently the Alaskan statuteObas no provision specifically addressing 
confidentiality. The Alaska Board has adopted a confidentiality regulation under sectious 
08.04.070 and .080 which allow the Board to adopt regulations for the orderly conduct of its 
affairs and die maintenance of a high standard of integrity and dignity in the profession of public 
accountancy. A statute provision on confidentiality allows an improved legal basis for any 
regulations on confidentiality. This wording brings Alaska into general agreement with most other 
states and it specifically does not allow confidentiality to be used as a basis for non-compliance 
with the proposed Quality Review section.
Section 1 5 -

Early common law in the United States limited the public accountant's liability to third 
parties. The PermsvlvBTTfa Simrema court ruled aa fallow* In the 1919 T anrfaTI v. T.vbrand case:

There were no contractual relations (no privity) between the plaintiff anddefendants, and, if there is any liability from them to him, it must arise out of some



breach of duty, for there is no allegation thaHthey made the report with intent to deceive him. The allegation in the statement of claim is that the defendants were careless and negligent in making their rrporti but the plaintiff was a stranger to them, and to it, and, as no duty rested upon them to hrm, they cannot be guilty of any negligence of which be can complain.
The landmark 1931 New York case of Ultramares v. Toocbe further defined the 

accountant's liability to third parties who are not primary beneficiaries of an andit engagement 
The accountant woald not be Kahle to such third parties for ordinary negligence, bat woald be 
liable for gross negligence.

If liability for negligence exists, a thoughtless slip or blunder, the failure to detect a theft or forgery beneath, the cover of deceptive entries, may expose accountants to a liability in an indeterminate amount for an indeterminate time to an class.... Our bolding does not emancipate accountants from, the consequences of fraud. It does not relieve them if their audit has been so negligent as to justify a flndlngthattheyhadnogemtinebellefinitstadequacy, for this again is a fraud. It does no more than say that, if less than this i* proved, if there has been neither reckless misstatement nor insincere profession of an opinion, but only honest blunder, the ensuing liability for negligence is one that is bounded by ennfrrart, and is to be enforced between the parties by whom the contract has been made.
In recent years, some state courts have begun to expand the accountant’s liability to 

third parties eroding the basic principles of the Ultratnares decision In some instances, 
accountants have been held liable for ordinary negligence to third parties who were 
foreseen as users of the accountant’s report In othet instances, the third-party ordinary 
negligence liability has been expanded to foreseeable users of the accountant's report 
Such rulings have tended to expose accountants to ati ordinary negligence third-party 
liability in an indeterminate amnrmt for an irufcteTTnfitate fW  tn an infforrmTTitth*

Section 08.04.663 of the proposed legislation seeks to give accountants some 
guidance as to potential liability for ordinary negligence. Accountants would be liable to 
the person or flnn who engaged them. Accountants would also be liable to third-party 
users of accountant's reports who were foreseen In writing. It should be noted that die 
limitation of liattKty to third parties granted by this Section is restricted to ordinary 
negligence (honest error) situations. This section does not limit liability to third parties in 
gross negligence (reckless disregard of generally accepted auditing standards) situations.



Section  16.

This section defines the terms "quality review" and "report" Since quality reviews will be 
mandatory under proposed section 8.04.426 of the legislation a definition of "quality review” is 
required. The definition is taken directly from the NlASB A/AICPA Uniform Accounting Act

Proposed Section 08.04.505 restricts the issuance of reports on financial statements to 
persons or firms holding a valid Certified Public Acroontant permit This definition defines report 
as "any form of language that states or implies assurance as to the reliability of the financial 
statement" The restriction of such reports to CPAs goes to the heart of the rationale for 
accountancy regulation. Public accountants provide) an attest service to the general public. The 
accountant's report provides professional assurance that published financial statements are fairly 
presented in accordance with generally accepted accounting principles (GAAP). Any accountant 
who issues such a report must possess an intimate knowledge of GAAP and generally accepted 
auditing standards (GAAS). This extensive and complicated knowledge cannot be expected of the 
general public. Accordingly, a non-acccxmrant cannot be expected to confidently evaluate a public 
accountant's work with, respect to technical accounting or auditing knowledge. Some sanctioned 
signal or Indicator is required so that a non-accountant member of the general public can be assured 
a public accountant does possess that level of technical knowledge and proficiency expected of a 
professional public accountant In our society that indicator is the certification as a CPA. Alaska’s 
certification process is designed to insure compliance with some minimum level of qualifications 
and competence before an individual can attest to the fair presentation of financial statements.
Section 17.

Thfo  w r t f n n  wTTI m a t e  th e  r d n r a t i r m  r e q u i r e m e n t  t a k e  e f f o r t  a t  t h e  h e y m n f n g

Of 1992.

This section will make the 150 semester hoan post-baccalaureate education requirement 
become effective in 2004. Such effective date wifi allow the educational institutions in the state 
time to plan and implement the curriailnm changes that will be necessary to put the 150 semester 
hour programs into place. The educational institutions have expressed their satisfaction with this 
effective dale and have already begun planning for the increased education requirement.



The revised CPA exam will first be administered in L994. This effective date for sections 
5, 7 and 8d which relate to the CPA exam would coincide with initial administration of the revised 
exam.

Acccrantancy legislation, was proposed to the 1990 Alaska State Legislature that was quite 
similar to the 1991 proposal. The 1990 legislature did not pass the legislation primarily due to 
disagreement among Alaska’s accounting community with regard to membership on Alaska’s State 
Board of Public Accountancy. Alaska’s non-certified Independent public accountants were 
concerned about their lack of representation on the State Board. The Board is composed of seven 
members, five of whom must be CPAs and two of whom are public members. Non-certified 
accountants are not eligible for the CPA positions and there was some question about their 
eligibility for the public member positions. The Stale Board requested an Attorney Ccncraf s 
Opinion regarding the eligibility of non-certified accountants for the public positions. That opinion 
(attached as Appendix A to this document) express eh the belief that non-certified accountants are 
eligible for the public positions. As a result of these developments, the question of the composition 
of the State Board of Public Accountancy is not addressed in the proposed legislation.
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LEGISLATIVE AFFAIRS AGENCY

M E M O R A N D U M  M a r c h  22, 1990

SUBJECT: I n t e r p r e t a t i o n  of "Public Mem b er "
(CSHB 3 5 3 (State Affairs))

TO: R e p r e s e n t a t i v e  M a r k  Boyer

FROM: T e r r i  LauterbacfT^ii'J'--''''
L e g i s l a t i v e  Counsel

Y o u  have as ke d for an o p i n i o n  as to w h e t h e r  an a c c o u n t a n t  
w h o  is not l i c en s ed  u n d e r  AS 08.04 w o u l d  be e li gi b l e  to be a 
"pub li c m e m b e r "  of the B o a r d  of P ub li c A c c o u n t a n c y  e s t a b­
lished u n d e r  AS 08.04.010.

In m y  opinion, an a c c o u n t a n t  w o u l d  n ot be e l i g i b l e  to be a 
p u b l i c  m e m b e r  of the B o a r d  of P u b l i c  A c c o u n t a n c y  b e c a u s e  an 
a cc ou n t a n t  is e n g a g e d  in "the o c c u p a t i o n  that the b o a r d  r e g­
ulat e s . "  AS 08.01.025

The r e s t r i c t i o n s  on p u b l i c  m e m b e r s  of b o a r d s  and c o m m i s s i o n s  
are c o n t a in ed  in A S  08,01.025, w h i c h  reads:

Sec. 08.01.025. P UB LI C MEMBERS. A  p u bl ic  m e m b e r  of 
a b o a r d  m a y  not:

(1) be e n g a g e d  in the o c c u p a t i o n  that the b o a r d  regulates;

(2) be a s s o c i a t e d  by legal c o n tr ac t  w i t h  a m e m b e r  of 
the o c c u p a t i o n  that the b o a r d  r eg ul a t e s  e x c ep t  as a 
c ons um er  of the s ervices p r o v i d e d  by a p r a c t i t i o n e r  of 
the occupation; or

(3) h a v e  a d irect fi n an c i a l  i n t er e st  in the o c c u p a t i o n  
that the b o a r d  regulates.

In m y  opinion, the B o a r d  of P u bl ic  A c c o u n t a n c y  r e g u l a t e s  the 
o c c u p a t i o n  of a cc ountancy, not  m e r e l y  the o c c u p a t i o n  of 
p u b lx c accountancy. If a p e i o o n  pr ac tices a p a r t i c u l a r  type 
of accountancy, the b o a r d  r e q u i re s that the p e r s o n  be 
licensed. If a p e r s o n  does not h a v e  a license, the s tatutes 
a d m i n i s t e r e d  by the board, and the r e gu l at io ns  the board m a y  
adopt, p r o h ib i t the p e r s o n  f r o m  p r a c t i c i n g  the types of 
a c c o u n t a n c y  that r e q u i r e  licensure. W h e t h e r  li ce n s e d  or
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not, an a cc ou n t a n t ' s  p r a c t i c e  of a c c o u n t a n c y  is r e g u l a t e d  by 
the board.

See, for instance, secs. 11 - 13 of CSHB 353(State Affairs). 
T h e y  p r o h i b i t  cert ai n actions b y  u n l i c e n s e d  persons. So 
does AS 08.04.560, w h i c h  is n o t  in the bill. Under the 
a u t h o r i t y  of A S  08.04.630, the B o a r d  of Pu blic A c c o u n t a n c y  
m a y  a pp ly  to a court for an ini u n c t i o n  against a p e r s o n  who 
v i o l a t e s  any of these sections. T h a t  c l e ar ly  involves r e g u­
lation of a c c ou nt a nt s o th er  than a c c o u n t a n t s  ac t ua l l y  lice ns ed  
by the board.

T he p u r p o s e  b e h i n d  h a v i n g  p u b l i c  m e m b e r s  supports m y  i n t e r­
pr e t a t i o n  of AS 08.01.025, as w e l l  as the literal language.
The p u r p o s e  is to ensure that p e r s o n s  w h o  are not n e c e s s a r i l y  
q u a l i f i e d  t e c h n i c a l l y  in a p a r t i c u l a r  f ie ld  have a ba nd  in 
r e g u l a t i n g  persons who are p r o v i d i n g  services to the public 
in that field. Public m e m b e r s  p r o v i d e  a consumer p er sp e c t i v e  
on the v a r i o u s  boards a nd commissions. If AS 08.01.025 w er e 
i n t e r p r e t e d  to a l l o w  m e m b e r s  of an o c c u p a t i o n  w h o  w e r e  not 
l i c e n s e d  to b e  on the b o a r d  r e g u l a t i n g  that occupation, there 
w o u l d  n ot n e c e s s a r i l y  b e  a consumer, n o n t e c h n i c a l  p e r s p e c t i v e  
r e p r e s e n t e d  on the board; in the w o r s t  of po ssible situations, 
it c o u l d  m e a n  that a b o a r d  was m a d e  up entirely of accou nt an ts  
(licensed and unlicensed) w ho m e r e l y  had "turf ba tt l es " and 
no c o n c e r n  for the interests of c o n s u me rs  of a cc o un ta nc y 
services.

AS 08 .0 1. 02 5  could have b e e n  w r i t t e n  to say that public m e m­
bers m a y  not be licensed by the b o a r d  they serve on; but 
AS 08.01.025 does not say that. W h i l e  there m a y  be pla us ib le  
c ou nt erarguments, I think the b e t t e r  v i e w  is that " o c c u p a­
tion" is a b r o a d er  term than " li ce n s e e s "  and its use in AS 08.- 
01.025 was intentional. In the context of AS 08.04 and CSHB 
353(State A f f a i r s ) , the b r o a d e r  t e r m  "o cc upation" includes 
all accountants, r eg a rd le ss  of w h e t h e r  they are licensees.

In summary, a c countants are m e m b e r s  of the oc cu pa t i o n  r e g­
ul a t e d  by the Board of Publ ic  A cc o un t a n c y ,  r egardless of 
w h e t h e r  they ob tain licenses issue d by the board, because 
the p r a ct i ce  of their o c c u p a t i o n  is re st ri c t e d  by laws e n­
forced by the b oa rd  and b e c au se  the p u r p o s e  and language of 
AS 08.01.025 support that interp re ta ti o n.  As such, they 
w o u l d  not be el igible to be p u bl ic  memb er s of the board.

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

T M L :lmb 
LI 0/022
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An Act relating to public accountancy; and providing for 
an effective date.

HB 13 makes several amendments to the public accountancy statutes (AS 08.04) 
including: (1) changing the composition of the board to include an accountant 
who is not certified or licensed; (2 ) mandating a m in im um  of four meetings each 
year; (3) amend educational and experience requirements to require a 
baccalaureate degree fcr licensure; (4) amend examination requirements; and 
(5) establish Quality Review requirements.

The department and the State Board of Accountancy both feel that provisions of 
HB 13 are needed to bring Alaska’s Accountancy Act, originally written in 1960, 
up-to-date and into conformity with most other states. Although the 
department chooses to remain neutral on the past controversy between the 
independent accountants and the certified public accountants concerning 
composition of the board, the department feels HB 13 contains positive changes 
which will improve the quality and competency of public accountancy services in 
Alaska; and therefore, the department supports passage of HB 13.

Glenn A. Olds^Commissioner 
Department ofCommerce and Economic 

Development
Date: ^  ________

GAO/JS/dgl8813D
012891a
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Fairbanks, Alaska 99775-1070

I  J n i v e r s i t y o f  A l a s k a  F a i r b a n k s

F e b r u a r y  1, 1991

Representative MarJc B o y e r  

P 0  B o x  V  

State Capital 

Juneau. A K  99811

D e a r  Representative Boyer:

O n  b ehalf of the A laska State B o a r d  of Public A c c o u n t a n c y ,  I w a n t  to t h a n k  y o u  

for y o u r  cont i n u e d  interest in Alaska's A c c o u n t a n c y  legislation a n d  for y o u r  

sponsorship of H B  13. W e  are v e r y  h o p e f u l  that this y e a r  will see the passage of n e w  

legislation.

T h e  State B o a r d  u n a n i m o u s l y  e n d o r s e d  at its Fall 1990 m e e t i n g  the proposed 

legislation that h a d  b e e n  jointly drafted b y  representatives of the Board a n d  the 

A laska Society of Certified Public A c c o u n t a n t s  (Board/Society Draft). Y o u r  J a n u a r y  

28. 1991 letter asks for m y  c o m m e n t s  o n  the m a j o r  differences b e t w e e n  that proposed 

legislation a n d  H B  13. I a m  pleased to offer the following c o m m e n t s ,  but they should 

be interpreted as m y  personal observations. I c a n n o t  p r e s u m e  to s p e a k  for the entire 

B o a r d  until the B o a r d  h a s  r e v i e w e d  tho differences b e t w e e n  the t w o  proposals.

T h e  B o a r d  is scheduled to m e e t  next w e e k  in J u n e a u  ( T h u r s d a y  a n d  Friday, 

F e b r u a r y  7 a n d  8). I h a v e  a r r a n g e d  w i t h  N a n c i  Jones for the B o a r d  to m e e t  w i t h  y o u  

at 10:30 a.m. o n  T h ursday, F e b r u a r y  7 a n d  for m e m b e r s  of the B o a r d  to be available to 

testify in com m i t t e e  h e a r i n g s  scheduled for that afternoon. I anticipate that the 

Bo a r d  will he p r e p a r e d  to take a  position o n  this legislation o n  F e b r u a r y  7. W e  c a n  

a r r a n g e  o u r  w o r k  schedule for this F e b r u a r y  7/8 m e e t i n g  to w o r k  w i t h  c o n c e r n e d  

legislators or m e m b e r s  of their staffs o n  this legislation.

F o l l o w i n g  are m y  personal c o m m e n t s  o n  the significant differences b e t w e e n  

H B  13 a n d  the Board/Society draft. At the conclusion of m y  observations. I m a k e  four 

r e c o m m e n d a t i o n s  for a  possible C o mmittee Substitute to replace H B  13.

H B  13, Section 2 - Y o u r  section 2 a m e n d s  present legislation to replace o n e  of 

the public m e m b e r  seats o n  the B o a r d  w i t h  a n  accountant w h o  is n o t  certified or 

licensed a n d  w h o  is not e m p l o y e d  b y  a  p e r s o n  licensed u n d e r  the Chapter. A s  y o u  

k n o w ,  this w a s  the principal s t umbling block to last year's legislation. I'm quite

School o/ Management program! in business administration and accounting a n  accredited by the Am erican A ssem bly  o f Collegiate Schools o fB u iln e u .


