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stock of the corporation.

(d) Dividends and royalties taxable to a corporation using the water’s edge combined 

reporting method are in lieu of an expense attribution for income excluded under (b) of this 

section.

(e) The department may require a corporation that files under (a) of this section to file 

a report under AS 43.20.065 - 43.20.071 prepared without regard to this section if the corporation 

or an affiliated corporation

(1) fails to comply with regulations adopted under this chapter, including domestic 

disclosure spread sheet filing requirements; or

(2) does not provide information that is requested by th**. department that is

necessary for the department to audit the taxpayer’s corporate return in a reasonable period of

time.

(0 This section does not apply to taxpayers subject to AS 43.20.072 engaged in

(1) the production of oil or gas from a lease or propc /  in the state; or

(2) the transportation of oil or gas by regulated pipeline in the state.

(g) In this section,

(1) "affiliated corporation" means a member of an affiliated group to which the 

taxpayer filing a return under (a) of this section belongs;

(2) "affiliated group" means a group of two or more corporations in which 50 

percent or more of the voting stock of each member of the group is directly or indirectly owned 

by one or more corporate or noncorporate common owners, or by one or more of the members 

of the group;

(3) "foreign corporation" means a corporation created or organized outside of the 

United States, the District of Columbia, the Commonwealth of Puerto Rico, or a possession of
i

the United States;

(4) "water’s edge ombined reporting method" means a reporting method in which 

the only corporations besides the taxpayer that may be included in the return are the corporations 

listed in (a) of this section.

* Sec. 4. This Act applies to tax years beginning after December 31, 1991.

* Sec. 5. This Act takes effect immediately under AS 01.10.070(c).
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IN THE LEGISLATURE OF THE STATE OF ALASKA 

SEVENTEENTH LEGISLATURE - FIRST SESSION

BY THE HOUSE FINANCE COMMITTEE

Offered: 5/1/91
Referred: Rules

Sponsor(s): REPRESENTATIVES MOYER, Brown, Koponcn, Ellis

A BILL 

FOR AN ACT ENTITLED

1 "An Act relating to the water’s edge method of calculating income taxes for certain

2 corporations, and to the determination of net income subject to state income tax from the

3 operation of a ship or water transportation carrier for a foreign corporation; and

4 providing for an effective date."

5 BE IT ENACTED BY THE LEGISLATURE OF THE STATE OF ALASKA:

6 * Section 1. PURPOSE, (a) By setting aside the exclusion front gross income of the income earned

7 by foreign corporations from vessel operations, it is the purpose of AS 43.20.030(h), added by sec. 3 of

8 this Act, to establish a uniform policy relating to the taxation of water transportation carriers, domestic

9 or foreign, subject to the apportionment of business income under AS 43.20.071.

10 (b) It is the purpose of the addition of AS 43.20.073, added by sec. 4 of this Act, lo promote

11 investment and traac opportunities in the state.

12 • Sec. 2. LEGISLATIVE INTENT. The amendments to the Alaska Net Income Tax made by this

13 Act arc not intended to reflect a determination or conclusion by the legislature as to the assertion that
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1 the imposition of the worldwide combined reporting metliod directed for u';c by certain taxpayers by

2 AS 43.20 violates the foreign commerce clause of the United States Constitution.

3 * Sec. 3. AS 43.20.030 is amended by adding a new subsection to read:

4 (h) For purposes of determining the net income of a foreign corporation from the

5 operation of a ship or water transportation carrier, the provisions of 26 U.S.C. 883(a)(1) do not

ft apply. The taxpayer shall calculate gross income taking into consideration income derived from

7 the operation of a ship or water transportation carrier, and the provisions of AS 43.20.071 apply

8 to the determination of income subject to taxation by the operation of this subsection.

9 ♦ Sec. 4. AS 43.20 is amended by adding a new section to read:

10 Sec. 43.20.073. AFFILIATED GROUPS, (a) A corporation that is a member of an

11 affiliated group shall file a return using the water’s edge combined reporting method. A return

12 under this section must include the following corporations if the corporations arc part of a unitary

13 business with the filing corporation:

14 (1) an affiliated corporation that is eligible to be included in a federal consolidated

15 return under 26 U.S.C. 1501 - 1505 (Internal Revenue Code) if the corporation’s property,

16 payroll, and sales factors in the United States average

17 (A) 20 percent or more; or

18 (B) under 20 percent, if the corporation docs not meet the requirements

19 of 26 U.S.C. 861(c);

20 (2) a domestic international sales corporation; in this paragraph, "domestic

21 international sales corporation" has the meaning given in 26 U.S.C. 992(a);

22 (3) a foreign sales corporation; in this paragraph, "foreign sales corporation" has

23 the meaning given to the term "FSC" in 26 U.S.C. 922(a);

24 (4) a corporation, regardless of the place where the corporation was incorporated,

25 if the corporation’s property, payroll, and sales factors in the United States average 20 percent

26 or more;

27 (5) a corporation that is incorporated in or docs business in a country that docs

28 not impose an income tax, or that imposes an income tax at a rate lower than 90 percent of the

29 United States income tax rate on the income tax base of the corporation in the United States, if

30 (A) 50 percent or more o f the sales, purchases, or payments of income or

31 expenses, exclusive of payments for intangible property, of the corporation arc made
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1 directly or indirectly to one or more members of a group of corporations filing under the

2 water’s edge combined reporting method;

3 (B) the corporation does not conduct significant economic activity.

4 (b) When computing taxable income for a corporation under (a) of this section, the

5 following amounts shall be excluded:

6 (I)  80 percent of dividend income received from foreign corporations;

7 (2) an amount treated as a dividend under 26 U.S.C. 78;

8 (3) 80 percent of the royalties accrued or received from a foreign corporation.

9 (c) In (b)( 11 and (3) of this section, a payment is considered lo be received from a

10 corporation that is part of the unitary business if the payment is received

11 (I)  by a member of an affiliated group included in a water’s edge combined

12 report filed under this section; and

13 (2) from a corporation in which the recipient owns 50 percent or more of the

14 stock of the corporation.

15 (d) Dividends and royalties taxable to a corporation using the water's edge combined

16 reporting method are in lieu of an expense attribution for income excluded unde (h) of this

17 section.

18 (e) The department may require a corporation that files under (a) of this section lo file

19 a report under AS 43.20.065 - 43.20.071 prepared without regard to this section if the corporation

20 or an affiliated corporation

21 (I) fails to comply with regulations adopted under this chapter, including domestic

22 disclosure spread sheet filing requirements; or

23 (2) does not provide information that is requested by the department that is

24 necessary for the department to audit the taxpayer’s corporate return in a reasonable period of

25 time.

26 (0  This section docs not apply to taxpayers subject to AS 43.20.072 engaged in

27 (1) the production of oil or gas from a lease or property in the state; or

28 (2) the transportation of oil or gas by regulated pipeline in the state.

29 (g) In this section,

30 (I) "affiliated corporation" means a member of an affiliated group to which the

31 taxpayer filing a return under (a) of this section belongs;
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1 (2) "affiliated group" means a group of two or more corporations in which 50

2 percent or more of the voting stock of each member of the group is directly or indirectly owned

3 by one or more corporate or noncorporate common owners, or by one or more of the members

4 of the group;

5 (3) "foreign corporation" means a corporation created or organized outside of the

6 United States, the District of Columbia, the Commonwealth of Puerto Rico, or a possession of

7 the United States;

8 (4) "water’s edge combined reporting method" means a reporting method in which

9 the only corporations besides the taxpayer that may be included in the return arc the corporations

10 listed in (a) of this section.

11 * Sec. 5. This Act applies to tax years beginning after December 31, 1991.

12 * Sec. 6. This Act takes effect immediately under AS 01.10.070(c).
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IN THE LEGISLATURE OF THE STATE OF ALASKA 

SEVENTEENTH LEGISLATURE - FIRST SESSION

BY T 1IK  H O U S E  S P E C IA L  C O M M IT T E E  O N  IN T E R N A T IO N A L  T R A D E  A N D  T O U R IS M  

O ffe re d : 2/19/91
R e fe rre d : L a b o r  a n d  C o m m e rc e , F in an ce

S p o n so r(s ): R E P R E S E N T A T IV E S  M O Y E R , B ro w n , K o p o n en , E llis

A BILL 

FOR AN ACT ENTITLED

1 "An Act relating to the water’s edge method of calculating income taxes for certain

2 corporations other than corporations engaged in the production of oil or gas from a lease

3 or properly in the state or in the transportation of oil or gas by regulated pipeline in

4 the state; and providing for an effective date."

5 BE IT ENACTED BY THE LEGISLATURE OF THE STATE OF ALASKA;

6 * Section 1. It is the purpose of this Act to promote investment and trade opportunities in the state.

7 * Sec. 2. AS 43.20 is amended by adding a new section to read:

C S  F O R  H O U S E  BILL NO. 12 (ITT)

8 Sec. 43.20.073. AFFILIATED GROUPS, (a) A corporation that is a member of an

9 affiliated group shall file a return using the water’s edge combined reporting method. A return

10 under this section must include the following corporations if the corporations arc pan o f a unitary

11 business with the filing corporation:

12 ( I ) an affiliated corporation that is eligible to be included in a federal consolidated

13 return under 26 U.S.C. 1501 - 1505 (Internal Revenue Code) if the corporation’s property,
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1 payroll, and sales factors in the United States average

2 (A) 20 percent or more; or

3 (B) under 20 percent, if the corporation does not meet the requirements

4 o f 26 U.S.C. 861(c);
5 (2) a domestic international sales corporation; in this paragraph, "domestic

6 international sales corporation" has the meaning given in 26 U.S.C. 992(a);

7 (3) a foreign sales corporation; in this paragraph, "foreign sales corporation" has

8 the meaning given to the term "FSC" in 26 U.S.C. 922(a);

9 (4) a corporation, regardless of the place where the corporation was incorporated,

10 if the corporation’s property, payroll, and sales factors in the United States average 20 percent

11 or more;

12 (5) a corporation that is incorporated in or does business in a country that does

13 not impose an income tax, or that imposes an income tax at a rate lower than 90 percent of the

14 United States income tax rate on the income tax base of the corporation in the United States, if

15 (A) 50 percent or more of the sales, purchases, or payments of income or

16 expenses, exclusive of payments for intangible property, of the corporation are made

17 directly or indirectly to one or more members of a group of corporations filing under the

18 water’s edge combined reporting method;

19 (B) the corporation does not conduct significant economic activity.

20 (b) When computing taxable income for a corporation under (a) of this section, the

21 following amounts shall be excluded:

22 (1) 80 percent of dividend income received from foreign corporations;

23 (2) an amount treated as a dividend under 26 U.S.C. 78;

24 (3) 80 percent of the royalties accrued or received from a foreign corporation.

25 (c) In (b)(1) and (3) of this section, a payment is considered to be received from a

26 corporation that is part of the unitary business if the payment is received

27 (1) by a member of an affiliated group included in a water’s edge combined

28 report filed under this section; and

29 (2) from a corporation in which the recipient owns 50 percent or more of the

30 stock of the corporation.

31 (d) Dividends and royalties taxable to a corporation using the water’s edge combined
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1 reporting method nrc in lieu of an expense attribution for income excluded under (b) of this

2 section.

3 (c) T h e  department m a y  require a corporation that files under (a) of this section to file

4 ;t report under A S  43.20.065 - 43.20.071 prepared without regard to this section if the corporation

5 or an affiliated corporation

6 (1) fails to comply with regulations adopted under this chapter, including domestic

7 disclosure spread sheet filing requirements; or

8 (2) docs not provide information that is requested by the department that is

9 necessary for the department to audit the taxpayer’s corporate return in a reasonable period of

10 time.

11 (f) This section does not apply to taxpayers subject to A S  43.20.072 engaged in

12 (1) the production of oil or gas from a lease or property in the state; or

13 (2) the transportation of oil or gas by regulated pipeline in the state.

14 (g) In this section.

15 (1) "affiliated corporation" m e a n s  a m e m b e r  of an affiliated group to which the

16 taxpayer filing a return under (a) of this section belongs;

^  17 (2) "affiliated group" means a group of two or more corporations in which 50

18 percent or more of the voting stock of each m e m b e r  of the group is directly or indirectly o w n e d

19 by one or mo r e  corporate or noncorporate c o m m o n  owners, or by one or m o r e  of the m e m b e r s

20 of the group;

21 (3) "foreign corporation" means a corporation created or organized outside of the

22 United States, the District of Columbia, the C o m m o n w e a l t h  of Puerto Rico, or a possession of

23 the United States;

24 (4) "water’s edge combined reporting method" means a reporting method in which

25 the only corporations besides the taxpayer that m a y  be included in the return are the corporations

26 listed in (a) of this section.

27 * See. 3. This Act applies to tax years beginning after December 31, 1991.

28 * Sec. 4. This Act takes effect immediately under AS 01.10.070(c).
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B o g l e s  G a t e s  m e m o r a n d u m

A p r i l  1 , 1991 2 1 6 8 8 /0 1 0 1 2

TO: H ouse  F in a n c e  C o m m it te e  M em bers

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

RE: W a t e r ' s  Edge T a x  L e g i s l a t i o n

W hat i s  B a r c l a y s ' ? I t  i s  a r e c e n t  C a l i f o r n i a  C o u r t  o f  
A p p e a ls  d e c i s i o n  h o l d i n g  t h a t ,  a s  a p p l i e d  t o  f o r e i g n - b a s e d  u n i t a r y  
g r o u p s ,  t h e  C a l i f o r n i a  " w o r l d w i d e "  c o m b in e d  r e p o r t i n g  m e th o d  
("WWCR") v i o l a t e s  t h e  f o r e i g n  com m erce  c l a u s e  o f  t h e  U .S .  
C o n s t i t u t i o n .  A u n i t a r y  g r o u p  i s  a g r o u p  o f  c o r p o r a t i o n s  w i t h  
common o w n e r s h ip  t h a t  h a v e  a t t r i b u t e s  o f  f u n c t i o n a l  i n t e g r a t i o n ,  
c e n t r a l i z e d  m anagem en t a nd  e c o n o m ie s  o f  s c a l e .  A f o r e i g n - b a s e d  
u n i t a r y  g r o u p  i s  o n e  i n  w h ic h  t h e  p a r e n t  c o r p o r a t i o n  i s  b a s e d  i n  
a c o u n t r y  o t h e r  t h a n  t h e  U .S .  By c o n t r a s t ,  a u n i t a r y  g r o u p  w i t h  
a p a r e n t  c o r p o r a t i o n  b a s e d  i n  t h e  U .S .  i s  know n  a s  a d o m e s t i c - b a s e d  
u n i t a r y  g r o u p .  A WWCR m e th o d  i s  o n e  w h ic h  t a x e s  a p o r t i o n  o f  a 
u n i t a r y  g r o u p ' s  in c o m e  no  m a t t e r  w h e re  i t  was e a r n e d  i n  t h e  w o r l d .  
T he  C a l i f o r n i a  C o u r t  o f  A p p e a ls  i s  an  i n t e r m e d i a t e  a p p e l l a t e  c o u r t .  
I t s  d e c i s i o n  was a p p e a le d  b y  t h e  C a l i f o r n i a  F r a n c h i s e  T a x  B o a rd  t o  
t h e  C a l i f o r n i a  Suprem e C o u r t  w h ic h  h a s  a c c e p t e d  t h e  a p p e a l .  A 
r u l i n g  i s  n o t  e x p e c te d  f r o m  t h e  C a l i f o r n i a  S u p re m e  C o u r t  f o r  a t  
l e a s t  a y e a r .  I t s  d e c i s i o n  -  no  m a t t e r  w h a t  i t  i s  -  i s  e x p e c te d  
t o  be  a p p e a le d  t o  t h e  U .S .  Suprem e C o u r t .

W hat e f f e c t  d o e s  B a r c l a y s  h a v e  on  A l a s k a ? B a r c l a y s  w i l l  
h a v e  s u b s t a n t i a l  p e r s u a s i v e  w e i g h t  t o  a n y  A la s k a  c o u r t  w h ic h  may 
be  p r e s e n t e d  w i t h  t h e  i s s u e  o f  t h e  c o n s t i t u t i o n a l i t y  o f  A l a s k a ' s  
WWCR a s  a p p l i e d  t o  f o r e i g n - b a s e d  u n i t a r y  g r o u p s .  O n ly  a d e c i s i o n  
o f  t h e  U .S .  S up rem e  C o u r t ,  h o w e v e r ,  w o u ld  be  c o n t r o l l i n g  u p o n  an 
A la s k a  c o u r t  a d d r e s s i n g  t h i s  i s s u e .  B a r c l a y s  a p p e a r s  t o  im p a c t  
e q u a l l y  A l a s k a ' s  in c o m e  t a x  im p o s e d  b o t h  u p o n  f o r e i g n - b a s e d  n o n - o i l  
& g a s  and  f o r e i g n - b a s e d  o i l  & g a s  u n i t a r y  g r o u p s .  B o th  a r e  
c u r r e n t l y  t a x e d  u n d e r  WWCR. I t  i s  i m p o r t a n t  t o  n o t e  t h a t  
d o m e s t i c - b a s e d  u n i t a r y  g r o u p s  a r e  u n a f f e c t e d  b y  B a r c l a y s . I n  f a c t ,  
a n  e a r l i e r  U .S .  S up rem e  C o u r t  c a s e ,  C o n t a i n e r  C o r p . *. h e l d  t h a t  
C a l i f o r n i a ' s  WWCR was c o n s t i t u t i o n a l  a s  a p p l i e d  t o  d o m e s t i c - b a s e d  
u n i t a r y  g r o u p s .  We h a v e  no  d a t a  a s  t o  t h e  n u m b e r  o f  n o n - o i l  & g a s  
f o r e i g n - b a s e d  u n i t a r y  g r o u p s  d o i n g  b u s i n e s s  i n  A l a s k a .  Upon 
i n q u i r y ,  we h a v e  l e a r n e d  t h a t  p e r h a p s  a s  fe w  a s  t h r e e  o i l  & g a s  
f o r e i g n - b a s e d  u n i t a r y  g r o u p s  do  b u s i n e s s  i n  A l a s k a ,  w i t h  t h e  m o s t  
s i g n i f i c a n t  b e i n g  BP.

Ci\oocs\rttN(a.«tN



Memorandum t o  House F in a n c e  C o m m itte e  Members
A p r i l  1 , 1991
Page 2

W o u ld  B a r c l a y s '  e f f e c t  be r e t r o a c t i v e ? I f  A l a s k a ' s
c o r p o r a t e  in c o m e  t a x  m e th o d  i s  u n c o n s t i t u t i o n a l ,  a n y  a f f e c t e d
t a x p a y e r  c o u l d  dem and a r e f u n d  f o r  a n y  o p e n  y e a r ,  s o  l o n g  as  t h e  
t a x  was p a i d  u n d e r  p r o t e s t .  A y e a r  i s  g e n e r a l l y  o p e n  i f  t h e  r e t u r n  
was f i l e d  w i t h i n  t h e  p r i o r  t h r e e  y e a r s  o r  t h e  t a x  was p a i d  w i t h i n  
t h e  p r i o r  tw o  y e a r s .

How d o e s  HB 12 a d d r e s s  t h a t  e f f e c t ? HB 12 i s  a b i l l  t h a t
w o u ld  c h a n g e  t h e  m e th o d  o f  r e p o r t i n g  f r o m  a WWCR t o  a " w a t e r ' s
e d g e "  c o m b in e d  m e th o d .  A w a t e r ' s  e d g e  m e th o d  t a x e s  o n l y  in c o m e  
e a r n e d  w i t h i n  t h e  " w a t e r ' s  e d g e "  o f  t h e  U .S .  The b i l l  a p p l i e s  
e q u a l l y  t o  f o r e i g n - b a s e d  a n d  d o m e s t i c - b a s e d  u n i t a r y  g r o u p s .  The  
b i l l  d o e s  n o t  a p p l y  t o  c o r p o r a t i o n s  e n g a g e d  i n  t h e  p r o d u c t i o n  o r  
t r a n s p o r t a t i o n  o f  o i l  & g a s .  The  w a t e r ' s  e d g e  m e th o d  o f  r e p o r t i n g  
d o e s  n o t  a f f e c t  b u s i n e s s  a c t i v i t i e s  t h a t  a r e  w h o l l y  f o r e i g n .  
T h e r e f o r e ,  t h e  w a t e r ' s  e d g e  m e th o d  o f  r e p o r t i n g  d o e s  n o t  v i o l a t e  
t h e  f o r e i g n  com m erce  c l a u s e  o f  t h e  U .S .  C o n s t i t u t i o n .

W hat i s  t h e  d i f f e r e n c e  b e tw e e n  w o r l d w i d e  and  w a t e r ' s  edge  
c o m b in e d  r e p o r t i n g ? C o m b in e d  r e p o r t i n g  m u s t  i n c l u d e  some m e th o d  
o f  a l l o c a t i n g  a p o r t i o n  o f  t h e  u n i t a r y  g r o u p ' s  in c o m e  t o  A la s k a  f o r  
in c o m e  t a x  p u r p o s e s .  T h e  p o r t i o n  i s  u s u a l l y  d e t e r m in e d  b y  
c o m p a r in g  t h e  a m o u n ts  o f  t h r e e  f a c t o r s  -  s a l e s ,  p r o p e r t y  and  
p a y r o l l  -  w i t h i n  t h e  S t a t e  t o  t h e  a m o u n ts  f o u n d  t h r o u g h o u t  t h e  
e n t i r e  w o r l d  ( i . e . ,  w o r l d w i d e )  o r  w i t h i n  t h e  b o u n d s  o f  t h e  U .S .  
( i . e . ,  w a t e r ' s  e d g e ) .  E ach  o f  t h e  t h r e e  f a c t o r s  i s  r e d u c e d  t o  a 
f r a c t i o n ,  t h e  n u m e r a t o r  o f  w h ic h  i s ,  f o r  i n s t a n c e ,  t h e  s a l e s  i n  
A l a s k a .  U n d e r  t h e  w o r l d w i d e  m e th o d  t h e  d e n o m in a t o r  w o u ld  be t h e  
s a l e s  o f  t h e  u n i t a r y  g r o u p  t h r o u g h o u t  t h e  w o r l d .  U n d e r  t h e  w a t e r ' s  
e d g e  m e th o d ,  t h e  d e n o m in a t o r  w o u ld  be  j u s t  t h e  s a l e s  o f  t h o s e  
m em bers  o f  t h e  u n i t a r y  g r o u p  w h ic h  c o n d u c t  s u b s t a n t i a l  a c t i v i t y  
w i t h i n  t h e  w a t e r ' s  e d g e  o f  t h e  U .S .  U n d e r  t h e  w o r l d w i d e  m e th o d ,  
t h e  a v e r a g e  o f  t h e  t h r e e  f a c t o r s '  f r a c t i o n s  w o u ld  t h e n  be 
m u l t i p l i e d  b y  t h e  w o r l d w i d e  in c o m e  o f  t h e  u n i t a r y  g r o u p .  U n d e r  t h e  
w a t e r ' s  e d g e  m e th o d ,  t h e  a v e r a g e  o f  t h e  t h r e e  f a c t o r s '  f r a c t i o n s  
w o u ld  t h e n  be m u l t i p l i e d  b y  j u s t  t h e  in c o m e  o f  t h o s e  m em bers  o f  t h e  
u n i t a r y  g r o u p  w h ic h  c o n d u c t  s u b s t a n t i a l  a c t i v i t y  w i t h i n  t h e  w a t e r ' s  
e d g e  o f  t h e  U .S .  T h e  t a x  g e n e r a t e d  f r o m  t h e  w a t e r ' s  e d g e  m e th o d  
i s  p o t  n e c e s s a r i l y  l e s s  t h a n  t h e  t a x  g e n e r a t e d  f r o m  t h e  w o r l d w i d e  
m e th o d .  T h e  t a x  d i f f e r e n c e  w i l l  v a r y  on  a c a s e  b y  c a s e  b a s i s ,  b u t  
i n  many c a s e s  t h e  t a x  f r o m  a w a t e r ' s  e d g e  m e th o d  w i l l  be  g r e a t e r  
t h a n  t h e  t a x  f r o m  a w o r l d w i d e  m e th o d .  W h ic h  m e th o d  p r o d u c e s  t h e  
g r e a t e r  a m o u n t  o f  t a x  d e p e n d s  u p o n  w h e t h o r  a u n i t a r y  g r o u p ' s  
f o r e i g n  o r  d o m e s t i c  a c t i v i t i e s  a r e  m o re  p r o f i t a b l e .

M u s t  HB 12 a d d r e s s  t h e  in c o m e  t a x  upo n  o i l  and  g a s  
c o m p a n ie s ? T h e  d i f f e r i n g  m e th o d s  o f  t a x a t i o n  f o r  o i l  & g a s  
c o r p o r a t i o n s  a n d ,  u n d e r .  HB 1 2 ,  f o r  n o n - o i l  & g a s  c o r p o r a t i o n s  do  
n o t  a p p e a r  t o  c r e a t e  a c o n s t i t u t i o n a l  p r o b le m .  I n  t h e  ARCO* c a s e ,  
t h e  A la s k a  S up rem e  C o u r t  u p h e ld  t h e  u s e  o f  t h e  s e p a r a t e  a c c o u n t i n g
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m e th o d  o f  r e p o r t i n g  f o r  o i l  & g a s  c o r p o r a t i o n s  d e s p i t e  t h e  c l a i m  
t h a t  i t  v i o l a t e d  t h e  e q u a l  p r o t e c t i o n  c l a u s e  b e c a u s e  o t h e r  
c o r p o r a t i o n s  w e re  t a x e d  u n d e r  a d i f f e r e n t  a n d  ( a r g u a b l y )  m ore  
f a v o r a b l e  m e th o d .  T h e  d i f f e r e n t  m e th o d s  o f  r e p o r t i n g  o c c a s io n e d  
b y  HB 12 w o u ld  a l m o s t  c e r t a i n l y  w i t h s t a n d  an  e q u a l  p r o t e c t i o n  
c h a l l e n g e .  T h e  o i l  & g a s  i n d u s t r y  d o e s  n o t  a p p e a r  t o  be  c o n c e r n e d  
w i t h  HB 1 2 .  T he  i n d u s t r y ' s  f e a r  o f  s e p a r a t e  a c c o u n t i n g  a p p e a r s  t o  
h a v e  k e p t  i t  f r o m  a d v o c a t i n g  a n y  c h a n g e  t o  t h e  m e th o d  i n  w h ic h  t h e  
S t a t e  t a x e s  o i l  & g a s  c o r p o r a t i o n s .  T h e r e f o r e ,  HB 12 n e e d  n o t  
a d d r e s s  t h e  m e th o d  o f  t a x a t i o n  f o r  o i l  & g a s  u n i t a r y  g r o u p s .  
H o w e v e r ,  t h e  l i k e l y  im p a c t  o f  B a r c l a y s  u p o n  t h e  c u r r e n t  m e th o d  o f  
t a x i n g  f o r e i g n - b a s e d  o i l  & g a s  u n i t a r y  g r o u p s  may mean t h a t  t h e  
i s s u e  o f  c o n s t i t u t i o n a l i t y  s h o u ld  b e  a d d r e s s e d .

c c :  D a v id  P .  H a r lo w

1 .  B a r c l a y s  B ank I n t e r n a t i o n a l  L i m i t e d  v .  F r a n c h i s e  T a x  B o a rd .  
275  C a l .  R p t r .  626 ( C a l .  C t .  A p p .  199 0 )

2 .  C o n t a i n e r  C o r p .  v .  F r a n c h i s e  T a x  B o a r d . 463 U .S .  1 5 9 ,  103 
S . C t . 2 9 3 3 ,  77 L . E d . 2 d  545 (1 9 8 3 )

3 .  A t l a n t i c  R i c h f i e l d  Company v .  S t a t e  o f  A l a s k a . 705  P . 2d  418 
( A la s k a  198 5 )



1 1 1
a,

U c.
z  a*

I I“  La
£  o
o  4>

u l
' S O
*  U
C Co  c:
£  0
r  c« 0 3 w
g*w

0  olj

House Bill 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.

Major 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 thin 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 he 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 m aintain the status quo.

Psychology also plays an important role in business decisions. The Department 
of Revenue’s in itial 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.

Date:

Olds, Commissic

2 - j f - r /
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FISCAL NOTE

STATE OF ALASKA 
1991 LEGISLATIVE SESSION

Revision Date: March 12. 1991________
Title: An act relating to the water's
edge method of taxation_____________

sponsor: Representative Mover________
Requestor:__________________________

No. 2
Bill Version:^
(H) Publish Date: 3/20/91

CSHB 12 (FIN)

Department Affected:Oeoartment of on1:?
BRU: Revenue Operations_________________
Component: Income and Excise Audit______

COMPONENT SERIAL NO.

OPERATING FY 92 FY 93 FY 94 FY 95 FY 96 1 FY 97
PERSONAL SERVICES 0.0 0.0 63.8 63.8 63.3 I 53.3
TRAVEL 0.0 30.0 34.8 39.3 39.3 39.3
CONTRACTUAL 13.0 15.0 17.0 17.0 17.0 17.0
SUPPLIES 0.0 2.5 2.5 8.0 3.0 3.0
EQUIPMENT
LANDS I  STRUCTURES 
GRANTS. CLAIMS 
MISCELLANEOUS

0.0 0.0 14.5 2.5 0.0 0.0

TOTAL OPERATING 13.0 47.5 I 132.6 130.6 123.1 n a . 1

C A P I T A L  ! 0.0 1 0.0 1 0.0 1 0.0 1 0.0 1 n 0 1

REVENUE

' 
_
 

o 
o

o 
o
 

o 
o

in 
tn (1000 - 

3000)
dooo - j
3000)

(1000 - 
3000)

—•
o 

o
 

o 
o
 

o 
o 1 (1CC0 - 

.. 3CC0)

FUNDING: (Thousands of Dollars)
GENERAL FUND 
FEDERAL FUNDS 
OTHER 
TOTAL

13.0

13.0

47.5

47.5

132.6

132.6

130.6

130.6

128.1

128.1

123.1

123.1

POSITIONS:
FULL-TIME
PART-TIME
TEMPORARY

0.0 0.0 1.0 1 .0 1.0 1.0

Estimate of current year Impact:

ANALYSIS: Attach a separate page for analysis.

ATTACHED

B v chin 1Prepared-------— ■ ■ ■ ■ ...... ..........................^
Division: Income and Excise Audit Division

_  Phone: (.907).465-222: 
_ _ ^ 0 a te :  Marcn >2.  ̂?9i

Aoproved by Commissioner: . Lee E. Fisher _________________
Agency: Department of Revenue__________________________ Date: a '
Distribution (by preparer): Legislative Finance, Legislative Sponsor, Requestor. 2M9. \
Impacted Agency(ies).

Rev 10/90

c o m m a s  c o p y

Page J _  of



Fiscal Note Analysis, CSHB12 
Income and Excise Audit Division 
Prepared by Bill Floerchlnger 
March 12, 1991

The proposed legislation mandates the use of a water's edge method of 
accounting under the Income tax law for non-oil and gas taxpayers. The 
legislation would be effective for tax years beginning In calendar 1992. Returns 
would be due In calendar 1993 and audits would begin In FY94. The data below 
shows the timing for the.various cost components required to administer the 
proposed legislation.

Persona! Services
1 Revenue Auditor IV, Anchorage

FY92
$0.0

FV93
$0.0

FY94
$53.3

FY95
$63.3

rotal Personal Services Costs $0.0 $0.0 $53.3 $63.3

Trave 1
Training, 5 0 $10.0 
Management Review, 4 @ $.5 
12 Audits completed 0 $1.9 
9 Appeals completed In Anchorage 0 $.5

$0.0
$0.0
$0.0
$0.0

$30.0
$0.0
$0.0
$0.0

$10.9
$2.0

$22.3
$0.0

$10.0 
$2.0 

$22.3 
$4.5

Total Travel $0.0 $30.0 $34.3 $39.3

Contractual
Printing and Advertising Costs 
Telecommunications, Centrex

$13.0
$0.0

$13.0
$2.0

$13.0
$4.0

$13.0
$4.0

Total Contractual $13.0 $15.0 $17.0 $17.0

Sudd 1les
Office supplies, Computer supplies, 
Audit Manuals and References $0.0 $2.5 $2.5 $3.0

Total Supplies $0.0 $2.5 $2.5 $3.0

Equipment
2 Wang PC Computers, Cable Hookup 
2 Laptop Computers

$0.0
$0.0

o 
o

 
• 

•
o 

o $7.5
$7.0

$2.5
$0.0

Total Equipment $0.0 $0.0 $14.5 $2.5

TOTAL COSTS $13.0 132.5 $130.4

C o p y

in



FISCAL N O T E

S T A T E  O P  A L A S K A  ^
1991 LEGISLATIVE SESSION

I
N o .  3

Bill Version: CSHB : :  ( F I S )

Revision Date: ______________________
7 Hie; An Act Relating to the Water's

Edge Method of Calculating Income Tax
Sponsor: Rep. Moyer_______________
Requestor: ________________________

(H) Publish Date: 3/20 ai
Department AHected: Commerce & Economic Dev.
BRU: Banking, Securities f, Corporations 
Component:_______________________________

COMPONENT SERIAL NO.

Expenditures/Revenues: (Thousands ol Dollars)
OPERATING FY 92 FY 93 FY 94 FY 95 FY 96 FY 97

PERSONAL SERVICES *

TRAVEL
CONTRACTUAL
SUPPLIES
EQUIPMENT
LAND 4 STRUCTURES
GRANTS. CLAIMS
MISCELLANEOUS
TOTAL OPERATING 0 0 0 0 0 0

CAPITAL 0 0 0 0 . 0 . . . . . 0

REVENUE 0 0 0 0 0 0

FUNDING: (Thousands ol Dollars)
GENERAL FUND
FEDERAL FUNDS 1
OTHER
TOTAL 0 0 0 0 0 0 i

POSITIONS:
FULL-TIME 0 0 0 0 0 0
PART-TIME 1
TEMPORARY

Estimate ol current year impact:.

ANALYSIS (Attach a separate page i! necessary.) Th1 s bi l l  proposes to amend the method of con-
puting corporate Net Income Tax payable to Alaska. Definitions for the corporation's
"affil iated groups" and cr i te r ia  for determining the U.S. taxable income are given.
Corporations producing or transporting oil and gas are not subject to the water's eoce
method. The ourpose of J iheh f]) ys TjLPromote investment and trade opportunities in 

 ---------------------------------------------------
Prepared By: Willis FT Kirkpatrick. Director_________  phono: 465-2521____________
Division: ___ Bankinqt _Securities i Corporat ionvy . Date: 2/27/91______

Glenn A. OldsApproved by Commissioner: _____________________
Agency Department of Commerce & Economic Development

J t 'c

Date:

Distribution (by preparer): Legislative Finance, legislative Sponsor. Requestor. OMB, & Impacted Agency; es;

$120/02289la C O M M I T T E E  C O P T  “
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Fairbanks Oaily News-Miner, Fai

'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

State Rep. Tom Moyer. D- 
Fairbanks, is moving quickly 
this legislative session to re­
write state corporate income 
tax laws in ways he believes will 
attract more foreign companies 
to invest here.

Moyer introduced HB 12. with 
Rep. Niilo Koponen. D- 
Fairbanks, and two others as co­
sponsors. to change the corpo­
rate income tax reporting for- 

' mula from the "worldwide com- 
' bined“ method used here for 

jimost two opcaaes to a "wa- I 
i ter s eoge" formula.

Vou don t have to be a lax 
attorney to appreciate the dif­
ference. although it would help. 
The whole issue revolves around

F r e d

P r a t t

how a political jurisdiction like 
the State of Alaska should deter­
mine how much of a multination­
al corporation s income comes 
from operations in just our state.

The worldwide combined 
method offers a simple 
approach. It totals all of a cor­
porations income, then calcu­
lates a share for Alaska by tak­
ing into account tha corpora­
tion's property, payroll and 
sales in Alaska.

Prudhoe Bay oil companies 
like this because their payroll 
and sales in Alaska are very 
small, relative toother areas, so 
their corporate income tax pay- 

I ments here were quite low in 
comparison to the huge profits 
they made from oil produced 
here. This led the Legislature in 
1977 to adopt a "separate 
accounting" formula just for oil 
companies, aimed at taxing a 

I more accurately calculated esu- 
j mate of their real Alaska in 
i come.

This wasn't popular among 
the oil companies and they chal­
lenged the constitutionality of 
separate accounting. In 1981. 
while the challenge was still in 
court, a group of Anchorage Re­
publicans took over the lead­
ership of the State House and re­
pealed the separate accounting 
law.

The U.S. Supreme Court even­
tually ruled separate account­
ing was constitutional, but by 
then Alaska had already gone 
back to worldwide combined, at 
the cost of many millions of dol­
lars a year.

But during this same time 
most other states were following 
Alaska's lead of 1977 and chang­
ing all corporate income tax to 
"water's edge," which is basi­
cally ar *asier form of separate 
accounting. It’s more compli­
cated than worldwide combined, 
bertuse it has to calculate a 
multinational corporation's 
earnings just from Alaska, stop­
ping at our "water s edge." hut 
it's more fair and it keeps Alas­
kan revenue agents out of a fore­
ign corporation's other books.

By the late 1980s Alaska was 
the last state to still use worl- | 
dwide combined corporate in­
come tax reporting. A change 
we pioneered is used by every­
one but us.

In 1988 a bunch of Republicans 
in the Alaska Leglsalture hired 
Arthur B. Laffer, the economist 
whose teachings guided Ronald 
Reagan in developing "Reaga­
nomics." to tell ua how we could 
change our tax codes to help 
business. Laffer's champions in 
Juneau were rather shocked 
when he told them one of the best 
and fastest changes they should 
make was to scrap worldwide 
combined accounting.

"The worldwide combined 
method discourages invest­
ments in Alaska by foreign cor­
pora tlonc," Laffer flatly stated. 
"For example, the Idemitsu 
Company has postponed de­
velopment of the Wlshbene Hill | 
coal deposit because it believes 
the cost of the porject will be too 
high if their taxes are computed 
using worldwide combination. 
Foreign corporations are reluc­
tant to have their books on op­
erations outside the United 
States examiend by auditors 
from Alaska."

Laffer noted that in Fiscal 
Year 1977 non-oil corporate in­
come taxes in Alaska totaled 
only *20 S million, or 1.1 percent 
of the state's total general fund 
revenues. " the way many

•See PRATT. P»K* B-6>

PRATT: Changing
(Continued from Page B-l)

businesses are avoiding Alaska's 
relatively high unitary tax is by not 
locating in Alaska." Laffer said.
"The only businesses locating in 

i Alaska will be those that cannot do 
i business elsewhere.
I "Aside from natural resource 
I processing firms, the slate's con- 
I tinued use of a worldwide- 
I combined unitary tax will discour- 
: age non-resource processing multi- 
! national corporations from locat- 
*: ing in Alaska." Laffer predicted.
| The problem with fixing this is 
• that too many people like to play 
. with the solution. Former Gov.
3 Steve Cowper tried to push a "wa- 
j ter's edge" bill through last year 
' that would have only applied to 

foreign corporations, leaving U.S.
I multinational corporations under 
I the higher tax formula.

-I HB 12 still has some problems, 
i One has to consider the fairness to 

small Alaska corporations who 
won’t get some tax breaks allowed 
large outside competitors, and 
there may be some problem with 
excluding the oil companies from 
the deal.

But when Moyer brought HB 12 
out for its first hearii.j last week, it

formula
drew support from the Anchorage 
Chamber of Commerce, the Alaska 
State Chamber of Commerce, the 
Alaska Miners Association, and the 
Anchorage Economic Develop­
ment Corp.

The Department of Revenue re­
ported that the change would cost 
at most S3 million a vcar m lost re 
venue and require mring (our new 
auditors, certainly a cheap price to 
pay for a even a hint uf foreign in 
•ercst in Alaska.

■ trrr-Uncf p«nuuutrr4Pr»ttk*t rtn cot rrta( Alatka fcu-irtf n jM poour i 
•r the pau l< tcarv



(II)
Dale Referred: March 20, 1991

p U S E  COMMITTEE REVOf'
a •

Date of Committee Action: V 2 & 

The FINANCE Committee considered: 

MOUSE BILL NO. 12

FURTHER REFERRALS:

HB 12

CORPORATE INC OME TAX REPORTING METHODS

"An Act relating to the water's edge method of calculating income taxes for certain corporations other than 
corporations engaged in the production of oil or gas from a lease or property in the state or in the transportation 
of oil or gas by regulated pipeline in the state; and providing for an effective date."
R E C O M M E N D A T I O N S :  . ^  ^  I I  the same title

be replaced w i t h ______________ A'* ___________________ I*] a title

[ ] have attached amendments(s)

[ ] do pass

[ J do not pass

[*] no recommendations

[ ] individual recommendations

[ ] additional referral to t h e ________________________________________ Committee

ADOPTS: letter of Intent

A T T A C H E S  N E W  F I S C A L  NOTE(s): (Dep<)

| J fiscal impact______________________________

A P P R O V E S  P R E V I O U S :  (PttUDm}

(X] fiscal note(s) tffr/G/ot+G 3 - 2 *>- fv

( | zero fiscal note [xl zero fiscal note(s)

SIGNING D O  PASS O T H E R  R E C O M M E N D A T I O N S

C h a i r m a n  s  s i g n a t u r e



Alaska State Legislature
HOUSE OF REPRESENTATIVES

Official Business P.O. Box V 
State Capitol 

Juneau, Alaska 99811
April 23, 1991

To: H o u s e  F i n a n c e  C o m m i t t e e

F r o m :  Representative K a y  Brc

Chair, S u b c o m m i t t e e  o n

T h e  S u b c o m m i t t e e  o n  H B 1 2  requested the attached draft c o m m i t t e e  

substitute. N o t e  that the bill title w a s  b r o a d e n e d  in order to 

a c c o m m o d a t e  a c h a n g e  relating to taxation of international cruise 

c o m p a n i e s .  T h e  following is a discussion of m a j o r  issues discussed b y  

the s u b c o m m i t t e e  a n d  c h a n g e s  m a d e  in the p r o p o s e d  c o m m i t t e e  

substitute.

I. I m p a c t  of H B 1 2  o n  R e v e n u e s

T h e  D e p a r t m e n t  of R e v e n u e  i n f o r m e d  the s u b c o m m i t t e e  that it 

w o u l d  b e  unable, in the time allowed, to provide a n  analysis o f  h o w  

r e v e n u e s  w o u l d  b e  affected if the W a t e r ’s E d g e  m e t h o d  o f  taxation 

w e r e  applied to the oil a n d  g a s  industry. D e p a r t m e n t  representatives 

said s u c h  an analysis w o u l d  take several m o n t h s .  A s  a result, the 

s u b c o m m i t t e e  m a d e  n o  c h a n g e s  to provisions that w o u l d  a p p l v  the 

bill only to non-oil a n d  g as corporations. T h e  s u b c o m m i t t e e ,  h o w e v e r ,  

r e c o m m e n d s  that the full c o m m i t t e e  request s u c h  a n  analysis f i o m  

the D e p a r t m e n t  of R e v e n u e  a n d  that it b e  r e v i e w e d  during the 

i nterim.

II. L e g a l  Issues

T h e  D e p a r t m e n t  of L a w  i n f o r m e d  the c o m m i t t e e  in writing that it 

c o u l d  foresee n o  legal p r o b l e m s  with treating the oil a n d  gas industry 

differently than other corporations, s o  long as there is a legitimate 

public interest to d o  so. T h e  D e p a r t m e n t  of L a w  m e m o r a n d u m  is 

attached. A s  y o u  m a y  recall, there w a s  testimony before the full 

c o m m i t t e e  o n  this bill regarding the affect o n  A l a s k a  of the recent 

"Barclays' decision." T h e  California C o u r t  of A p p e a l s  ruled that the 

w o r l d w i d e  m e t h o d  o f  a p p o r t i o n m e n t ,  w h e n  applied to foreign-based 

unitary groups, is unconstitutional. T h e  D e p a r t m e n t  of L a w  sees n o



reason for the legislature to try a n d  c h a n g e  the l a w  while the case is 

still in the courts. T h e  s u b c o m m i t t e e  a d d e d  a section to the bill, 

Section 2, that states the legislature, b y  p a s sage of H B 1 2 ,  is m a k i n g  

n o  a d m i s s i o n  regarding the constitutionality of the w o r l d w i d e  

a p p o r t i o n m e n t  tax m e t h o d .

III. Cruise Industry

T h e  s u b c o m m i t t e e  discussed current corporate i n c o m e  taxes a n d  h o w  

they relate to the cruise industry. T h e  D e p a r t m e n t  of R e v e n u e ,  in 

a n s w e r  to questions f r o m  the s u b c o m m i t t e e ,  reported that the 

international cruise industry n o w  p a y s  n o  corporate i n c o m e  tax. T h e  

D e p a r t m e n t  of L a w  has for the past 10 m o n t h s  b e e n  r e v i e w i n g  the 

A l a s k a  tax c o d e  a n d  its applicability to cruise c o m p a n i e s .  T h a t  r e v i e w  

is not yet c o m p l e t e .  International cruise industry representatives 

ar g u e  that they are e x c l u d e d  f r o m  state corporate i n c o m e  tax b y  

section o f  the U S  tax c o d e  regarding exclusions f r o m  taxation d u e  to 

treaties. T h e  s u b c o m m i t t e e  r e c o m m e n d s  that the legislature clarify 

the situation with a n e w  Section T h r e e  to H B 1 2 .  It states that the tax 

e x e m p t i o n  granted in the U.S. C o d e  d o e s  not apply in Alaska. T h e  

s u b c o m m i t t e e  a s k e d  the D e p a r t m e n t  o f  R e v e n u e  to estimate tax 

r e v e n u e s  that will result f r o m  this provision. T h e  d e p a r t m e n t  w a s  

also a s k e d  to report to the legislature o n  h o w  the cruise industry is 

taxed in other states.

If y o u  h a v e  a n y  questions or c o m m e n t s ,  please contact m e .

G C .  Representative T o m  M o y e r

C o m m i s s i o n e r  of R e v e n u e  L e e  Fisher
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CS FOR HOUSE BILL NO. 12 ( )

IN THE LEGISLATURE OF THE STATE OF ALASKA 

SEVENTEENTH LEGISLATURE - FIRST SESSION

BY

Offered:
Referred:

Sponsor/s): REPRESENTATIVES MOYER, Brown, Koponen, EUls

A BELL 

FOR AN ACT ENTITLED

1 "An Act relating to income taxes imposed on certain corporations; and providing for an

2 effective da te ."

3 BE IT ENACTED BY THE LEGISLATURE OF THE STATE OF ALASKA:

4 * Section 1. PURPOSE, (a) By setting aside the exclusion from gross income of the income earned

5 by foreign corporations from vessel operations, it is the purpose of AS 43.20.030(h), added by sec. 3 of

6 this Act, to establish a uniform policy relating to the taxation of water transportation carriers, domestic

7 or foreign, subject to the apportionment of business income under AS 43.20.071.

8 (b) It is the purpose of the addition of AS 43.20.073, added by sec. 4 of this Act, to promote

9 investment and trade opportunities in the state.

10 • Sec. 2. LEGISLATIVE INTENT. The amendments to the Alaska Net Income Tax made by this

11 Act are not intended to reflect a determination or conclusion by the legislature as to the assertion that

12 the imposition of the worldwide combined reporting method directed for use by certain taxpayers by

13 AS 43.20 violates the foreign commerce clause of the United States Constitution.

14 * Sec. 3. AS 43.20.030 is amended by adding a new subsection to read:

.V>» f«xc Vntftrllntd [DELETED TEXT BRACKETEOI
C S H B  IK )



1 (h) For purposes of determining the net income of a foreign corporation from the

2 operation of a ship or water transporation carrier, the provisions of 26 U.S.C. 883(a)(1) do not

3 apply- The taxpayer shall calculate gross income taking into consideration income derived from

4 the operation of a ship or water transportation carrier, and the provisions of AS 43.20.071 apply

5 to the determination of income subject to taxation by the operation of this subsection.

6 * Sec 4. AS 43.20 is amended by adding a new section to read:

7 Sec. 43.20.073. AFFILIATED GROUPS, (a) A corporation that is a member of an

8 affiliated group shall file a return using the water’s edge combined reporting method. A return

9 under this section must include the following corporations if the corporations are pan of a unitary

10 business with the filing corporation:

11 (1) an affiliated corporation that is eligible to be included in a federal consolidated

12 return under 26 U.S.C. 1501 - 1505 (Internal Revenue Code) if the corporation’s property,

13 payroll, and sales factors in the United States average

14 (A) 20 percent or more; or

15 (B) under 20 percent, if the corporation docs not meet the requirements

16 of 26 U.S.C. 861(c);

17 (2) a domestic international sales corporation; in this paragraph, "domestic

18 international sales corporation" has the meaning given in 26 U.S.C. 992(a);

19 (3) a foreign sales corporation; in this paragraph, "foreign sales corporation" has

20 the meaning given to the term "FSC" in 26 U.S.C 922(a);

21 ' (4) a corporation, regardless of the place where the corporation was incorporated,

22 if the corporation’s property, payroll, and sales factors in the United States average 20 percent

23 or more;

24 (5) a corporation that is incorporated in or does business in a country that does

25 not impose an income tax, or that imposes an income tax at a rate lower than 90 percent of the

26 United States income tax rate on the income tax base of the corporation in the United States, if

27 (A) 50 percent or more of the sales, purchases, or payments of income or

28 expenses, exclusive of payments for intangible property, of the corporation arc made

29 directly or indirectly to one or more members of a group of corporations filing under the

30 water’s edge combined reporting method;

31 (B) the corporation docs not conduct significant economic activity.

W O R K  D R A F T  W O R K  D R A F T  W O R K  D R A F T
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1 (b) When computing taxable income for a corporation under (a) of this section, the

2 following amounts shall be excluded:

3 (1) 80 percent of dividend income received from foreign corporations;

4 (2) an amount treated as a dividend under 26 U.S.C. 78;

5 (3) 80 percent of the royalties accrued or received from a foreign corporation.

6 (c) In (b)(1) and (3) of this section, a payment is considered to be received from a

7 corporation that is part of the unitary business if the payment is received

8 (1) by a member of an affiliated group included in a water’s edge combined

9 report filed under this section; and

10 (2) from a corporation in which the recipient owns 50 percent or more of the

11 stock of the corporation.

12 (d) Dividends and royalties taxable to a corporation using the water’s edge combined

13 reporting method are in lieu of an expense attribution for income excluded under (b) of this

14 section.

15 (e) The department may require a corporation that files under (a) of this section to file

16 a report under AS 43.20.065 - 43.20.071 prepared without regard to this section if the corporation

17 or an affiliated corporation

18 (1) fails to comply with regulations adopted under this chapter, including domestic

19 disclosure spread sheet filing requirements; or

20 (2) does not provide information that is requested by the department that is

21 necessary for the department to audit the taxpayer’s corporate return in a reasonable period of

22 time.

23 (0 This section does not apply to taxpayers subject to AS 43.20.072 engaged in

24 (1) the production of oil or gas from a lease or property in the state; or

25 (2) the transportation of oil or gas by regulated pipeline in the state.

26 (g) In this section,

27 (1) "affiliated corporation" means a member of an affiliated group to which the

28 taxpayer filing a return under (a) of this section belongs;

29 (2) "affiliated group" means a group of two or more corporations in which 50

30 percent or more of the voting stock of each member of the group is directly or indirectly owned

31 by one or more corporate or noncorporate common owners, or by one or more of the members

W O R K  D R A F T  W O R K  D R A F T  W O R K  D R A F T
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1 of the group;

2 (3) "foreign corporation" means a corporation created or organized outside of the

3 United States, the District of Columbia, the Commonwealth of Puerto Rico, or a possession of

4 the United States;

5 (4) "water’s edge combined reporting method" means a reporting method in which

6 the only corporations besides the taxpayer that may be included in the return are the corporations

7 listed in (a) of this section.

8 * Sec. 5. This Act applies to tax yean beginning after December 31, 1991.

9 * Sec. 6. This Act takes effect immediately under AS 01.10.070(c).
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D E P A R T M E N T  O F  L A W

OFFICE O F  T H E  A T T O R N E Y  G E N E R A L

A p r i l  18 , 1991

W A L T E R  J. HICKEL, G O V E R N O R  

REPLY TO:

□  1031 W  4 th  AVENUE SUITE 200  
ANC HO RAG E. A LA SKA 99501-1994 
PHONE: (907)270-3550
FAX: (907) 270-3697

□  K E Y  B A N K  BU ILD IN G
100 C U S H M A N  ST. SU ITE 400  
FAIRBANKS. ALA SKA 99701-4679 
PHONE: (907) 452-1568 
FAX (907) 450-1317

0? P.O. BOX K -S T A T E  CAPITOL  
JUNEAU. A LA SKA 998110300  
PHONE: (907)465-3600  
FAX: (907) 403-5295

H o n o r a b le  K ay  B row n
C h a i r ,  H o use  F in a n c e  S u b c o m m i t te e  on  HB 12 
A l a s k a  H ouse  o f  R e p r e s e n t a t i v e s  
P .  O. Box V 
J u n e a u ,  A l a s k a  99811

R e : HB 12 -  W a t e r ' s  Edge
A p p o r t i o n m e n t

D e a r  R e p r e s e n t a t i v e  B ro w n ,

You h a v e  a s k e d  u s  t o  a d d r e s s  c e r t a i n  q u e s t i o n s  r e g a r d i n g  
H o use  B i l l  1 2 ,  w h ic h  w o u ld  e n a c t  a w a t e r ' s  e d g e  a p p o r t i o n m e n t  
m e th o d  f o r  c e r t a i n  A la s k a  c o r p o r a t e  t a x e s .  S p e c i f i c a l l y ,  y o u  h a v e  
a s k e d  a b o u t  t h e  a p p l i c a t i o n  o f  t h e  e q u a l  p r o t e c t i o n  d o c t r i n e  f o r  
t a x a t i o n  p u r p o s e s ,  a n d  t h e  im p a c t  o f  a C a l i f o r n i a  C o u r t  o f  A p p e a ls  
d e c i s i o n ,  B a r c l a y s  B ank I n t e r n a t i o n a l  v .  F r a n c h i s e  T ax  B o a r d , 275  
C a l . R p t r .  626 ( C a l . A p p .  1 9 9 0 ) ,  r e v i e w  g r a n t e d , 278  C a l . R p t r .  8 3 6 ,  
806 P . 2 d  308 ( C a l .  1 9 9 1 ) ,  on A la s k a  t a x  m e th o d s .  O u r  s h o r t  a n s w e r  
i s  t h a t  we do  n o t  see  a s e r i o u s  c o n s t i t u t i o n a l  p r o b le m  i n  HB 1 2 /  a 
m o re  d e t a i l e d  d i s c u s s i o n  f o l l o w s .

I n  A t l a n t i c  R i c h f i e l d  C o . v .  S t a t e , 705  P . 2d  418 ( A la s k a  
1 9 8 5 ) ,  t h e  A la s k a  Suprem e C o u r t  c o n s i d e r e d  t h e  o i l  c o m p a n ie s '  e q u a l  
p r o t e c t i o n  c h a l l e n g e  t o  t h e  s e p a r a t e  a c c o u n t i n g  m e th o d  o f  t a x a t i o n .  
The c o u r t  u p h e ld  t h e  t a x a t i o n  m e th o d  u n d e r  b o t h  F e d e r a l  a n d  s t a t e  
a n a l y s i s .  The  c o u r t  f o u n d  t h a t  t h e  i n t e r e s t  i n v o l v e d ,  " f r e e d o m  
f r o m  d i s p a r a t e  t a x a t i o n , "  l i e s  a t  t h e  lo w  e n d  o f  t h e  c o n t i n u u m  o f  
i n t e r e s t s  p r o t e c t e d  b y  t h e  e q u a l  p r o t e c t i o n  c l a u s e ,  t h a t  t a x i n g  t h e  
o i l  c o m p a n ie s  d i f f e r e n t l y  f r o m  o t h e r  b u s i n e s s e s  t o  r e c t i f y  a 
p e r c e i v e d  i n e q u i t y  was a v a l i d  s t a t e  p u r p o s e ,  a n d  t h a t  t h e  u s e  o f  
s e p a r a t e  a c c o u n t i n g  was s u f f i c i e n t l y  r e l a t e d  t o  t h e  l e g i s l a t i v e  
p u r p o s e ,  i d .  a t  4 3 7 .  T h i s  was s u f f i c i e n t  t o  u p h o ld  t h e  t a x  u n d e r  
s t a t e  e q u a l  p r o t e c t i o n  a n a l y s i s .  U n d e r  a F e d e r a l  a n a l y s i s ,  
s e p a r a t e  a c c o u n t i n g  was f o u n d  t o  h a v e  a r a t i o n a l  r e l a t i o n s h i p  t o  
t h e  s t a t e ' s  l e g i t i m a t e  i n t e r e s t  o f  c o r r e c t i n g  a p e r c e i v e d  i n e q u i t y .  
I d .

03.CSIH



Hon. K a y  Brown, A l a s k a  H o u s e  of R e p r e s e n t a t i v e s  A p r i l  17, 1991
H B  18 P a g e  2

F rom  t h e  a b o v e  i t  c a n  be d e d u c e d  t h a t ,  w h i l e  t h e  e q u a l  
p r o t e c t i o n  c l a u s e  o f  t h e  F e d e r a l  a n d  s t a t e  c o n s t i t u t i o n s  do  a p p l y  
t o  t a x a t i o n  m e th o d s ,  a m e th o d  w i l l  n o t  be  f o u n d  u n c o n s t i t u t i o n a l  so 
l o n g  as  i t  i s  r e a s o n a b l y  r e l a t e d  t o  a n d  f u r t h e r s  a l e g i t i m a t e  s t a t e  
i n t e r e s t .  C l a s s i f i c a t i o n  i s  n o t  u n c o n s t i t u t i o n a l  i f  a n y  s t a t e  o f  
f a c t s  r e a s o n a b l y  c a n  be  c o n c e i v e d  t h a t  w o u ld  s u s t a i n  i t .  A L 1 l e d  
S t o r e s  o f  O h io ,  I n c .  v .  B o w e r s . 358 U . S .  5 2 2 ,  528 ( 1 9 5 9 ) .  T h u s ,  
t h e  d i s p a r a t e  t r e a t m e n t  o f  o i l  a nd  g a s  t a x p a y e r s  u n d e r  t h e  b i l l  
l i k e l y  w o u ld  w i t h s t a n d  c h a l l e n g e .

I n  a d d i t i o n ,  so  l o n g  as  t h e  w o r l d w i d e  m e th o d  u s e d  f o r  o i l  
a n d  g a s  c o r p o r a t i o n s  i s  n o t  c l e a r l y  u n c o n s t i t u t i o n a l  u n d e r  c u r r e n t  
c a s e  la w ,  i t  d o e s  n o t  n e e d  t o  be  c h a n g e d .  To t h e  e x t e n t  t h a t  t h e  
B a r c l a y s  c a s e  i n v a l i d a t e s  w o r l d w i d e  a p p o r t i o n m e n t ,  i t  i s  n o t  
b i n d i n g  i n  t h i s  s t a t e  u n t i l  i t  i s  a f f i r m e d  b y  t h e  U n i t e d  S t a t e s  
Sup rem e  C o u r t  o r  a d o p te d  b y  o u r  own s u p re m e  c o u r t .  O f  c o u r s e ,  w e re  
t h i s  t o  e v e n t u a l l y  h a p p e n ,  a n y  t a x e s  p a i d  u n d e r  p r o t e s t  (AS 
4 3 . 1 0 . 2 1 0 )  w o u ld  n e e d  t o  be  r e f u n d e d  t o  t h e  t a x p a y e r  i f  t h e  
t a x p a y e r  u l t i m a t e l y  p r e v a i l s  i n  h a v i n g  t h e  t a x  d e c l a r e d  
u n c o n s t i t u t i o n a l .  P r i n c i p a l  M u t . L i f e  I n s ,  v .  D i v .  o f  I n s . , 780 
P . 2 d  1 0 2 3 ,  1030 ( A la s k a  1 9 8 9 ) .

F i n a l l y ,  we a r e  u n a w a re  o f  a n y  s e t  o f  c i r c u m s t a n c e s  
r e l a t e d  t o  w o r l d w i d e  o r  w a t e r ' s  e d g e  a p p o r t i o n m e n t  t h a t  w o u ld  g i v e  
r i s e  t o  p o t e n t i a l  l i a b i l i t y  t o  M e n t a l  H e a l t h  T r u s t  a d v o c a t e s .

We h o p e  t h i s  a d d r e s s e s  y o u r  c o n c e r n s .  I f  we may be  o f  
f u r t h e r  a s s i s t a n c e ,  p l e a s e  a d v i s e .

S i n c e r e l y ,

CHARLES E .  COLE 
ATTORNEY GENERAL

e Jamez 
a h t  A t t o r n e y  G e n e r a l



WALTER J. HICKEL, G O V E R N O R

STATE OFFICE BUILDING 
P 0  BOX SA
JUNEAU, ALASKA 99811 0400

April 26, 1991

The Honorable Kay Brown
Chair, House Finance Sub-Committee on HB12
Alaska State Legislature
Capital Room 513
P.O. Box V
Juneau, Alaska 99811

Re: HB 12 - Cruise Ship Question

Dear Representative Brown:

We have made an attempt to estimate the revenue Impact of amending Alaska 
law to very specifically exclude IRC Sections 883 and 894. Taxpayers such as 
those engaged In the cruise ship Industry have taken the position that those 
sections are Incorporated Into Alaska law. The Income & Excise Division has 
taken a contrary view and the Department has not yet o ff ic ia l ly  considered the 
question. Unfortunately, our efforts to quantify the tax Involved have not 
been successful as the necessary Information Is simply not available.

The problem Is that the Internal Revenue Code In Section 883 provides that 
the gross Income derived by a foreign corporation from the operation of a ship 
or ships Is not included In gross Income. Slmllarlly, Section 894 provides 
that Income subject to a United States treaty obligation Is not to be Included 
In gross Income. Therefore, unlike other Items that are shown as subtractions 
from Income, the Income In question Is not reported as Income on either the 
United States-or Alaska Income tax returns. This Is similar to the treatment 
for Interest on state and local bonds which generally Is not Included In gross 
Income.

Shipping Income would be reflected In book Income. The federal tax return 
does contain a schedule for reconciling book and taxable Income for those 
corporations Included In the return. However, the precise nature and 
breakdown of the Income shown on the reconciliation cannot always be 
ascertained from the return detail .  In our review, we were unable to Identify 
any Income from shipping operations. That Is not surprising since the foreign 
corporations with the shipping operations would not generally be f il ing with 
any related United States corporations.

Foreign corporations are generally subject to United States tax on gross 
Income derived from sources within the United States or otherwise effectively 
connected with the conduct of a trade or business In the United States. 
Therefore, since the shipping and treaty Income Is not a oart of federal gross 
Income, there Is no requirement that It be reported.



The Honorable Kay Brown
April 26. 1991
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A state unitary tax return would Include all Income from foreign and 
domestic corporations within the unitary business. A taxpayer may then show 
various subtractions from that Income on the return. For Instance, a taxpayer 
would show as a deduction the Interest on obligations of the United States 
that are taxable a t t h e  federal level but which are not subject to state 
taxation. However, where a taxpayer uses the Internal Revenue Code to exclude 
an Item of Income from the tax base, as Is the situation here, It will not be 
reflected anywhere on the Alaska return.

We would have a similar problem In trying to determine an apportionment 
factor to the tax base. The apportionment factor would be based on property, 
payroll, and sales. Since we are dealing with transportation property and 
personnel that do not remain In one location, this would require that the 
mobile property and personnel be allocated among the taxing jurisdictions.
The regulations of the Department provide generally for a "port day" 
methodology In this situation. For example, the value of the cruise ship 
would be reflected In the numerator of the property factor In the ratio that 
the Alaska port days bear to port days everywhere. That Information Is not 
available except upon audit.

The above provisions of the IRC have application beyond just  the cruise 
ship Industry. However, the exclusion for shipping Income was narrowed In 
1987 to remove controlled foreign corporations. A controlled foreign 
corporation Is any foreign corporation that Is more than 507. owned by United 
States shareholders. Nevertheless, this I l lustrates  that a t ie-in  to the 
federal provisions In this area leaves a great deal of uncertainty and makes 
Alaska subject to wholly unrelated federal policy considerations that are 
reflected In the tax code In laws such as Sections 883 and 894.

I have attached Information as you requested concerning how other states 
treat  this Issue. I t  can be assumed that the majority of other states that 
Incorporate federal taxable Income have the same problem.

I hope that these explanations satisfy your request. I am sorry that we 
could not generate the numbers that the sub-committee Is Interested In. We 
appreciate the consideration that you and the sub-committee have given to this 
Important legislation.

LEM:CM 
91-77

Enclosure

cc: Lee E. Fisher. Commissioner 
Representative Fran Ulmer

Sincerely,

Larry E. Meyers 
Director
Income and Excise Audit Division
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Conformity to Federal R u l e s  for D e t e r m i n i n g

Taxable I n c o m e  a n d  I n c o m e  T a x  R a t e s

Thu Internal Rovonuo Code (IRC) is typically tho starting point for computing statu 
corporate taxable income. Statu statutes may specifically adopt the IRC as the starting point 
or they may adopt provisions of tho IRC without designating it as tho actual starting point. 
In either case, tho stalo corporate taxable income is directly impacted by the federal statutes 
in most status after which specific state modifications are made.

The adoption of tho IRC may bo current or as of a specific roforonco date. A state that 
adopts tho current IRC automatically incorporates any changes in the federal statutes into 
its own state statutes. The adoption of the IRC as of a specific reference date requires periodic 
updates to the stato statutes for conformity to tho IRC. For those states where a specific 
reference date applies, annual legislation is almost automatic to accomplish state statutory 
updates. In tho latter case, care must be taken to consider the differences that may arise as 
tho result of the delayed adoption of federal statutory provisions.

A complete tie-in to the IRC by the states would simplify tax administration and 
compliance. However, two primary considerations prevent this situation from occurring. 
First, the state’s judiciary might consider a complete tie-in to be an unconstitutional 
delegation of legislative power to Congress. Second, state legislatures typically like to review 
amendments to the IRC before they are adopted for state tax purposes.

A complete tie-in also carries with it political issues. State legislators fear possible federal 
economic coercion of the states. Traditionally, there has been an underlying suspicion of 
federal interference in state activities that could lead to a state’s loss of control over its own 
tax policy. Specific problems revolve around an absence of common goals in the state and 
federal tax laws. A state’s tax policy tends to be responsive to regional needs, which are 
necessarily subordinated at the federal level. Federal tax policy is motivated by broader 
concerns.

The effects of federal tax changes on state revenues are often difficult to predict. This was 
particularly true of the extensive revisions included in the Tax Reform Act of 1986 and 
continues to bo true to a lesser extent with more recent federal tax legislation. Some states 
respond quickly with legislation affecting stato tax laws and other states defer any response 
until die impact of the tax changes are more fully known. The states face a difficult problem 
in evaluating tho effect of federal tax legislation on state revenues. States will continue to 
evaluate how closely to conform to the IRC. A state’s budgetary objectives as well as 
objectives related to economic development and social concerns will always bo emphasized 
over conformity.

The following chart indicates whether tho state follows the IRC for determining gross 
income and deductions and the respective dato of adoption of federal tax statutes. Some 
states uso final federal taxable incomo as the starting point, while others uso tcdcral taxable 
income before special deductions (e.g.. dividends-rcccivod or net operating loss deduc­
tions). Thu chart also includes suloctcd tax rate information and relatod state statutory 
citations.



Trends
A s  in d ic a t e d  by tho char ts ,  m os t  s ta tes  ad o p t  the  I R C  a s  the  s tar t ing  po in t  lor c o m p u t in g  

state c o rp o ra te  tax ab le  in c om e .  F e w e r  an d  few er  s ta tes  d ep ar t  from  the  u se  o f  federa l in com e  
as  the  s torting  po in t. F o r o x a m p lo .  W i s c o n s in  r e c en t ly  r e v is ed  its s ta tu tes  to c o n s id e r  federal 
ta x ab le  in c o m e  as  the  s tar t ing  p o in t  for sta te  t a x ab le  in c o m e ,  an d  C a l i f o r n i a  r e c en t ly  en ac ted  
tax leg is la t ion  that in c o rp o ra te s  m u c h  o f  the  I R C .  b r ing ing  the  C a l i f o r n ia  S ta te  in c o m e  tax 
c a l cu la t io n  in c lo s e r  c o n fo rm i ty  to  tho IR C .

M a n y  s ta te s  in d ic a te d  cu r ren t  re fe ren ce s  to th e  I R C  as  a m e n d e d  to dale . O t h e r  s ta te s  adop t  
the  fed era l  tax  ru les  a s  o f  a  s p o c i f i c  da to  w h ic h  m a y  re flec t  ju d ic ia l  o r  po l i t ic a l  co n s id e r a t io n s  
or p o s s ib ly  a  d e s i re  to ro v io w  the  im p ac t  o f  tho federa l  p r o v is io n s  be fo re  ad o p t in g  them  as  
part o f  th e  s ta te  tax  c a lcu la t ion .

T h e  tax  ra tes  a n d  m e th o d s  o f  a p p ly in g  them  v a ry  from  sta te  to state. M a n y  s ta tes  h ave  a 
s ing le  rate f ia t - tax . T h e r e  a re  a l s o  n u m e ro u s  s ta te s  that h a v e  a g rad ua ted  tax rang ing  from 2 
brackets  to  a total o f  10 b racke ts  in  th e  stato  o f  A l a s k a .  S e v e r a l  s ta te s  h a v e  in d ic a ted  ch anges  
to  the ir  tax  ra tes  o r  a d o p to d  su r ta x e s  in  r e s p o n s e  to r e v e n u e  a n d  budge ta ry  con ce rn s .



Conformity to Federal Rules for Determining Taxable Income and Income Tax Rates
D o c s  S t a t e  C o m p u t a t i o n  o f  

T a x a b l e  N e t  I n c o m e  S t a r t  w i t h  a  

F i g u r e  f r o m  F e d e r a l  F o r m  1 1 2 0 ?

D a t e  o f  A d o p t i o n  o f  

F e d e r a l  I n c o m e  T a x  R u l e s

M | I

T a x  R a t e s

S t a t e  S t a t u t c ( s )  T h a t  

A p p l y  i n  T h e s e  A r e a s

A l a b a m a Y e s .  S t a r t s  w i t h  t a x a b l e  i n c o m e  

b e f o r e  s p e c i a l  d e d u c t i o n s

V a r i o u s 5 %  o f  A l a b a m a  t a x a b l e  i n c o m e A l a .  C o d e  § § 4 0 1 8 - 3 1 ,  4 0 - 1 8  3 3 .  

4 0 - 1 8 3 4

A l a s k a N / R N / R N / R A l a s k a  S t a t .  § § 4 3 . 2 0 . 0 1 1 ,  

4 3 . 2 0 . 0 2 1

A r i z o n a N / R N / R N / R A r i z .  R e v .  S t a t .  A n n .  § § 4 3 - 1 0 2 ,  

4 3 - 1 1 0 1 ,  4 3 - 1 1 1

A r k a n s a s N o N / A $  0 - 3 , 0 0 0 :  1 %  

3 , 0 0 1 - 6 , 0 0 0 :  2 %  

6 , 0 0 1 - 1 1 , 0 0 0 :  3 %  

1 1 , 0 0 1 - 2 5 , 0 0 0 :  5 %  

2 5 , 0 0 0  o r  m o r e :  6 %

A r k .  S t a t .  A n n .  § 2 6 - 5 1 - 2 0 5

C a l i f o r n i a Y e s .  S t a r t s  w i t h  t a x a b l e  i n c o m e  

b e f o r e  s p e c i a l  d e d u c t i o n s

. a r i o u s 9 . 3 % ;  e x c e p t  f o r  b a n k s  a n d  

f i n a n c i a l  i n s t i t u t i o n s ,  w h i c h  a r e  

t a x e d  a t  1 0 . 6 6 8 %

C a l .  R e v .  &  T a x  C o d e  § § 2 3 1 5 1 ,  

2 3 5 0 1 ,  2 4 2 7 1

C o l o r a d o Y e s .  S t a r t s  w i t h  t a x a b l e  i n c o m e  

a f t e r  s p e c i a l  d e d u c t i o n s

C u r r e n t $ 0 - 5 0 , 0 0 0 :  5 % .  A  s u r c h a r g e  t a x  

o f  5 . 2 %  f o r  t a x a b l e  I n c o m e  i n  

e x c e s s  o f  $ 5 0 , 0 0 0  I s  i n  e f f e c t  

u n t i l  7 / 1 / 9 1

C o l o .  R e v .  S t a t .  § 3 9 - 2 2 - 3 0

C o n n e c t i c u t Y e s .  S t a r t s  w i t h  t a x a b l e  i n c o m e  

b e f o r e  s p e c i a l  d e d u c t i o n s

C u r r e n t 1 1 . 5 % ;  n e t  i n c o m e  b a s e ;  a  2 0 %  

s u r t a x - f o r  y e a r s  b e g i n n i n g  o n  o r  

a f t e r  1 / 1 / 8 9 ;  0 . 0 0 3 1  p e r  c a p i t a l  

b a s e  f o r  y e a r s  b e g i n n i n g  a f t e r  

1 / 1 / 8 9 ;  $ 2 5 0  m i n i m u m  t a x

C o n n .  G e n .  S t a t .  § § 1 2 - 2 1 4 ,  

1 2 - 2 1 7

D e l a w a r e Y e s .  S t a r t s  w i t h  t a x a b l e  i n c o m e  

p f t e r  s p e c i a l  d e d u c t i o n s

1 9 0 1 ( 5 )  a n d  1 9 0 3 ( a )  o f  3 0  D E L  C . 8 . 7 % D e l .  C o d e .  A n n .  t i t .  3 0  § 1 9 0 2

D i s t r i c t  o f  C o l u m b i a N o 1 9 8 6  C o d e  w a s  a p p r o v e d

I O / 3 2 /8 6
1 0 %  p l u s  5 %  s u r t a x D . C .  C o d e .  A n n .  § § 4 7 - 1 8 0 3 . 2 ,  

4 7 - 1 8 0 7 . 2

F l o r i d a Y e s .  S t a r t s  w i t h  t a x a b l e  i n c o m e  

a f t e r  s p e c i a l  d e d u c t i o n s

1 / 1 / 9 0 5 . 5 %  ( r e g u l a r  t a x )  f o r  a l l  t a x p a y e r s F l a .  S t a t .  § § 2 2 0 . 1 1 ,  2 2 0 . 1 2

. ,  - i - t  *■ r  t ' i '  1  \ t t a n  n V V r f c  r f r ' i f i - i i  t - i f r -  r T ^ ‘ ' i  i i t  " i * a  4 . ' « . « , . •  . .  . . i i u r  v * .  J ’ 1 * « •
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G e o r g i a Y e s .  S t a r t s  w i t h  t a x a b l e  I n c o m e  

a f t e r  s p e c i a l  d e d u c t i o n s

1 / 1 / 9 0 6 %  ’ ‘ G a .  C o d e  A n n .  § 4 8 - 7 - 2 1

• ’ 
H a w a i i  ' • ■ ' f -

J • \  * »  •*

1 •

•
■ J a n u a r y  1 , 1 9 9 0  f o r  t h e  ■ . 

a m e n d m e n t s  m a d e  a s  o f  

D e c e m b e r  3 1 , 1 9 8 9  t o  t h e  

I n t e r n a l  R e v e n u e  C o d e  S e c t i o n s  

o p e r a t i v e  f o r  t h e  s t a t e

4 . 4 %  o n  f i r s t  $ 2 5 , 0 0 0  

5 . 4 %  o n  n e x t  $ 7 5 , 0 0 0  

6 . 4 %  a b o v e  $ 1 0 0 , 0 0 0
» i  . • , t

H a w .  R e v .  S t a t .  § 2 3 5 - 2 . 3 ,  2 3 5 - 7 1  ;

1i
I d a h o Y e s .  S t a r t s  w i t h  t a x a b l e  i n c o m e  

a f t e r  s p e c i a l  d e d u c t i o n s

1 / 1 / 9 0 8 % .  W i t h  $ 2 0  m i n i m u m  f o r  e a c h  

c o r p o r a t i o n  t h a t  i s  r e q u i r e d  t o  f i l e

I d a h o  C o d e  § § 6 3 - 3 0 2 2 ,  6 3 - 3 0 2 5

I l l i n o i s Y e s .  S t a r t s  w i t h  t a x a b l e  I n c o m e  

a f t e r  s p e c i a l  d e d u c t i o n s

C u r r e n t 7 . 3 %  f o r  t a x a b l e  y e a r s  e n d i n g  

7 / 1 / 8 9  t h r o u g h  6 / 3 0 / 9 1 .  6 . 5 %  

t h e r e a f t e r .  1 . 5 %  f o r  S  c o r p o r a t i o n s

i
I I I .  R e v .  S t a t .  C h .  1 2 0 ,  P a r a .  

2 - 2 0 1 ( b ) ,  2 - 2 0 3

I n d i a n a Y e s .  S t a r t s  w i t h  t a x a b l e  i n c o m e  

a f t e r  s p e c i a l  d e d u c t i o n s

1 / 1 / 9 0 3 . 4 %  o f  a d j u s t e d  g r o s s  i n c o m e ,  

p l u s  s u p p l e m e n t a l  n e t  i n c o m e  t a x  

a t  4 . 5 %

I n d .  C o d e  § § 6 - 3 - 3 - 2 ,  6 - 3 - 1 - 3 . 5

I o w a Y e s .  S t a r t s  w i t h  t a x a b l e  i n c o m e  

a f t e r  s p e c i a l  d e d u c t i o n s  a n d  

b e f o r e  N O L

1 / 1 / 9 0 $  0 - 2 5 , 0 0 0 :  6 %  

2 5 , 0 0 1 - 1 0 0 , 0 0 0 :  8 %  

1 0 0 , 0 0 1 - 2 5 0 , 0 0 0 :  1 0 %  

2 5 0 , 0 0 0  o r  m o r e :  1 2 %

I o w a  C o d e  § 4 2 2 . 3 3

K a n s a s Y e s .  S t a r t s  w i t h  t a x a b l e  i n c o m e  

a f t e r  s p e c i a l  d e d u c t i o n s

C u r r e n t $  0 - 2 5 , 0 0 0 :  4 . 5 %  

2 5 , 0 0 0  o r  m o r e :  6 . 7 5 %

K a n .  S t a t .  A n n .  § § 7 9 - 3 2 , 1 1 0 ,  

7 9 - 3 2 , 1 3 8

K e n t u c k y N o .  S e e  K R S  1 4 1 . 0 1 0  a n d  

1 4 1 . 0 1 0 1  f o r  d e f i n i t i o n  o f  < * r o s s  

a n d  n e t  i n c o m e  a n d  d e d u c t i o n s1 ( j  4 j ( ;  1 *

1 2 / 3 1 / 8 9  .  v  ‘
.  • • *

. $  0 - 2 5 , 0 0 0 :  4 %  

2 5 , 0 0 1 - 5 0 , 0 0 0 :  5 %  

5 0 , 0 0 1 - 1 0 0 , 0 0 0 :  6 %  

1 0 0 , 0 0 1 - 2 5 0 , 0 0 0 :  7 %  

2 5 0 , 0 0 0  o r  m o r e :  8 . 2 5 %

K y .  R e v .  S t a t .  A n n .  § § 1 4 1 . 0 1 0 ,  

1 4 1 . 0 4 0

L o u i s i a n a Y e s .  S t a r t s  w i t h  t a x a b l e  i n c o m e  

b e f o r e  s p e c i a l  d e d u c t i o n s ;  

m o d i f i c a t i o n s  d o  e x i s t .

1 / 1 / 8 7 $  0 - 2 5 . 0 0 0 :  4 %  

2 5 , 0 0 1 - 5 0 . 0 0 0 :  5 %  

5 0 . 0 0 1 : 1 0 0 , 0 0 0 :  6 %  

1 0 0 . 0 0 1 - 2 0 0 . 0 0 0 :  7 %  

2 0 0 , 0 0 0  o r  m o r e :  8 %

L a .  R e v .  S t a t .  A n n .  § § 4 7 - 2 8 7 . 1 2 .  

4 7 - 2 8 7 . 6 1

M a i n e Y e s .  S t a r t s  w i t h  t a x a b l e  i n c o m e  

a f t e r  s p e c i a l  d e d u c t i o n s

1 2 / 3 1 / 8 9 $  0 - 2 5 , 0 0 0 :  3 . 5 %  

2 5 , 0 0 1 - 7 5 , 0 0 0 :  7 . 9 3 %  

7 5 , 0 0 1 - 2 5 0 . 0 0 0 :  8 . 3 3 %  

2 5 0 , 0 0 0  o r  m o r e :  8 . 9 3 %

M e .  R e v .  S t a t .  A n n .  t i t .  3 6  § 5 2 0 0
«
t

rtn

>



r
S

Conformity to Federal Rules for Determining Taxable Income and Income Tax Rates (continued)
D o c s  S t a t e  C o m p u t a t i o n  o f

T a x a b l e  N e t  I n c o m e  S t a r t  w i t h  a  D a t e  o f  A d o p t i o n  o f  S t a t e  S t a t u t e ( s )  T h a t

F i g u r e  f r o m  F e d e r a l  F o r m  1 1 2 0 ?  F e d e r a l  I n c o m e  T a x  R u l e s  T a x  R a t e s  A p p l y  i n  T h e s e  A r e a s

M a r y l a n d Y e s .  S t a r t s  w i t h  t a x a b l e  i n c o m e  

a f t e r  s p e c i a l  d e d u c t i o n s

C u r r e n t 7 % M d .  T a x - G e n e r a l  C o d e  A n n .  

§ § 1 0 - 1 0 5 ,  1 0 - 3 0 4

M a s s a c h u s e t t s N / R N / R N / R M a s s .  G e n .  L .  C h .  6 3  

§ § 3 0 ,  3 2 ,  3 9

M i c h i g a n Y e s .  S t a r t s  w i t h  t a x a b l e  i n c o m e  

a f t e r  s p e c i a l  d e d u c t i o n s

1 / 1 / 8 7 2 . 3 5 % M i c h .  C o m p .  L a w s  § § 7 . 5 5 8 ( 3 ) ,  

7 . 5 5 8 ( 3 1 )

M i n n e s o t a Y e s .  S t a r t s  w i t h  t a x a b l e  i n c o m e  

b e f o r e  s p e c i a l  d e d u c t i o n s

1 2 / 3 1 / 8 6 9 . 8 % M i n n .  S t a t .  § § 2 9 0 . 0 1 ,  2 9 0 . 0 6

M i s s i s s i p p i N o .  T a x p a y e r  c a n  b e g i n  w i t h  l i n e  

2 8  a n d  m a k e  s t a t e  a d j u s t m e n t s ,  

b u t  i s  n o t  r e q u i r e d  t o  d o  s o

N / A $  0 - 5 , 0 0 0 :  3 %  

5 . 0 0 1 - 1 0 , 0 0 0 :  4 %  

1 0 , 0 0 0  o r  m o r e :  5 %

M i s s .  C o d e  A n n .  § 2 7 - 7 - 5

M i s s o u r i Y e s .  S t a r t s  w i t h  t a x a b l e  i n c o m e  

a f t e r  s p e c i a l  d e d u c t i o n s

N / R
* |

5 % .  H o w e v e r ,  f o r  a l l  t a x  y e a r s  

b e g i n n i n g  o n / a f t e r  1 / 1 / 9 0  b u t  

n o t  a f t e r  1 2 / 3 1 / 9 1 ,  t a x  I s  a s  

f o l l o w s :

$  0 - 1 0 0 , 0 0 0 :  5 %  

1 0 0 , 0 0 1 - 3 3 5 , 0 0 0 :  6 %  

o v e r  3 3 5 , 0 0 0 :  6 . 5 %

M o .  R e v .  S t a t .  § § 1 4 3 . 0 7 1 ,  

1 4 3 . 4 4 1

M o n t a n a Y e s .  S ' a r t s  w i t h  t a x a b l e  i n c o m e  

b e f o r e  s p e c i a l  d e d u c t i o n

S t a t e  c o d e  a n n o t a t e d  § § 1 5 - 3 1 -  

1 1 3  a n d  1 5 3 1 - 1 1 4

6 . 7 5 % :  a  5 %  s u r t a x  i s  i m p o s e d  

f o r  t a x  y e a r s  b e g i n n i n g  a f t e r  

1 2 / 3 1 / 8 9 ;  7 %  f o r  w a t e r ' s  e d g e  

e l e c t i o n s

M o n t .  C o d e  A n n .  § § 1 5 - 3 1 - 1 1 3 ,  

1 5 - 3 1 - 1 2 1

N e b r a s k a Y e s .  S t a r t s  w i t h  t a x a b l e  l n o > . n e  

a f t e r  d e d u c t i o n s

C u r r e n t $  0 - 5 0 . 0 0 0 :  5 . 1 7 %  

5 0 , 0 0 1  o r  m o r e :  7 . 2 4 %

N e b .  R e v .  S t a t .  § § 7 7 - 2 7 3 4 . 0 2 ,  

7 7 - 2 7 3 4 . 0 4

N e v a d a N e v a d a  D o e s  N o t  I m p o s e  a  C o r p o r a t e  I n c o m e  T a x .

N e w  H a m p s h i r e Y e s .  S t a r t s  w i t h  t a x a b l e  i n c o m e  

b e f o r e  s p e c i a l  d e d u c t i o n s

C u r r e n t 8 % N . H .  R e v .  S t a t .  A n n .  § § 7 7 - A : l ,  

7 7 - A : 2

• _ m
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N o w  J e r s e y Y e s .  S t a r t s  w i t h  t o x o h l o  I n c o m e  

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

N O L

A d o p t e d  b y  r o f o r o n c o  N . J . S . A .  

5 4 : 1 0 A 4 ( k )

9 % .  A  s u r c h o r g o  o f  . 4 1 7 %  I s  I n  

e f f e c t  a n d  I s  o n n u n l l y  r e v i e w e d

p

N . J .  R e v .  S t a t .  § § 5 4 : 1 0 A 4 .  

5 4 : 1 0 E  4 . 5 4 : 1 0 E - 5 .  5 4 : 1 0 A 5

N o w  M o x l c o N / R N / R N / R N . M .  S t a t .  A n n .  § § 7 - 2 A 2 ,  7 - 2 A - 5

N o w  Y o r k Y e s .  S t a r t s  w i t h  t a x a b l e  i n c o m e  

b e f o r e  s p e c i a l  d e d u c t i o n s

C u r r o n t 9 %  o n  I n c o m e ;  8 %  g r a d u a t e d  r a t e  

f o r  s m a l l  b u s i n e s s e s .  A l s o ,  s u r t a x  

o f  1 5 %  I n  f i s c a l  1 9 9 1  a n d  1 9 9 2 ;  

1 0 %  I n  1 9 9 3

N . Y .  T a x  L o w  § § 2 0 8 ,  2 1 0

N o r t h  C a r o l i n a Y e s .  S t a r t s  w i t h  t a x a b l e  I n c o m e  

b e f o r o  s p e c i a l  d e d u c t i o n s

1 / 1 / 9 0  u n d e r

p r o p o s e d / i n t r o d u c e d  l e g i s l a t i o n

7 % N . C .  G e n .  S t a t .  § § 1 0 5 - 1 3 0 . 2 ,  

1 0 5 - 1 3 0 . 3

N o r t l i  D a k o t a Y o s .  S t a r t s  w i t h  t a x a b l e  i n c o m e  

a f t e r  s p e c i a l  d e d u c t i o n s

P e r p e t u a l  e x c e p t  f o r  s a f e  h a r b o r  

l e a s e s ,  f o r e i g n  s a l e s  c o r p o r a t i o n s  

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

s a l e s  c o r p o r a t i o n s ) ,  a n d  c e r t a i n  

a d j u s t m e n t s  f o r  d e p r e c i a t i o n

$  0 3 . 0 0 0 :  3 %  

3 . 0 0 1 8 , 0 0 0 :  4 . 5 %  

8 . 0 0 1 - 2 0 . 0 0 0 :  6 %  

2 0 . 0 0 1 - 3 0 . 0 0 0 :  7 . 5 %  

3 0 . 0 0 1 5 0 . 0 0 0 :  9 %  

5 0 , 0 0 0  o r  m o r e :  1 0 . 5 %

N . D .  C e n t .  C o d e  § § 5 7 - 3 8 0 1 . 3 .  

5 7 - 3 8 3 0

O h i o Y e s .  S t a r t s  v / i t h  t a x a b l e  I n c o m e  

b e f o r e  s p e c i a l  d e d u c t i o n s

l
t

S t a t u t e  r e f e r s  t o  I R C  a s  a m e n d e d ,  

n o t  a  s p e c i f i c  a d o p t i o n  d a t e

1

a ■

G r e a t e r  o f :

( a )  $  0 - 5 0 , 0 0 0 :  5 . 1 %

O v e r  5 0 . 0 0 0 :  8 . 9 %  

o r

( b )  5 . 8 2  m i l s  m u l t i p l i e d  b y  n e t  

w o r t h ;  a  s u r t a x  o f  0 . 1 1 %  o n  t h e  

f i r s t  $ 5 0 , 0 0 0  a n d  0 . 2 2 %  o v e r  

$ 5 0 , 0 0 0  o f  n e t  I n c o m e  o r  

0 . 0 0 0 1 4  o f  n e t  w o r t h  i s  I m ­

p o s e d  t h r o u g h  1 9 9 2

O h i o  R e v .  C o d e  A n n .  § § 5 7 3 3 . 0 4 ,  

5 7 3 3 . 0 4 . 1 ,  5 7 3 3 . 0 6

V

O k l a h o m a N / R C u r r e n t 6 % O k l a .  S t a t .  t i t .  6 8  § § 2 3 5 3 ,  2 3 5 5

O r e g o n Y e s .  S t a r t s  w i t h  t a x a b l e  i n c o m e  

a f t e r  s p e c i a l  d e d u c t i o n s

F e d e r a l  e f f e c t i v e  d a t e ,  o r  t a x  

y e a r s  b e g i n n i n g  o n  o r  a f t e r  

1 / 1 / 8 9

6 . 6 %  o f  a p p o r t i o n e d  i n c o m e  

•

O r .  R e v .  S t a t .  § § 3 1 7 . 0 1 0 ,  

3 1 7 . 2 5 9 .  3 1 8 . 0 2 0

P e n n s y l v a n i a Y e s .  S t a r t s  w i t h  t a x a b l e  i n c o m e  

b e f o r e  s p e c i a l  d e d u c t i o n s

1 9 7 1 8 . 5 % 7 2  P a .  C o n s .  S l a t .  § § 7 4 0 1 .  7 4 0 2

R h o d e  I s l a n d Y e s .  S t a r t s  w i t h  t a x a b l e  i n c o m e  

b e f o r e  s p e c i a l  d e d u c t i o n s

C u r r e n t 9 %  e f f e c t i v e  1 / 1 / 8 9

«

R . l .  G e n .  L a w s  § § 4 4 - 1 1 - 2 ,  

4 4 1 1 - 1 1

rVI10
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Conformity to Federal Rules for Determining Taxable Income and Income Tax Rates (continued)
D o e r  S t a t o  C o m p u t a t i o n  o f  

T u n a b l e  N e t  I n c o m e  S t a r t  w i t h  n D a t e  o f  A d o p t i o n  o f S t a t e  S t a t u t c ( s )  T h a t

f / / j u r e  N o r n  F e d e r a l  F o r m  1 1 2 0 ? F e d e r a l  I n c o m e  T a x  R u l e s  T a x  R a t e s A p p l y  I n  T h o s e  A r e a s

S o u t h  C a r o l i n a Y e s .  S t a r t s  w i t h  t a x a b l e  i n c o m e  

a l t e r  s p e c i a l  d e d u c t i o n s

1 2 / 3 1 / 8 8  5 % S . C .  C o d e  A n n .  § § 1 2 - 7  2 3 0 ,  

1 2 - 7 - 4 1 5

S o u t h  D a k o t a S o u t h  D a k o t a  D o e s  N o t  I m p o s e  a  C o r p o r a t e  I n c o m e  T a x .

T e n n e s s e e Y e s .  S t a r t s  w i t h  t a x a b l e  I n c o m e  

b e f o r o  s p e c i a l  d e d u c t i o n s

F e d e r a l  r u l e s  n o t  s p e c i f i c a l l y  6 %  o n  a l l  I n c o m e

a d o p t e d .  T . C . A .  6 7 - 4 - 8 0 5  u s e s

f e d e r a l  t a x a b l e  i n c o m e  b e f o r e

N O L  a n d  s p e c i a l  d e d u c t i o n s  a s

s t a r t i n g  p o i n t  f o r  e x c i s e  t a x  b a s e

T c n n .  C o d e  A n n .  § § 6 7 - 4  8 0 5 ,  

6 7 - 4 8 0 6

T e x a s T e x a s  D o c s  N o t  I m p o s e  a  C o r p o r a t e  I n c o m e  T a x .

U t a h Y e s .  S t a r t s  w i t h  t a x a b l e  i n c o m e  

b e f o r e  s p e c i a l  d e d u c t i o n s

r c d c r a l  r u l e s  n o t  a d o p t e d  5 % ;  $ 1 0 0  m i n i m u m U t a h  C o d e  A n n .  § § 5 9  7 1 0 2 ,  

5 9  7 1 0 7 ,  5 9  7 - 2 0 1

V e r m o n t Y e s .  S t a r t s  w i t h  t a x a b l e  I n c o m e  

a f t e r  s p e c i a l  d e d u c t i o n s

C u r r e n t  5 %  t o  8 . 2 5 % V I .  S t a t .  A n n .  t i t .  3 2  § § 5 8 1 1 .  

• 5 8 3 2

V i r g i n i a Y e s .  S t a r t s  w i t h  t a x a b l e  I n c o m e  

a f t e r  s p e c i a l  d e d u c t i o n s .  T h e  N O L  

D e d u c t i o n  c a n n o t  c r e a t e  o r  

i n c r e a s e  a  n e t  o p e r a t i n g  l o s s .  i . e .  

F . T . I .  c a n n o t  b e  r e d u c e d  b e l o w  

z e r o  b y  a  N O L D

C u r r e n t  6 % V a .  C o d e  A n n .  § § 5 8 . 1 4 0 0 .  5 8 . 1 -  

4 0 2

W a s h i n g t o n W a s h i n g t o n  D o c s  N o t  I m p o s e  a  C o r p o r a t e  I n c o m e  T a x .

W e s t  V i r g i n i a Y e s .  S t a r t s  w i t h  t a x a b l e  i n c o m e  

a l t e r  s p e c i a l  d e d u c t i o n s

C u r r e n t  9 . 3 0 % W .  V a .  C o d e  § § 1 1 - 2 4 4 . 1 1 - 2 4 6

W i s c o n s i n Y e s .  S t a r t s  w i t h  t a x a b l e  I n c o m e  

b e f o r e  N O L  a n d  s p e c i a l  d e d u c t i o n s

1 2 / 3 1 / 8 9 ,  w i t h  c e r t a i n  7 . 9 %  

e x c e p t i o n s

W i s .  S t a t .  § § 7 1 . 2 6 ,  7 1 . 2 7

W y o m i n g W y o m i n g  D o c s  N o t  I m p o s e  a  C o r p o r a t e  I n c o m e  T a x .

legend
N/A. Hoi aocKO Uc  
N/R. NoHctxxtcd
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P . O .  B o x  V ,  J u n e a u .  A l a s k a  9 9 8 1 1

4 /1 5 /9 1

TO: ALL HOUSE FINANCE COMMITTEE MEMBERS

FROM: REPRESENTATIVE NAVA

RE: HB 12- AN ACT RELATING TO THE WATER’S EDGE METHOD OF 
CALCULATING INCOME TAXES... ( UNITARY TAX BILL)

Attached is an article from the April 15, 1991 issue of NEWSWEEK 
Magazine. This article, The Corporate Shell Game, details the approach 
that many foreign corporations are utilizing in their global efforts to 
avoid and/or evade taxes. The approach is termed "transfer pricing". Put 
simply, subsidiaries - with internal transactions - use "transfer pricing" 
to shift their profits to low tax jurisdictions. This is graphically 
demonstrated by the article’s inset: Who’s Got the Profits?

Not only is the Federal tax structure subject to major revenue leakago, the 
article further points out its added administrative difficulties and costs.

These are many of the same problems presented by HB 12, and they must 
be addressed by the Committee before we pass the measure out.

O
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T h e  C o r p o r a t e  

S h e l l  G a m e

H o w  m u l t i n a t i o n a l  f i r m s  u s e  ‘ t r a n s f e r  p r i c i n g ’ 
t o  e v a d e  a t  l e a s t  $ 2 0  b i l l i o n  i n  U .S. t a x e s

F or taxpayers battling their 1040 
forms and legislators peering into 
the black hole o f the federal budget 
deficit, there's good news: the In ter­
nal Revenue Service, armed with 

fresh troops and new legal tools, is setting 
out to mine a mother lode o f $25 billion in 
unpaid taxes. But there’s also a catch: no­
body expects much more than a trickle o f 
new revonuo tocome from it.

The mother lode is unpaid business taxes, 
largely from foreign corporations doing 
business in the United States. In effect, like 
street-corner artists hiding peas under wal­
nut shells, such companies playgames with 
their protits. By manipulating the prices 
charged among their own subsidiaries, the 
multinationals can concentrate profits in 
countries with low corporate rates and thus 
gctawaywithasmallertotaltaxbitclchart). 
Thcbottom lineisthat most foreign corpora­
tions operating in the United States pay 
little o r no tax to Washington.

Tax loss: A ll told, the Treasury's loss is 
enormous. At hearings last summer before 
the House Oversight Subcommittee, chair­
man J. J. Pickie o f Texas said he had heard 
estimates ranging up to $30 billion. IRS 
CominissionerFredT.GoldbergJr.saidthat 
was ” on the high side," but conceded t hat t he 
agency should be doing better. Michigan tax 
experts James Wheelerund Richard Weber 
calculatcthat foreign-based multinationals 
dodge $20 billion in U.S taxes every year.
And that's not considering U.S.-based com­
panies, many o f which also find waysto tuck 
away profits in tax havens They usually do 
it on a smaller scale, since it's harder for 
themtododgethelRS.

The corporate shell game has been going 
on for at least 30 years, ever since multina­
tional operations became a significant fac­
tor in the corporate world, and there have 
been periodic attempts to crack down. The 
latest was prompted last summer, when the 
IRS published a table show mg that foreign- 
based companies sold $54.1 bill,on worth oi 
goods and services in the United States in 
ly>d. but claimed to have net losses o f $1 5 
billion on that trade That \ ra r was an ahrr- 
ration:twtor*and»ince.overs*j»compame* -sc
41 NEWSWEEK VPRI1, 15 ism

in the United States have actually reported 
net profits, albeit tiny ones. But the 1986 
"loss”  was riveting. "That toreit,”  says Ron­
ald Pearlman, former chief o f staff o f the 
congressional Joint Tax Committee, now 
practicing law at Covington & Burling. Con­
gress voted a stiff new 20 percent fine und 
gave the IRS broader power to subpoena 
records from parent companies overseas. 
The tax agency also got to expand its over­
worked international staff and dangle a 
smallsalary premium to recruittalent.

Abuses in pricingacrossborders— "trans­
fer pricing," in corporate jargon—are ille­
gal, iftheycan be proved. Corporations deal­
ing with theirownsubsidiariesare required 
to set prices at "arm ’s length," just as they 
would for unrelated customers. And there ’s 
noquestion that abusescan be enormous. In 
its biggest known victory, the IRS made its 
casethntJapan'sToyotahadbeensystemat- 
ically overcharging its U.S. subsidiary for 
years on most o f the cars, trucks and parts 
sold in the United States. What w ould have 
been profits from the United States had 
wafted back to Japan. Toyota denied impro­
prieties but agreed to a reported $1 billion 
settlement, paid in part with tax rebates 
from the government o f Japan.

But such triumphs are rare, and the hur­
dles are mountainous. For one thing, small 
armies o f accountants are needed to sift 
through corporate records in several coun­
tries. even i f  access is granted—by no means 
a sure thing. In one case, an agent who

W h o ’ s  G o t  

t h e  P r o f i t s ?
3 y using tax havens and "trick" 

pricing, .i corporation could slash 
its U S. tax bill by transferring 
profits to luw-tax countries. This 
typical transaction follows one tra il

requested a specific document was sent 40 
boxes o f papers, without an index Trained 
economists must rule in each case whether 
costs w ere realistically allocated. And since 
real-world cores are usually far more subtle 
than simple illustrative anecdotes, there is 
room for years o f legal maneuvering over 
disputed facts, accounting practices and 
businessjudgmentt.

in-aa: — aiu-u. • .c jx —- , \v

i " I n

G erm any

A n  i t e m  i s  

m a n u f a c t u r e d  a t  

a  c o s t  o f  S 8 0 .  I t  

i s  t h e n  s o l d  t o  a n  

I r i s h  s u b s i d i a r y  

f o r  S 8 0 .

Tax Rate: 48?d Tax Paid: SO
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*o* auMwu-ncrvu chovt 
Dodge ball: Toyota ivorkers 
fabove t, Wcstinghouse researcher 
(left). Goldberg

Some obusca ore blatant. One foreign 
manufacturer, fo r instance, sold TV  seta to 
it« U S. subsidiary for $250 each, but 
charged an unrelated company just $150. 
Most cases are nowhere near as dear. What 
if  the set sold outside has a slight change in 
the casing? Which subsidiary gets charged 
for shipping and insurance? In one current 
case, the IRS says Japan's Yamaha foa*ed

I re la n d

T h o  s u b s i d i a r y  

t u r n s  a r o u n d  a n d  

r e s e l l s  t h o  i t o m  a t  

S I 5 0  t o  a  U . S .  

s u b s i d i a r y ,  e a r n i n g  

a  S 7 0  p r o f i t .

Tax Rate: 4“o Tax Paid: S2.80

Yamaha MotorCorp., U.S.A.. to 
overstock motorcycles and all- 
terrain vehiclesintheenrly'80s, 
and then mnde the subsidiary 
pay for discounts and promo­
tions to unload the excess i nven- 
tory. Tho result, says the tax 
agency, was that Yamaha Motor 
U.S.A. puidonly $5,272 in corpo- 
rntetaxtoWnshingtonoverfour 
yeurs Proper accounting would 
have shown a profit o f $500 m il­
lion and taxes o f $127 million, 
the ugcncv says. Rut Yamaha 
nrguesthat the IRS case ignores 
the colossal reality o f the 1982 
recession, which caught the 
company ju st as unprepared as 
its U.S. competitor* Tho U.S. 
TnxCourtismullingthecnse.

American-based multina­
tionals have also been accused o f 
squirreling profit* uway. Tax 
agents find it easier to monitor 
their books, since they’ re a ll in 
this country and follow SEC 
standards; as Wheeler expluins 
it, " I t ’» the difference between 
examining the head and several 
arms o f an octopus, rather than 
just one tentacle.”  Even so, he 
thinks the U.S. multinationals 
could easily account fo r an addi­
tional $5 billion in lost taxes on 
profits dubiously allocated to 
tax havens. Wheeler and Rich­
ard Webersay they'vefoundone 
case that is *uggcstive:Wcs­
tinghouse Electric managed to 
book 27 percent o f its 1986 do­
mestic profit in Puerto Rico,

 where its final salei are tiny. To
spur the Puerto Ri ran economy. 

Washington has set the corp< rate-tax rate 
there at roro. iWcstinghouse says the ac­
counting is proper, since its "h ’ghest-profit 
products are made in Puerto Ricu.” f 

The IRS professes to be delighted wit h its 
new power* and loaded for bear. "We've 
been outmanncd and outgunned in the 
past," says Steven Lainoff. chief IRS lawyer 
for international enforcement. "Now we've

U n ited  S ta te s

T h o  U . S .  s u b s i d i a r y  s e l l s  

t h o  I t o m  a t  c o s t ,  f o r  S 1 S 0 .  

N o  p r o f i t  I s  c a r n o d .  T h o  

I r i s h  s u b s i d i a r y  t h o n  l e n d s  

m o n e y  t o  t h o  U . S .  c o m p a n y  

f o r  f u t u r e  o x p a n s l o n .

Tax Rato: 34?o Tax Paid: SO

got the tool' and people to really attack I his 
problem. ’ Rut that is at least questionable 
The new fine, for instance, stipulates a 20 
percent penalty for any company whose 
transfer pricing resultsin underpayment oi 
$10 million or more in taxes. Experts call 
thut o crude weapon thnt may well fail to 
stand up in court; even the IRS initially 
objected to it. And in testing their new «uo- 
poena powers in foreign countries. IRS 
agents w ill be under the scrutiny o f tax 
people there, who stand to lose any taxes 
that Uncle Sam succeed* in claiming. The 
prospects for litigation are wearying.

When it comes to litigation, the IRS m ay 
also find littlccomfort in itsexpanded in te r ­
national staffitoTOOfrom 550)or its  big-city 
salary premiums o f 8 percent over govern­
ment standards. The agency is now eight 
years behind in merely auditing m u ltin a ­
tionals; corporate officials who m ake a deci­
sion may well be dead or transferred w hen 
the tax people finally showuptoquestion it. 
And in competing for legal and accounting  
talent, the IRS  is still severely out m atched. 
Senior partners in private tax practice rou­
tinely get $500,000 to SI million a year. 
Goldberg recalls ruefully that when he took 
office as IRS commissioner in 1989. h is new 
salary o f $80,000 was just what his former 
firm was paying newly fledged law yers fresh  
out o f school.

Bsd record: A ll told, it's not surprising t hat 
when theIRSdoesbringaca.se, it frequently 
loses. Thomas FieldofTaxAnalystssaystne 
agency typically settles for just 10 cents on 
the do lla r o f its initial claims against for­
eigners, and the IRSdoesn'tdisputethatAt 
one major multinational firm, the head of 
taxes says he tries todothe right thing. "But 
there's no way theIRS isgoing to tindchinki 
inourarm or.” hesays."We'rejusttoosmar: 
and way too well prepared."

I f  the new reforms don't bear fruit. Pickle 
and Senate Finance Committee c h a irm an  
Lloyd Rentsen say they are ready to propose 
something else. Ideally, that might be .1  

whole newapproach to international taxes, 
one that ignore* the detail* o f tran sac tion*  
and focuses on allocating shares ot th e  to ta l 
profit. Most U  S. states have sim ilar law*, 
essentially basing corporate taxes on w n .i t  

percentage o f a company's cm- 
 i ployees. sale* and asw-ts are lo­

cated in the state. I n  t h e  l o n g  

run. reforming in te rn a tio n a l 
taxes along those l i n e s  mav re 
inev itab le  Rut any »uch at- 
tempt wouId  be form l u a b l  v \ v  

plicated; few m ajo r fo rce r, 
coun tries would welcome 
o v rrh iiu lo fth c e n tire s tru c tu rc . 
w hich in elfect w ould requ ire  
unan im ous consent For :r.e 
foreseeable future, tn e  »nrj.v- 
rate shell game goes on

• I ' L l  1« » \ V l L - I .  4 « B 1  V  % * T / t s » r *  M m  I  t t r  % #
*4 .4 'T

V r.W -W tEK  \  PR t L t J. ;:•*!



February 6, 1991

M B 12 
POSITION PAPCR 

DEPARTMENT OF REVENUE

House BU I  No. 12 would mandate the use o f  a wate r ' s  edge method o f  
account ing under the Income tax laws f o r  non-oil and gas t axpayers .  The b i l l  
would be e f f e c t i v e  f o r  tax years  beginning in 1992.

Al l  domest i c  and f o r e i gn  c o rp or a t i on s  at  l e a s t  507. owned, d i r e c t l y  or  
I nd i r e c t l y ,  by a common parent may be engaged t oge ther  In the conduct o f  a 
uni tary  bus ines s .  Under current  law, a l l  such un i ta ry  c orpor a t i ons  would be 
Included In a worldwide un i ta ry  combinat ion.  Each c or po r a t i on  with a taxable  
nexus In Alaska would then be requi red to f i l e  an Alaska Income tax return.

HB 12 would l im i t  the c o rp or a t i on s  that  could be Included In the uni tary  
combinat ion.  Gene ra l l y ,  o n l y  those domest i c  and f o r e i gn  co rpora t i ons  whose 
United S t at es  p roper t y ,  p a y r o l l ,  and s a l e s  average 207. or more o f  the t o ta l  o f  
such f a c t o r s  both In the U.S.  and f o r e i gn  j u r i s d i c t i o n s  could be Included In 
the combinat ion.  I t  Is not e n t i r e l y  c l e a r  whether each o f  the three f a c t o r s  
must average 207. or more or whether I t  Is simply the average o f  the three.
From an admin i s t r a t i v e  s tandpo int ,  e i t h e r  w i l l  r equ i r e  an add i t i ona l  audi t  
inqui ry ,  e s p e c i a l l y  as to those co rp or a t i o ns  that are c l o s e  t o  the 207. 
t hresho ld .

HB 12 would a l s o  exc lude from Income 807. o f  a l l  d i v idend Income from 
f o r e i gn  c o r p or a t i on s ,  a l l  d i v idend  gross-up, and 80X o f  a l l  r o y a l t i e s  from 
f o r e i g n  c o rp o r a t i o ns .  Expenses a s s o c i a t e d  with the 80 t  exc luded from Income 
may not be d i sa l l owed  as the 207. sub j e c t  t o  tax Is deemed to  be compensation 
f o r  the expenses r e l a t e d  t o  the 807.. The s t a t ed  purpose o f  the b i l l  In 
Sec t i on  1 Is t o  "promote investment and trade o p p o r t un i t i e s  In the s t a t e"  and, 
presumably, the Intent  Is t o  a t t r a c t  those taxpayers who oppose the worldwide 
combined r e p or t i n g  method.

However, the ex c lu s i on o f  d i v idends  and r o y a l t y  has ab s o l u t e l y  nothing to  
do with use o f  e i t h e r  worldwide or  domest i c  water ' s  edge combinat ion.
E xc l us i on  o f  Income Is a separate  Issue and the e x c l u s i on  could j u s t  as wel l 
have been f o r  any o ther  Item o f  Income. Further,  s i n c e  t h i s  Income Is not 
exc luded from the tax base o f  o i l  and gas taxpayers under AS 43.20.072,  
s e r i ous  c o n s t i t u t i o n a l  ques t i ons  might a r i s e  under AS 43.20.072.  We would not 
want t o  j e o pa rd i z e  the tax revenues under AS 43.20 by a l l owing a deduct ion to 
non-oi l  and gas companies that Is not a l l owed to the o i l  and gas companies.
The Department o f  Law should rev iew t h i s  p r o v i s i o n .
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A s t a t e  tax exempt ion f o r  f o r e i gn  d i v i d ends  and r o y a l t y  could wel l  favor  
f o r e i g n  over  Uni ted S t a t e s  Investment .  That Is because,  unl ike f or e i gn  
Income, domes t i c  Income Is s ub j e c t  to both f edera l  and s ta t e  tax be fore  being 
paid out  as a d i v i d end .  The p r ov i s i o n  could thus have an e f f e c t  opp os i t e  from 
that  Intended.

The d i v idend  and r o y a l t y  ex c l u s i on  might wel l  a l s o  r e s u l t  in an Increased 
e f f e c t i v e  tax burden on pure l y  domest i c and small bus ine s s e s .  That Is because 
these taxpayers  are taxed on 1007. o f  t h e i r  f edera l  tax base whi le the larger  
taxpayers with mul t i na t i ona l  op era t i o ns  w i l l  be taxed on l e s s  than 1007. o f  
t he i r  f ed e r a l  tax base .  Smal ler e s t a b l i s h ed  Alaska bus ines s es  would not 
r e c e i v e  t h i s  tax break.

Mu l t in a t i ona l  c o rp or a t i o n s  have the o pp o r t un i t y  t o  a r b i t r a r i l y  s h i f t  
Income between j u r i s d i c t i o n s  under a l l  account ing methods o ther  than the 
worldwide combined r ep o r t i n g  method. Under the Interna l  Revenue Code, Sec.
482 Is des i gned t o  prevent  that  s h i f t i n g  o f  Income. A copy o f  Sec.  482 Is 
at tached as E xh lb l t  A. This s e c t i o n  Is des i gned t o  determine I f  r e l a t ed  
p a r t i e s  have charged an arm's length p r i c e .  An Oc tober  18, 1988 Treasury 
d i s c u s s i on  d r a f t  on "A Study o f  Intercompany P r i c ing "  conc ludes that  482 
p r i c i n g  aud i t s  r e qu i r e  l arge commitments o f  aud i t  r e s our ce s .  The C a l i f o r n i a  
expe r i en ce  c e r t a i n l y  a f f i rms  that  o bs e r v a t i o n .  See Exhi b i t  B. A move to  
water ' s  edge w i l l  mean ap p l i c a t i o n  o f  482 In Alaska aud i t s .  There fore ,  a 
change t o  wate r ' s  edge w i l l  r equ i re  s ub s t an t ia l  add i t i o na l  s t a f f  t o  admini st er .

According t o  a r e p o r t  t o  the Commissioner o f  Int erna l  Revenue and the 
As s i s t an t  At t orney  General  by the Spec ia l  Counsel  f o r  I nt e rna t i ona l  Taxat ion 
on January 12, 1981, the p r o v i s i o n s  o f  the tax law app l i c ab l e  t o  Int ernat i ona l  
t r an s a c t i o n s ,  and s p e c i f i c a l l y  Sec.  482, are among the most complex in the 
Int erna l  Revenue Code and are among the most d i f f i c u l t  t o  admini s t er .  £>e 
Exh i b i t  C . In 1990, the House Ways and Means O v er s i gh t  Subcommittee held 
hear ings on Sec.  482 and the problem o f  f ed er a l  tax avoidance due t o  t rans f er  
p r i c i n g .  Test imony Ind i ca t ed  p o t en t i a l  underpayment o f  f edera l  taxes as high 
as $50 b i l l i o n .  A former IRS aud i t o r  t e s t i f i e d  that  ob t a i n ing  appropr ia te  
Informat ion was ex t r eme l y  d i f f i c u l t ,  o f  l i t t l e  a s s i s t a n c e  In determining an 
arm's l ength p r i c e ,  and that the so-ca l l ed  arm's l ength standard e x i s t s  only  
In a world o f  "smoke and mirrors" where no one knows what I t  means and I t  
do e sn ' t  work where the market p lace  Is c o n t r o l l e d .  See Exh ib i t  D . That 
t e s t imony Is c o n s i s t e n t  with the views o f  a former a t t o rney  In the O f f i c e  o f  
In t e rna t i ona l  Tax Counsel  o f  the Treasury Department pr in ted  In the February 
17, 1986 Issue o f  I&fc N o t e s . See E xh ib i t  E . Further ,  House Ma jo r i t y  Leader 
Richard Gephardt t e s t i f i e d  In the hear ings that  c ompe t i t i v ene s s  s u f f e r s  when 
f o r e i gn  c o n t r o l l e d  c o rp or a t i on s  do not pay t h e i r  f a i r  share o f  taxes .

A June 8, 1989 Research Report to the Alaska S ta t e  L e g i s l a tu r e  <a copy o f  
the r e p or t  to Research Request 89.165 Is a t tached as Exhib i t  F) conta ins  the 
f o l l ow ing  quote from Montana's d i r e c t o r  o f  Revenue:

I t  s t ruck me that  the changes 1n the tax laws that  we've
seen now In the l a s t  two or three years  In a number o f
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s t a t e s ,  moving away from worldwide t o  water ' s  edge, have 
served to s u b s t an t i a l l y  Increase the c o s t  o f  compl iance f o r  
both taxpayers and tax agenc i e s .  We have reduced the tax 
base In a number o f  s t a t e s ,  we have moved the s t a t e s  away 
from uni f ormi t y ,  have s h i f t e d  the tax burden, and we have 
looked f o r  an economic boom that has not happened.
There f ore ,  I have to wonder I f  somewhere down the road, we
are going to  have to re-invent  worldwide un i ta ry .

That statement  sugges ts  that d e s p i t e  c la ims to the contrary ,  f o r e i gn  
Investment Is not wi thheld from a s t a t e  simply because o f  tax p o l i c y .  See 
Exhi b i t  G . Markets,  not tax p o l i c y ,  apparent l y  Inf l uence  Investment .  The 
s t a t e  has ye t  to r e c e i v e  any s ta t ed  commitment t o  Increased j o bs  and 
Investment In return f o r  a change in the tax p o l i c y .

The subs t ant ia l  weight o f  au tho r i t y  Is that  taxes do not p lay a major r o l e  
In bus iness  l o c a t i ona l  d e c i s i o n s  and a l s o  are not a major In f luence  on s t a t e  
economic growth. See E xh ib i t s  H and I .  A n a t i o n a l l y  r e cogn i zed  exper t  on j ob
growth, David Burch, a p r o f e s s o r  at  the Massachuset ts  I n s t i t u t e  o f  Technology,
has s t a t ed  that

" taxes  are t o  economic development what race Is to s ch oo l s .
I t  Is I r r e l e v an t .  The Important thing Is the q u a l i t y  o f  the 
s cho o l s .  And the q ua l i t y  o f  economic development Is not  
r e l a t e d  t o  tax p o l i c y . "  See E xh i b i t  J .

Under the c i rcumstances ,  I t  would be d i f f i c u l t  to j u s t i f y  support ing th i s  
l e g i s l a t i o n .  Act ion on t h i s  l e g i s l a t i o n  should be de f er r ed  unt i l  f ur ther  
study i s  performed t o  determine the v a l i d i t y  o f  the assumption that  wa t e r ’ s 
edge w i l l  promote Investment and trade In Alaska.  That Is a ques t i on  the 
admin i s t ra t i on  Is I nt e r e s t e d  in pursuing.  However, at present  we are 
sk ep t i ca l  and c e r t a i n l y  not convinced there Is anything t o  be gained by 
changing from worldwide to the water ' s  edge.

Further,  the expressed p o l i c y  o f  the admin i s t ra t i on  Is t o  reduce the s i ze  
o f  government.  This l e g i s l a t i o n  would be counter t o  that  p o l i c y  because o f  
the add i t i ona l  c o s t  t o  the s t a t e  to admin i s t e r  the Income tax p r o v i s i o n s  under 
water ' s  edge as compared to  worldwide combinat ion.  We must be convinced  
be f ore  we can support  t h i s  l e g i s l a t i o n  that o t he r  f a c t o r s ,  such as Increased  
investment and employment o p p o r t un i t i e s  as a d i r e c t  r e s u l t  o f  the l e g i s l a t i o n ,  
wi l l  o f f s e t  the revenue l o s s e s  and the Increase  t o  the c os t  o f  s ta t e  
government.
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House F in a n c e  C o m m it te e :  
R e p r e s e n t a t i v e s  MacLean, N a v a r re ,  
B o y e r ,  B row n , J a c k o ,  Koponen, L a rs o n ,  
U lm e r ,  B a rn e s ,  R. P h i l l i p s ,  and S ha rp

R o b e r t  B la s c o  and M ary N o rd a le  

A p r i l  26 , 1991 

House B i l l  12

E n c lo s e d  f o r  y o u r  r e v ie w  i s  i n f o r m a t i o n  r e g a r d in g  th e  
e c o n o m ic  b e n e f i t  d e r i v e d  by th e  s t a t e  as a r e s u l t  o f  th e  m u l t i ­
f a c e t e d  o p e r a t i o n s  o f  H o l la n d  A m e r ic a  L in e s  W e s to u rs ,  I n c .  By i t s  
own o p e r a t i o n s  and a l i g n e d  b u s in e s s e s  and i n d u s t r i e s ,  H o l la n d  
A m e r ic a  s t i m u l a t e s  e co n o m ic  h e a l t h  and g ro w th  th r o u g h o u t  m ost o f  
t h e  s t a t e .  I n  a d d i t i o n  t o  th e  s t im u lu s  H o l la n d  A m e r ic a  p r o v id e s  t o  
t h e  econom y, H o l la n d  A m e r ic a  a l r e a d y  pays  $ 3 .4  m i l l i o n  i n  ta x e s  t o  
t h e  s t a t e ,  n o t  i n c l u d i n g  ta x e s  p a id  i n  l o c a l  c o m m u n i t ie s .

The p r e s e n t  d r a f t  o f  HB 12 w o u ld  e l i m i n a t e  a lo n g  
s t a n d in g  t a x  e x e m p t io n  a f f o r d e d  f o r e i g n  v e s s e ls .  The e x e m p t io n  
w o u ld  be c o n t r a r y  t o  f e d e r a l  la w  and p r e s e n ts  s i g n i f i c a n t  l e g a l  
q u e s t i o n s .  E q u a l l y  im p o r t a n t ,  s h o u ld  th e  s t a t e  b e g in  t o  t a x  
f o r e i g n  v e s s e ls ,  H o l la n d  A m e r ic a  w i l l  be f o r c e d  t o  r e v ie w  i t s  
s e r v i c e s  t o  A la s k a ,  and p o t e n t i a l l y  r e l o c a t e  th o s e  s e r v i c e s  i n  
o t h e r  p o r t s .  I t  can be e x p e c te d  t h a t  H o l la n d  A m e r ic a  w o u ld  l i m i t  
i t s  o p e r a t i o n s  i n  A la s k a  so as n o t  t o  i n c u r  t h i s  a d d i t i o n a l  b u rd e n .

We w o u ld  be happy t o  speak w i t h  you a t  y o u r  c o n v e n ie n c e .  
P le a s e  do  n o t  h e s i t a t e  t o  c o n t a c t  one o f  us i f  you have q u e s t io n s  
o r  w o u ld  l i k e  a d d i t i o n a l  i n f o r m a t i o n .

E n c lo s u r e
RPB:MAN:na
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1990 ALASKA ECONOMIC IMPACT BY 
HOLLAND AMERICA WESTOURS AMD ITS PASSENGERS

Alaska is tho third noet popular cruise destination after the 
Caribbean and the Mediterranean. The Alaska market is 
currently estimated to represent 7 percent of the entire 
North Amaricsn cruise industry. Over the next decade, the 
Alaska cruise market is forecast to grow at 6 to 8 percent 
annually.

The number of cruise passengers carried to Alaska by Holland 
America Line, one of the largest operators in the Alaska 
market, ham grown from 16,000 in 1983 to 101,000 for 1990, 
including Alaska cruise passengers and Alaska and Canadian 
Rookies cruisotour passengers.

Holland America Woatours and its subsidiaries, Cray Lino of 
Alaska and Westmark Hotels and Inns, employed a total of 
2,343 people in 1990. All of the year-round employees are 
Alaska residents, as are 89 percant of the seasonal workers. 
The company also does business with 1,050 vendors around the 
state. In addition, Holland America Woetoure spends noarly 
914 million annually in advertising to promote Alaska tourism 
and distributes nearly 2.5 million Alaska brochuroo to 
consumers and travel agencies across the United states and 
Canada.

Cruise- and cruisatour-related contributions to the Alaska 
economy by Holland Anerica Line and Windstar Sail Cruises 
directly and their passengers indirectly in 1990 amounts to 
an estimated $89,453,514 statewide. The breakdown follows:

Estimated passenger spending $35,978,727
(Includes cruisetour, Gray Line 
of Alaska and Westmark Hotels)

1IAL-W direct spending 37,363,459
(Includes taxes , r e n t ,  fuel, food/ 
bevareige, utilities, equipment, 
local ad v ertis ing , co n tr ib u tio n s ,  
capital projects/ maintenance, other 
tour operators, air t ran sp o r ta tio n )

Estimated crew spending 1,416,000

KAL-W statewide payroll 14,6?g-4 329

Total d i r e c t  and indirect impact $89,453,514

Total estimated statewide economic 9242,275,476
impact (using commonly 

w o n e c o n o m i c  multipliers)

1‘tlct: IMAM IIAI.W&KA 
I  AX' JW. U )  l t * l  IV s *  a i - 7 t  10
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Rep. M ike  N a v a r re  
C o -C h a irm a n
House F in a n c e  C o m m itte e  
P .O . Box V (MS 3100) 
J u n e a u ,  A la s k a  99811

D ea r R e p r e s e n t a t i v e  N a v a r re :

House B i l l  No. 12, t h e  s o - c a l l e d  " W a t e r 's  Edge A c t " ,  makes th e  
S t a t e  o f  A la s k a  a f a r  more h o s p i t a b l e  p la c e  f o r  b u s in e s s  and 
u n d o u b te d ly ,  w i l l  e n c o u ra g e  b o th  t h e  e x p a n s io n  o f  A la s k a  
e n t e r p r i s e s  and th e  e s t a b l i s h m e n t  o f  A la s k a  o f f i c e s  by  b u s in e s s e s  
h e a d q u a r te r e d  e ls e w h e r e .  P e r s o n a l l y ,  and on b e h a l f  o f  H o l la n d  
A m e r ic a  L in e ,  I  s u p p o r t  t h e  b i l l .

I n  r e v ie w in g  t h e  b i l l ,  I  d i d  n o te  tw o  p o t e n t i a l  p ro b le m s  t h a t  
r e s u l t  f ro m  o t h e r  s t a t u t e s  w i t h i n  t h e  A la s k a  incom e  t a x  a c t .  
F i r s t ,  t h e  b i l l  may r e q u i r e  t h a t  a b u s in e s s  t h a t  d e r i v e s  incom e 
e x c lu d e d  u n d e r  f e d e r a l  t a x  la w s  j o i n  i n  t h e  f i l i n g  o f  an A la s k a  
u n i t a r y  r e t u r n .  Even th o u g h  t h i s  company w o u ld  add n o t h in g  t o  t h e  
u n i t a r y  t a x a b l e  incom e  s u b j e c t  t o  a p p o r t io n m e n t ,  o t h e r  s t a t u t e s  
w o u ld  r e q u i r e  t h a t  i t s  p r o p e r t y  and p a y r o l l  be i n c lu d e d  i n  t h e  
u n i t a r y  a p p o r t io n m e n t  f a c t o r s .

To a v o id  t h i s  u n a n t i c i p a t e d  lo s s  o f  re v e n u e  t o  t h e  s t a t e ,  I  p ro p o s e  
t h a t  a l l  f o r e i g n  c o r p o r a t i o n s  w h ic h  d e r i v e  incom e w h ic h  i s  e n t i r e l y  
e x c lu d e d  f r o m  f e d e r a l  t a x a b le  in co m e , be e x c lu d e d  f ro m  t h e  A la s k a  
u n i t a r y  incom e  t a x  r e t u r n .

The second  ch a n g e  t h a t  I  p ro p o s e  w i l l  c o d i f y  an e x i s t i n g  r e g u l a t i o n  
w h ic h  p e r m i t s  f o r e i g n  c o r p o r a t i o n s  t o  c l a i m  c e r t a i n  d e d u c t io n s  t o  
d e r i v e  t a x a b le  in c o m e . I f  a f o r e i g n  c o r p o r a t i o n  does  n o t  d e r i v e  
inco m e  w h ic h  i s  " e f f e c t i v e l y  c o n n e c te d  w i t h  a U n i t e d  S ta t e s  t r a d e  
o r  b u s in e s s " ,  f e d e r a l  s t a t u t e s  d e n y  t h e  c o r p o r a t i o n  any  d e d u c t io n s  
and im pose  a t a x  on t h e  c o m p a n y 's  g ro s s  in co m e .

U nde r e x i s t i n g  A la s k a  s t a t u t e s  and House B i l l  No. 12, su ch  a 
c o r p o r a t i o n  c o u ld ,  u n d e r  c e r t a i n  c i r c u m s t a n c e s ,  be r e q u i r e d  t o  j o i n  
i n  t h e  f i l i n g  o f  a u n i t a r y  inco m e  t a x  r e t u r n .  S in c e  A la s k a  has 
a d o p te d  th e  I n t e r n a l  Revenue Code f o r  t h e  p u rp o s e  o f  d e t e r m in in g  
t a x a b le  in co m e , t h i s  c o r p o r a t i o n ' s  g ro s s  incom e  w o u ld ,  a b s e n t  o t h e r  
a u t h o r i t y ,  be  i n c l u d e d  i n  t h e  u n i t a r y  b a se .

The D e p a r tm e n t  o f  Revenue c u r r e n t l y  has a r e g u l a t i o n  t h a t  p e r m i t s  
a c o r p o r a t i o n  i n  t h i s  s i t u a t i o n  t o  c l a im  d e d u c t io n s .  H ow ever, i t  
i s  my o p in i o n  t h a t  t h i s  r e g u l a t i o n  i s  n o t  a u t h o r i z e d  by e x i s t i n g  
s t a t u t e s .  The amendment I  p ro p o s e  c l o s e l y  f o l l o w s  t h i s  r e g u l a t i o n ,

U)0Kllti)i( \ve. \Vc*t 
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w i t h  some c h a n g e s  t o  ease  i t s  a d m i n i s t r a t i o n  and t o  make i t  w o rk  
more e q u i t a b l y .

The s p e c i f i c  amendments t o  t h e  b i l l ,  t o g e t h e r  w i t h  a d e t a i l e d  
t e c h n i c a l  e x p la n a t i o n  a re  a t t a c h e d .  I f  t h e r e  i s  any  a d d i t i o n a l  
i n f o r m a t i o n  t h a t  I  ca n  p r o v id e  o r  i f  I  can  be o f  a s s i s t a n c t  i n  any  
w ay, p le a s e  do  n o t  h e s i t a t e  t o  c o n t a c t  me.

S i n c e r e l y ,

James R. B o r d e r ,  Esq . 
C o r p o r a te  D i r e c t o r  -  T a x a t i o n



PROPOSED AMENDMENTS TO HOUSE B IL L  NO. 12

I .  IN E L IG IB L E  FOREIGN CORPORATIONS -  EXCLDSION FROM UNITARY 
RETURN

S u b p a ra g ra p h  (g) o f  AS 4 3 .2 0 .0 7 3 ,  page 3 o f  t h e  b i l l ,  b e g in n in g  on 
l i n e  21 , i s  amended t o  re a d :

(3 ) " f o r e i g n  c o r p o r a t i o n "  means a c o r p o r a t i o n  c r e a t e d  o r  
o r g a n iz e d  o u t s i d e  o f  t h e  U n i te d  S t a t e s ,  t h e  D i s t r i c t  o f  C o lu m b ia ,  
t h e  Commonwealth o f  P u e r to  R ic o ,  o r  a p o s s e s s io n  o f  t h e  U n i te d  
S t a t e s , p r o v id e d  h o w e ve r ,  a " f o r e i g n  c o r p o r a t i o n "  does n o t  i n c lu d e  
anv  c o rP Q r a t iQ n _ s u b ie c t_ t_ Q _ th .e . in te r n a l . r e v e n u e  la w s  o f  t h e  U n i te d  
s t a t e s  if__a ll_Q f_s .uch__Q PrPQ £a tion is_  income, i s  e x c lu d e d  p u r s u a n t  t o  
t h e  p r o v i s i o n s  o f  t h e  I n t e r n a l  Revenue Code a d o p te d  as p a r t  o f  t h i s  
c h a p t e r  i n  AS 4 3 .2 0 .0 2 1 ( a )  o r  e x c lu d e d  p u r s u a n t  t o  anv  t r e a t y  t o  
w h iq h . . t h e _ y n i te a _ g . t :at;es j,s a p a r t y ;

I I .  ALLOWANCE OF DEDUCTIONS TO FOREIGN CORPORATION REQUIRED TO 
JO IN  IN  A UNITARY RETURN

f

On Page 3 o f  t h e  B i l l ,  L in e  27 , a new " S e c t io n  3 "  i s  added t o  r e a d :

*S e c .  3 AS 4 3 .2 0 .0 3 6  i s  amended by r e d e s i g n a t i n g  s u b s e c t io n  
( j )  as s u b s e c t io n  (d )  and a d d in g  a new s u b s e c t io n  t o  
r e a d :

(e ) F o r  p u rp o s e s  o f  c a l c u l a t i n g  th e  t a x  p a y a b le  u n d e r  t h i s  
c h a p t e r ,  a f o r e i g n  c o r p o r a t i o n  r e q u i r e d  t o  j o i n  i n  t h e  f i l i n g  o f  a 
u n i t a r y  r e t u r n  i s  e n t i t l e d  t o  t h e  same d e d u c t io n s  as a d o m e s t ic  
c o r p o r a t i o n .

(1 )  A c o r p o r a t i o n  p e r m i t t e d  d e d u c t io n s  u n d e r  t h i s  
p a ra g ra p h  may e l e c t  t o  r e p o r t  as i t s  t a x a b le  incom e e i t h e r :

(A) incom e r e p o r t e d  i n  i t s  f i n a n c i a l  s ta te m e n ts  
p r e p a r e d  i n  a c c o rd a n c e  w i t h  g e n e r a l l y  a c c e p te d  a c c o u n t in g  
p r i n c i p l e s ;

(B) e a r n in g s  and p r o f i t s  as d e te im in e d  u n d e r  t i t .  26 
USC; o r

(C) t a x a b le  incom e  t h a t  w o u ld  have  been  r e p o r t e d  i f  
t h e  f o r e i g n  c o r p o r a t i o n  had used  t h e  same r u l e s  as a 
d o m e s t ic  c o r p o r a t i o n  f o r  t h e  c a l c u l a t i o n  o f  a l l o w a b l e  
d e d u c t io n s .
(2 )  An e l e c t i o n  u n d e r  t h i s  p a r a g r a p h :

(A) m us t be made f o r  a l l  members o f  t h e  u n i t a r y  
g ro u p  t h a t  a r e  n o t  r e q u i r e d  t o  f i l e  a f e d e r a l  incom e  t a x  
r e t u r n  w h ic h  encompasses a l l  o f  t h e i r  in co m e , u n le s s  
a p p r o v a l  i s  o b ta in e d  f ro m  th e  d e p a r tm e n t  t o  e x c lu d e  
p a r t i c u l a r  members f ro m  th e  e l e c t i o n ;  and

(B) t h e  e l e c t i o n  i s  b in d in g  f o r  a l l  s u b s e q u e n t  y e a rs  
u n le s s  p r i o r  a p p r o v a l  i s  o b ta in e d  f ro m  t h e  d e p a r tm e n t  t o  
r e s c in d  th e  e l e c t i o n .

On Page 3 o f  t h e  B i l l ,  L in e s  27 and 28 , fo r m e r  S e c t io n s  3 and 4 a re  
r e d e s ig n a t e d  as S e c t io n s  4 and 5 , r e s p e c t i v e l y .
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T h ro u g h  A la s k a  S t a t u t e s  § 4 3 .2 0 . 0 2 1 ( a ) ,  t h e  S ta t e  has  a d o p te d  
s p e c i f i c  s e c t i o n s  o f  t h e  I n t e r n a l  Revenue Code ( t i t .  26 , USC) . 
I n c lu d e d  i n  t h e  s e c t i o n s  a d o p te d  a re  s e v e r a l  w h ic h  e x c lu d e  c e r t a i n  
c la s s e s  o f  g r o s s  inco m e  d e r i v e d  by f o r e i g n  c o r p o r a t i o n s  f ro m  incom e 
t a x a t i o n .  T h i s  amendment r e c o g n iz e s  t h a t ,  by a d o p t in g  t h e  I n t e r n a l  
Revenue Code by r e f e r e n c e ,  A la s k a  a ls o  e x c lu d e s  th e s e  s p e c i f i c  
i t e m s  f ro m  g r o s s  incom e  f o r  A la s k a  incom e t a x  p u rp o s e s .

W i th o u t  t h i s  am endm ent, c e r t a i n  f o r e i g n  c o r p o r a t i o n  w h ic h  d e r i v e  
incom e w h ic h  i s  t e c h n i c a l l y  f ro m  U n i t e d  S ta t e s  s o u rc e s  b u t  e x c lu d e d  
p u r s u a n t  t o  t h e  I n t e r n a l  Revenue Code, w o u ld  have  t o  j o i n  i n  th e  
f i l i n g  o f  a u n i t a r y  r e t u r n ,  a d d in g  n o t h in g  t o  t h e  g r o u p 's  t a x a b le  
incom e s u b j e c t  t o  a p p o r t io n m e n t .

S in c e  th e s e  incom e  e le m e n ts  a re  e x c lu d e d  f ro m  g ro s s  incom e th e y  
w o u ld  n o t  e n t e r  i n t o  t h e  c a l c u l a t i o n  o f  t a x a b le  incom e o r  t h e  s a le s  
a p p o r t io n m e n t  f a c t o r .  H ow ever, i f  i n c lu d e d  i n  a u n i t a r y  r e t u r n ,  
t h e  p r o p e r t y  and p a y r o l l  i n f o r m a t i o n  o f  th e s e  e n t i t i e s  c o u ld  be 
used  i n  t h e  d e t e r m in a t i o n  o f  th e  com b ined  a p p o r t io n m e n t  f a c t o r s .  
I f  t h e  e n t i t i e s  c o n d u c t  s i g n i f i c a n t  b u s in e s s  a b ro a d  as r e q u i r e d  by 
th e s e  e x c lu s i o n  s e c t i o n s ,  t h i s  w i l l  s e r v e  t o  d i s p r o p o r t i o n a t e l y  
a l l o c a t e  incom e  o u t s i d e  th e  S ta t e .  F o r  e xa m p le ,  see th e  r u l e s  
a p p l i c a b l e  t o  f i n a n c i a l  o r g a n i z a t i o n s  c o n t a in e d  i n  15 AAC 2 0 .6 1 0 ,  
e x c lu d i n g  f ro m  t h e  a p p o r t io n m e n t  f a c t o r s  a l l  t a x  exem pt r e c e i p t s  
b u t  i n c l u d i n g  a l l  p r o p e r t y  and p a y r o l l .

T h i s  amendment a d d re s s e s  o n ly  th o s e  s i t u a t i o n s  w here  a f o r e i g n  
c o r p o r a t i o n  i s  r e q u i r e d  t o  f i l e  a t a x  r e t u r n  and th e  incom e i s  
e x c lu d e d  by  s t a t u t e  o r  t r e a t y .  To th e  e x t e n t  t h a t  a f o r e i g n  
c o r p o r a t i o n  i s  r e q u i r e d  t o  j o i n  i n  t h e  f i l i n g  o f  a u n i t a r y  r e t u r n  
u n d e r  t h i s  b i l l ,  b u t  has  n o t  been r e q u i r e d  t o  f i l e  a f e d e r a l  incom e 
t a x  r e t u r n ,  i t s  incom e  i s  d e te rm in e d  as  u n d e r  p r i o r  law  and 
r e g u l a t i o n s ,  w i t h  t h e  amendments o f f e r e d  b e lo w .

I I .  ALLOWANCE OF DEDUCTIONS TO FOREIGN CORPORATION REQUIRED TO
JO IN  IN  A UNITARY RETURN

The r e d e s i g n a t i o n  o f  p a ra g ra p h  ( j )  i s  a c l e r i c a l  amendment.

New p a ra g ra p h  (e ) p e r m i t s  f o r e i g n  c o r p o r a t i o n s  w h ic h  a re  p a r t  o f  a 
u n i t a r y  g ro u p  t o  d e d u c t  expenses w h ic h  r e l a t e  t o  t h e  incom e
r e q u i r e d  t o  be r e p o r t e d .  Under th e  I n t e r n a l  Revenue Code, many o f
th e s e  c o r p o r a t i o n s  a r e  n o t  p e r m i t t e d  any d e d u c t io n s  and t h e r e f o r e ,  
th e  A la s k a  incom e t a x  c o u ld  o p e ra te  t o  t a x  th e s e  e n t i t i e s  on a 
g r o s s  incom e  b a s i s .



F o r  e x a m p le ,  assume t h a t  t h e  o n ly  incom e c o r p o r a t i o n  d e r i v e s  a re  
r o y a l t i e s  f r o m  t h e  use  o f  a p a t e n t  i n  t h e  U n i te d  S t a t e s .  F o r  
f e d e r a l  incom e  t a x  p u rp o s e s ,  th e  c o r p o r a t i o n  i s  s u b j e c t  t o  a 30% 
t a x  on  t h e  g r o s s  incom e  i t  r e c e i v e s .  P u rs u a n t  t o  26 USC 
8 8 2 ( c ) ( 1 ) ( A ) ,  t h i s  c o r p o r a t i o n  w o u ld  n o t  be p e r m i t t e d  any 
d e d u c t io n s  a g a i n s t  t h i s  incom e , even th o s e  d e d u c t io n s  w h ic h  
d i r e c t l y  r e l a t e  t o  i t s  p r o d u c t i o n .

I f  t h e  t a x  due by  t h i s  c o r p o r a t i o n  has been w i t h h e l d  b y  th e  p a y o r ,  
i t  i s  n o t  r e q u i r e d  t o  f i l e  a U n i t e d  S ta te s  incom e t a x  r e t u r n .  I f  
th e  c o r p o r a t i o n ' s  t a x  l i a b i l i t y  i s  n o t  s a t i s f i e d  by w i t h h o l d i n g ,  i t  
m us t f i l e  an in co m e  t a x  r e t u r n  and r e m i t  t h e  t a x  d u e .

I f  t h i s  c o r p o r a t i o n  i s  r e q u i r e d  t o  j o i n  i n  t h e  f i l i n g  o f  an A la s k a  
u n i t a r y  r e t u r n ,  a l l  o f  i t s  g ro s s  incom e , i n c l u d i n g  t h e  r o y a l t i e s ,  
a re  c o n s id e r e d .  H ow e ve r, t h e  i n c o r p o r a t i o n  o f  t h e  I n t e r n a l  Revenue 
Code i n  AS 4 3 .2 0 .0 2 1 ( a )  i n c l u d e s  t h e  d is a l lo w a n c e  o f  d e d u c t io n s  t o  
w h ic h  t h i s  c o r p o r a t i o n  i s  e n t i t l e d  u n d e r  26 USC 8 8 2 ( c ) ( 1 ) ( A ) .  
T h u s ,  t h i s  c o r p o r a t i o n  w o u ld  be s u b je c t  t o  A la s k a  incom e  t a x  on i t s  
g r o s s  incom e  r a t h e r  t h a n  i t s  t a x a b le  in co m e .

T h is  p ro b le m  i s  c u r r e n t l y  a d d re s s e d  by r e g u l a t i o n  15 AAC 2 0 .3 0 0 (c )  
w h ic h  s t a t e s ,  i n  r e l e v a n t  p a r t :

The  t o t a l  u n i t a r y  incom e s u b j e c t  t o  a p p o r t io n m e n t  i s  th e  
b u s in e s s  in c o m e , as d e f in e d  i n  AS 4 3 .1 9 .0 1 0  o f  t h e  u n i t a r y  
b u s in e s s ,  w h ic h  i s  t h e  sum o f  (1) f o r  incom e o f  a u n i t a r y  
b u s in e s s  t h a t  m us t be r e p o r t e d  as incom e u n d e r  t h e  I n t e r n a l  
Revenue Code, t h e  t a x a b le  incom e  u n d e r  c h a p t e r  1 o f  S u b t i t l e  
A o f  t h e  I n t e r n a l  Revenue Code o f  1954, as  amended . . . ;  and
(2 )  f o r  in co m e  o f  t h e  u n i t a r y  b u s in e s s  w h ic h  i s  n o t  r e q u i r e d  
t o  be r e p o r t e d  as incom e u n d e r  t h e  I n t e r n a l  Revenue Code, th e  
inco m e  r e p o r t e d  f o r  f i n a n c i a l  s ta te m e n t  p u rp o s e s ,  p lu s  t a x e s ,  
based  on o r  m easured  by n e t  incom e t h a t  w ere  d e d u c te d ,  l e s s  
d i v i d e n d s  r e c e iv e d  f ro m  t h a t  c o r p o r a t i o n  i n c l u d e d  i n  th e  
u n i t a r y  b u s in e s s ,  e x c e p t  t h a t  (a ) a c o r p o r a t i o n  may e l e c t  t o  
r e p o r t  t h i s  incom e  as t h e  incom e i s  r e p o r t e d  on th e  
" I n f o r m a t i o n  R e tu rn  W ith  R e s p e c t  t o  a F o r e ig n  C o r p o r a t i o n "  
f i l e d  w i t h  t h e  I n t e r n a l  Revenue S e r v ic e :  (b ) i f  t h e  t a x p a y e r  
makes t h e  e l e c t i o n  u n d e r  (a )  o f  t h i s  p a ra g ra p h  ( i )  th e  
e l e c t i o n  m u s t be made upon t h e  f i l i n g  o f  a r e t u r n  u n d e r  AS 
4 3 . 2 0 ;  ( i i )  t h e  e l e c t i o n  m us t be made f o r  a l l  members o f  th e  
u n i t a r y  g ro u p  t h a t  a r e  n o t  r e q u i r e d  t o  r e p o r t  incom e u n d e r  th e  
I n t e r n a l  Revenue Code u n le s s  a p p r o v a l  i s  o b ta in e d  f ro m  th e  
d e p a r tm e n t  t o  e x c lu d e  p a r t i c u l a r  members f ro m  th e  e l e c t i o n ;  
and ( i i i )  t h e  e l e c t i o n  i s  b in d in g  f o r  a l l  s u b s e q u e n t  y e a rs  
u n le s s  p r i o r  a p p r o v a l  i s  o b ta in e d  f ro m  th e  d e p a r tm e n t  t o  
r e s c in d  t h e  e l e c t i o n ;  ( i v )  t h e  t a x p a y e r  may use  any  m ethod o f  
d e p r e c i a t i o n  a l lo w e d  u n d e r  Sec. 167 o f  th e  I n t e r n a l  Revenue
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Code (26 U .S .C .  Sec. 167) as t h a t  s e c t i o n  re a d  on June 30, 
1 9 81 ; and (v )  t h e  ta x p a y e r  may t a k e  th e  c o s t  d e p l e t i o n  
d e d u c t io n  a l l o w e d  u n d e r  Sec. 611 o f  t h e  I n t e r n a l  Revenue Code 
(26  U .S .C .  S e c . 6 1 1 ) .

As d r a f t e d ,  t h i s  r e g u l a t i o n  p r e s e n ts  s e v e r a l  d i f f i c u l t i e s .  F i r s t  
and f o r e m o s t  o f  t h e s e  i s  t h e  l a c k  o f  s t a t u t o r y  a u t h o r i t y  f o r  t h e  
a l t e r n a t i v e  m e th o ds  o f  a c c o u n t in g  p e r m i t t e d  f o r e i g n  c o r p o r a t i o n s .  
The r e g u l a t i o n  a d d re s s e s  th e  d i f f i c u l t i e s  i n h e r e n t  when e n t i t i e s  
w h ic h  do n o t  f i l e  f e d e r a l  income t a x  r e t u r n s  a re  i n c lu d e d  i n  a 
u n i t a r y  r e t u r n .  H ow e ve r, s t a t u t o r y  a u t h o r i t y  f o r  t h i s  i s  r e q u i r e d .

The s e c o n d  p ro b le m  i s  t h a t  th e  m e thods o f  a c c o u n t in g  u n d e r  
s u b p a ra g ra p h  (2 )  , b o th  m a n d a to ry  and e l e c t i v e ,  a re  l i m i t e d  t o  
e n t i t i e s  w h ic h  r e c e i v e  incom e w h ic h  i s  n o t  r e q u i r e d  t o  be r e p o r t e d  
u n d e r  t h e  I n t e r n a l  Revenue Code. As p o in t e d  o u t  a b o ve , w h e th e r  o r  
n o t  c e r t a i n  t y p e s  o f  incom e a re  " r e q u i r e d  t o  be r e p o r t e d "  b y  a 
f o r e i g n  c o r p o r a t i o n  de pends  on w h e th e r  o r  n o t  a d e q u a te  income ta x e s  
w e re  w i t h h e l d .  The ad eq ua cy  o f  w i t h h o l d i n g  i s  s o l e l y  w i t h i n  t h e  
c o n t r o l  o f  t h e  p a y o r  and can n o t  be c o n t r o l l e d  by  t h e  c o r p o r a t i o n  
t o  be i n c l u d e d  i n  t h e  u n i t a r y  r e t u r n .

I f  s u f f i c i e n t  t a x e s  a r e  w i t h h e l d  t o  s a t i s f y  a f o r e i g n  c o r p o r a t i o n ' s  
t a x  l i a b i l i t y ,  i t s  t a x a b le  income w o u ld  be d e te rm in e d  p u r s u a n t  t o  
s u b p a ra g ra p h  (2 )  o f  t h e  r e g u l a t i o n .  On th e  o t h e r  hand , i f  t h e  same 
c o r p o r a t i o n ' s  f e d e r a l  incom e t a x  l i a b i l i t y  i s  n o t  s a t i s f i e d  by 
w i t h h o l d i n g ,  i t s  incom e  i s  " r e q u i r e d  t o  be r e p o r t e d "  and i t s  
t a x a b l e  incom e  w o u ld  be d e te rm in e d  u n d e r  s u b p a ra g ra p h  ( 1 ) .  T h i s  
b e in g  t h e  c a s e ,  t h e r e  i s  no j u s t i f i a b l e  r e a s o n  f o r  any  d i f f e r e n c e  
i n  t h e  m e tho ds  o f  a c c o u n t in g  a v a i l a b l e  t o  e n t i t i e s  w h ic h  a re  
s i m i l a r l y  s i t u a t e d  e x c e p t  f o r  t h e  a c t i o n s  o f  t h e  w i t h h o l d i n g  a g e n t .

The t h i r d  p r o b le m  i s  a b y p r o d u c t  o f  t h e  a d o p t io n  o f  t h e  I n t e r n a l  
R evenue Code t h r o u g h  AS 4 3 . 2 0 . 0 2 1 ( a ) ,  t h e  u n i t a r y  m ethod o f  
t a x a t i o n  i n  g e n e r a l ,  s u b p a ra g ra p h  (1 ) o f  t h i s  r e g u l a t i o n ,  and t h e  
d u a l  t a x  s y s te m s  a p p l i c a b l e  t o  f o r e i g n  c o r p o r a t i o n s  u n d e r  f e d e r a l  
la w .  I f  a c o r p o r a t i o n  i s  r e q u i r e d  t o  r e p o r t  incom e t o  th e  I n t e r n a l  
Revenue S e r v i c e ,  i t s  t a x a b le  incom e f o r  A la s k a  p u rp o s e s  i s  
d e te r m in e d  u n d e r  s u b p a ra g ra p h  1 o f  t h e  r e g u l a t i o n .  U nder th e  f a c t s  
o f  t h e  above  e x a m p le ,  " t a x a b l e  inco m e "  r e p o r t e d  u n d e r  c h a p t e r  1 o f  
S u b t i t l e  A o f  t h e  I n t e r n a l  Revenue Code w i l l  be th e  co m p a n y 's  g r o s s  
in c o m e , no d e d u c t io n s  p e r m i t t e d .

S in c e  t h e  S t a t e  im p o se s  a " n e t  in co m e "  t a x ,  t h e  d e d u c t io n s  w h ic h  
g i v e  r i s e  t o  inco m e  t o  be in c lu d e d  i n  an A la s k a  u n i t a r y  incom e t a x  
r e t u r n  s h o u ld  be p e r m i t t e d .  A la s k a  has no c o m p a ra b le  " g r o s s  
in c o m e "  t a x  on e a r n in g s  d e r i v e d  f ro m  A la s k a  s o u rc e s  and t h e r e f o r e ,  
m o d i f i c a t i o n s  t o  t h e  f e d e r a l  scheme a re  r e q u i r e d  t o  a c h ie v e  an 
e q u i t a b l e  r e s u l t .
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The d e p a r t m e n t ' s  r e g u l a t i o n  a t t e m p t s  t o  a d d re s s  th e  p ro b le m s  fa c e d  
by  f o r e i g n  c o r p o r a t i o n s  t h a t  a r e  r e q u i r e d  t o  j o i n  i n  an A la s k a  
u n i t a r y  r e t u r n .  The amendment g e n e r a l l y  f o l l o w s  t h e  d e p a r t m e n t 's  
e x i s t i n g  r e g u l a t i o n  w i t h  t h e  f o l l o w i n g  ch a ng e s  t o  a l l e v i a t e  th e  
p ro b le m s  o u t l i n e d  a b o v e .

1 . The c o r p o r a t i o n s  t o  w h ic h  t h e  e l e c t i v e  m e thods  o f  a c c o u n t in g  
a r e  a v a i l a b l e  i s  e xpanded  t o  i n c l u d e  a l l  f o r e i g n  c o r p o r a t i o n s .  
T h i s  w i l l  a v o id  any  d i s p a r a t e  t r e a t m e n t  o f  s i m i l a r l y  s i t u a t e d  
c o r p o r a t i o n s .

2 .  A t h i r d  m e thod  o f  a c c o u n t in g  i s  made a v a i l a b l e  t o  th e s e  
c o r p o r a t i o n s ,  t h e  use  o f  t a x a b le  incom e  u n d e r  U n i t e d  S t a t e s  
t a x  p r i n c i p l e s .  T h i s  ch a ng e  i s  made t o  accommodate th o s e  
f o r e i g n  c o r p o r a t i o n s  w h ic h  a r e  r e q u i r e d  t o  r e p o r t  incom e t o  
t h e  I n t e r n a l  Revenue S e r v ic e  on  t h e  b a s is  o f  " t a x a b l e  in c o m e " .  
E s s e n t i a l l y ,  t h i s  c o d i f i e s  s u b p a ra g ra p h  (1 ) o f  t h e  r e g u l a t i o n  
and makes t h i s  m ethod  o f  a c c o u n t in g  a v a i l a b l e  t o  a l l  
c o r p o r a t i o n s .

3 . The e l e c t i o n  t o  use  f i n a n c i a l  s t a te m e n t  incom e  i s  changed  t o  
i n c o r p o r a t e  U n i t e d  S t a t e s  g e n e r a l l y  a c c e p te d  a c c o u n t in g  
p r i n c i p l e s  (GAAP) . Due t o  t h e  l a c k  o f  u n i f o r m i t y  i n  
a c c o u n t in g  m e thods  i n t e r n a t i o n a l l y ,  GAAP i s  d e s ig n a te d  as  th e  
f i n a n c i a l  a c c o u n t in g  m ethod  t o  be u s e d .

4 .  The p r e v i o u s l y  e x i s t i n g  e l e c t i o n  t o  use  incom e  r e p o r t e d  on 
"F o rm  5 4 71 "  i s  changed  t o  " e a r n in g s  and p r o f i t s " .  E a rn in g s  
and  p r o f i t s  d e te r m in e d  u n d e r  U n i t e d  S t a t e s  t a x  law s  a re  
r e p o r t e d  on t h i s  fo rm  and i t  a p p e a rs  t h a t  t h i s  i s  t h e  " in c o m e "  
t o  w h ic h  t h e  r e g u l a t i o n  a l l u d e d .  H ow eve r, GAAP incom e i s  a l s o  
d i s c l o s e d  on t h i s  fo r m .

The  amendment c l a r i f i e s  t h e  p r i o r  r e g u l a t i o n  and p r o v id e s  t h a t  
e a r n in g s  and p r o f i t s  can  be u sed  b y  f o r e i g n  c o r p o r a t i o n s  w h ic h  
a r e  n o t  c o n t r o l l e d  f o r e i g n  c o r p o r a t i o n s  r e q u i r e d  t o  f i l e  Form 
5 4 71 .

5 . The  amendment o m i t s  t h e  r e f e r e n c e s  t o  t h e  I n t e r n a l  Revenue 
Code o f  1954 s in c e  26 USC i s  now known as t h e  I n t e r n a l  Revenue 
Code o f  1986 .

6 . The amendment d e le t e s  t h e  r e s t r i c t i o n  on m e thods  o f  
d e p r e c i a t i o n  c o n t a in e d  i n  t h e  r e g u l a t i o n .  The d e p r e c i a t i o n  
m e th o d s  p e r m i t t e d  f o r e i g n  c o r p o r a t i o n s  a r e  l i m i t e d  u n d e r  
c u r r e n t  la w .  A s s e ts  u se d  p r e d o m in a t e l y  o u t s i d e  th e  U n i t e d  
S t a t e s  a re  n o t  a l l o w e d  e i t h e r  t h e  s h o r t e r  l i v e s  o r  a c c e le r a t e d  
m e th o d s  p e r m i t t e d  a s s e t s  u sed  i n  t h e  U n i t e d  S t a t e s .  T h i s  
b e in g  t h e  c a s e ,  th e  r e q u i r e m e n t  t h a t  t a x p a y e r s  c o n t i n u e  t o  use  
m e th o d s  d e te r m in e d  u n d e r  1981 f e d e r a l  t a x  la w s  in c r e a s e s  th e
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c o m p l e x i t y  of the adminis tr at io n of Alask a law and 
u n n e c e s s a r i l y  burden taxpayers.
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WALTER J. HICKEL. G O V E R N O R

M E P V I I T M E N 1  O F  I t E V E W E

O F F I C E  O F  T H E  C O M M I S S I O N E R

P O. BOX S
JUNEAU, ALASKA 99811 0400 
PHONE (907) 465-2300 
TELEFAX (907) 465-2389

Apr i l  2, 1991

The Honorable Mike Navarre 
Alaska S ta t e  L e g i s l a t u r e  
P.O.  Box V 
Juneau, AK 99811

RE: HB 12 - Water's Edge Tax L e g i s l a t i o n

Dear Rep re s ent a t i v e  Navarre:

As promised In my e a r l i e r  l e t t e r  I am forwarding,  a copy o f  At torney  
Brian B u r r e l l ' s  l e t t e r  o f  Apri l  1, 1991 and h i s  proposed comments t o  the 
House Finance Committee.

S i n c e r e l y ,

LEF:ml1 
Enclosure

91-52

04O3LH
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Tela laTl: 90-1751 Vincoum.BCTeJa ISA; 620 42-430 Wuhingion, D.C.BRIAN W. DLHRELL ru; (907) 276-1152 Yikbiu

A p r i l  1 , 1991

V IA  FACSIMILE 465-2389

H r .  Lee F is h e r  
C om m iss ione r 
D e p a rtm e n t o f  Revenue 
P .O . Box S
Ju ne au , A la s k a  99811-0400

Re: W a te r 's  Edge Tax L e g is la t io n

D ear Lee :

A tta c h e d  is  a copy o f  th e  memo t h a t  you suggested  I  
p re p a re .  I  hope t h a t  you  f i n d  th e  memo u s e fu l  and a p p ro p r ia te  to  
s h a re  w i t h  members o f  th e  House. I  h a ve  a rra n g e d  my s ch e d u le  so 
t h a t  Z w i l l  be a v a i la b le  t o  t e s t i f y  on  HB 12 b e fo re  th e  House 
F in a n c e  C om m ittoe in  Juneau t h i s  W ednesday. P leaB e a d v is e  me 
w h e th e r  i n  y o u r  o p in io n  my te s t im o n y  w o u ld  be  h e lp f u l .

As D a v id  H a rlow  may have a d v is e d  y o u , we have a few  
amendments t h a t  we b e l ie v e  s h o u ld  be made t o  th e  c u r r e n t  v e rs io n  
o f  HB 1 2 . I  w o u ld  l i k e  an o p p o r tu n i t y  t o  d is c u s s  th e s e  amendments 
w i t h  you  p r i o r  t o  th e  h e a r in g .  ' I f  you a g re e  w i th  th e  amendments, 
you jure l i k e l y  b e s t  s u i te d  to  f a c i l i t a t e  t h e i r  in t r o d u c t io n .  
P leaB e a d v is e  me i f  you w i l l  have t im e  Wednesday m o rn in g  t o  meet 
and d is c u s s  th e s e  m a tte rs .

I  lo o k  fo rw a rd  t o  w o rk in g  w i t h  you  on t h i s  m a t te r .

V e ry  t r u l y  y o u rs ,

BOGLB & GATES

B r ia n  W. D u r r e l l

A tta c h m e n t(s )
c c : D a v id  H a rlo w  ( w /a t t c h . )
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A p r i l  1 , 1991 21688/01012

TOI House F inance  Com m ittee Members

FROMi B r ia n  W. D u r r e l l - ^ y ^

REl W a te r 's  Edge Tax L e g is la t io n

What i s  B a rc la y s '? I t  i s  a r e c e n t  C a l i f o r n ia  C o u rt o f  
A p p e a ls  d e c is io n  h o ld in g  t h a t ,  as a p p lie d  to  fo re ig n -b a s e d  u n i ta r y  
g ro u p s , th a  C a l i f o r n ia  "w o r ld w id e "  com bined r e p o r t in g  method 
("WWCR") v io la t e s  th e  f o r e ig n  commerce c la u s e  o f  thB  U .S . 
C o n s t i t u t io n .  A u n i t a r y  g ro u p  i s  a g ro u p  o f  c o rp o ra t io n s  w ith  
common o w n e rs h ip  t h a t  have a t t r ib u t e s  o f  f u n c t io n a l  in t e g r a t io n ,  
c e n t r a l i z e d  management and econom ies o f  s c a le .  A fo re ig n -b a s e d  
u n i t a r y  g ro u p  i s  one in  w h ich  th e  p a re n t  c o r p o r a t io n  i s  based in  
a c o u n tr y  o th e r  th a n  th e  U .S . By c o n t r a s t ,  a u n i t a r y  g roup  w i th  
a p a re n t  c o r p o r a t io n  based in  th e  U .S . i s  known as a d o m e s tic -b a se d  
u n i t a r y  g ro u p . A WWCR m ethod i s  one w h ic h  ta x e s  a p o r t io n  o f  a 
u n i t a r y  g r o u p 's  incom e no m a tte r  w here i t  was e a rn e d  in  th e  w o r ld .  
The C a l i f o r n ia  C o u rt o f  A ppea ls  i s  an in te r m e d ia te  a p p e l la te  c o u r t .  
I t s  d e c is io n  w b b  appea led  by th e  C a l i f o r n ia  F ra n c h is e  Tax Board to  
th e  C a l i f o r n ia  Supreme C o u rt w h ic h  has a c c e p te d  th e  a p p e a l. A 
r u l i n g  i s  n o t  e xp e c te d  fro m  th e  C a l i f o r n ia  suprem e C o u rt f o r  a t  
le a s t  a y e a r .  I t s  d e c is io n  -  no n a t t e r  w h a t i t  i s  -  i s  expec ted  
t o  be a p p e a le d  t o  th e  U .S . Supreme C o u r t .

What e f f e c t  does B a rc la y s  have on A la ska ?  B a rc la y s  w i l l  
have s u b s t a n t ia l  p e rs u a s iv e  w e ig h t  t o  any  A la s k a  c o u r t  w h ic h  may 
be p re s e n te d  w i th  th e  I b s u b  o f  th e  c o n s t i t u t i o n a l i t y  o f  A la s k a 's  
WWCR as a p p l ie d  t o  fo re ig n -b a s e d  u n i t a r y  g ro u p s . O n ly  a d e c is io n  
o f  th e  U .S . supreme C o u rt ,  how eve r, w o u ld  be c o n t r o l l i n g  upon an 
A la s k a  c o u r t  a d d re s s in g  t h i s  is s u e .  B a rc la y s  a p p e a rs  t o  im p a c t 
e q u a l ly  A la s k a 's  Income ta x  im posed b o th  upon fo re ig n -b a s e d  n o n - o i l  
& gas and fo re ig n -b a s e d  o i l  & gas u n i t a r y  g ro u p s . B o th  a re
c u r r e n t l y  ta x e d  u n d e r WWCR. I t  i s  im p o r ta n t  t o  n o te  t h a t
d o m e s tic -b a s e d  u n i t a r y  groupB a re  u n a f fe c te d  by B a rc la y s . I n  f a c t ,  
an  e a r l i e r  U .S . Supreme C o u rt c a s e , C o n ta in e r  C o rn . 7  h e ld  t h a t  
C a l i f o r n i a 's  WWCR was c o n s t i t u t io n a l  as a p p l ie d  to  d o m e s tic -b a s e d  
u n l ta .* y  g ro u p s . Wq have no d a ta  as to  t h s  number o f  n o n - o i l  & gas 
f o r e ig i  -b a s e d  u n i t a r y  g roups d o in g  b u s in e s s  in  A la s k a . Upon
in q u i r y ,  wa have le a rn e d  t h a t  p e rh a p s  as few  as th ro e  o i l  I gas
fc re iq n - b a s e d  u n i t a r y  g roups  do b u s in e s s  i n  A la s k a , w i th  th e  m ost 
s l g r i K c a n t  b e in g  BP.
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Would B a rc la y s 1 e f f e c t  be r e t r o a c t i v e ? I f  A la s k a 's  
c o r p o r a te  incom e ta x  m ethod i s  u n c o n s t i t u t io n a l ,  any a f fe c to d  
t a x p a y e r  c o u ld  demand a re fu n d  f o r  any open y a a r .  A y s a r  i s  
g e n e r a l ly  open i f  th e  r e tu r n  was f i l e d  w i t h in  th e  p r io r  th ro o  y e a rs  
o r  th a  t a x  wae p a id  w i t h in  th o  p r i o r  tw o  y e a rs .  A d d i t io n a l l y ,  any 
y e a r  i n  w h ich  an assessm ent has been made and ap p e a le d  by th e  
ta x p a y e r  w i l l  g e n e r a l ly  be open. The ta x p a y e r 's  r i g h t  t o  c la im  a 
r e fu n d  f o r  a c lo s e d  y e a r  w o u ld  t u r n  upon w h e th e r th e  s ta te  o f  
A la s k a  c o u ld  have fo re s e e n , a t  th e  t im e  th e  t a x  wae im posed , th e  
u n c o n s t i t u t i o n a l i t y  o f  th a  w o r ld w id e  com bined r e p o r t in g  m ethod. 
S in c e  th a  d a ta  o f  th s  B a rc la y s  d e c is io n ,  November 30, 1990, (and 
p e rh a p s  even e a r l i e r )  i t s  l i k e l y  t h a t  th e  S ta te  s h o u ld  have been 
a b le  t o  fo re s e e  th e  c o n s t i t u t io n a l  p ro b le m .

How does HB 12 a d d re ss t h a t  e f f e c t?  HB 12 i s  a b i l l  t h a t  
w o u ld  change th e  m ethod o f  r e p o r t in g  fro m  a WWCR t o  a " w a te r 's  
edge" com bined  m ethod . A w a te r 's  edge m ethod ta x e s  o n ly  income 
e a rn e d  w i t h in  th e  " w a te r 's  odge" o f  th e  U .S . The b i l l  a p p lie s  
e q u a l ly  t o  fo re ig n -b a s e d  and domes . ic -b a s e d  u n i t a r y  g ro u p s . The 
b i l l  does n o t  a p p ly  t o  c o rp o ra t io n s  engaged in  th e  p r o d u c t io n  o r  
t r a n s p o r t a t io n  o f  o i l  6 g a s . The w a te r 's  edge m ethod o f  r e p o r t in g  
does n o t  a f f e c t  b u s in e s s  a c t i v i t i e s  t h a t  a re  w h o lly  f o r e ig n .  
T h e re fo re ,  th e  w a te r 's  edga m ethod o f  r e p o r t in g  does n o t  v io la t e  
th a  f o r e ig n  commerce c la u s e  o f  th e  U .S . c o n s t i t u t io n .

What la  th a  d i f f e r e n c e  betw een w o r ld w id e  and w a te r 's  edge 
com bined  r e p o r t in g ? Combined r e p o r t in g  m ust in c lu d e  some method 
o f  a l lo c a t i n g  a p o r t io n  o f  th e  u n i t a r y  g ro u p  ' b incom e t o  A la s k a  f o r  
incom e ta x  p u rp o s e s . The p o r t io n  i s  u s u a l ly  d e te rm in e d  by 
c o m p a rin g  th a  am ounts o f  th re a  f a c t o r s  -  s a le s ,  p r o p e r ty  and 
p a y r o l l  -  w i t h in  th e  S ta te  to  th a  am ounts fo u n d  th ro u g h o u t  th a  
s a t i r e  w o r ld  ( i . e . ,  w o r ld w id e )  o r  w i t h in  th e  bounds o f  th e  U .S . 
( i . e . ,  w a te r 's  e d g e ). Each o f  th e  th r e a  f a c to r s  i s  re d u c e d  t o  a 
f r a c t i o n ,  th e  n u m e ra to r  o f  w h ic h  i s ,  f o r  in s ta n c e ,  th e  s a le s  in  
A la s k a .  U nder th e  w o r ld w id e  m ethod th e  d e n o m in a to r  w o u ld  bo th e  
s a le s  o f  th e  u n i t a r y  g ro u p  th ro u g h o u t th e  w o r ld .  U nder th e  w a te r 's  
edgo m e th od , th e  d e n o m in a to r w o u ld  be j u s t  th e  s a le s  o f  th o s e  
members o f  th e  u n i t a r y  g ro u p  w h ic h  c o n d u c t s u b s t a n t ia l  a c t i v i t y  
w i t h in  th B  w a te r 's  edge o f  th e  U .S . U nder th e  w o r ld w id e  m ethod, 
th e  a ve ra g e  o f  th e  th re e  f a c t o r s ' f r a c t io n s  w o u ld  th e n  be 
m u l t i p l i e d  by th e  w o r ld w id e  incom e o f  th e  u n i t a r y  g ro u p . U nder th e  
w a te r 's  edga m ethod , th e  ave rag e  o f  th e  th re e  f a c t o r s '  f r a c t io n s  
w o u ld  th e n  be m u l t ip l ie d  by j u s t  th e  incom e o f  th o s e  members o f  th o  
u n i t a r y  g ro u p  w h ic h  c o n d u c t s u b s ta n t ia l  a c t i v i t y  w i t h in  th e  w a te r 's  
edge o f  th e  U .S . The ta x  g e n e ra te d  fro m  th e  w a te r 's  edge method 
i s  n n e c t j s a r i l y  le s s  th a n  th e  ta x  g e n e ra te d  fro m  th e  w o r ld w id e  
m ethod . The ta x  d i f f e r e n c e  w i l l  v a ry  on a case by  case  b a s is ,  b u t 
i n  many cases th e  ta x  fro m  a w a te r 's  edge, m ethod w i l l  be g r e a te r  
th a n  th a  ta x  fro m  a w o r ld w id e  m ethod . Whv-n m ethod p ro d u c e s  th o
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greater amount of tax depends upon whether a unitary group's 
foreign or domestic activities are more profitable.

Must HB 13 address tha income tax upon oil and oaa 
cDiiiDafljaH? The differing methods of taxation for oil 6 gas 
corporations and, under HB 12, for non-oil & gas corporations do 
not appear to create a constitutional problem. In the Ar c o * case, 
the Alaska Supreme Court upheld the use of the separata accounting 
method of reporting for oil & gas corporations despite the claim 
that it violated the equal protection clause because other 
corporations were taxed under a different and (arguably) more 
favorable method. The different methods of reporting occasioned 
by HB 12 would almost certainly withstand an equal protection 
challenge. The oil 6 gas industry does not appear to be concerned 
with HB 12. The industry's fear of separata accounting appears to 
have kept it from advocating any change to the method in which the 
State taxes oil & gas corporations. Therefore, HB 12 need not 
address the method of taxation for oil & gas unitary groups. 
However, the likely impact of Barclays upon the current method of 
taxing foreign-based oil & gas unitary groups may mean that the 
issue should be addressed, perhaps through the enactment of soma 
form of a "backstop" tax.

cc: David P. Harlow

1. Barclays Bank International Limited v. Franchise Tax Board. 
275 Cap.Rptr. 626 (CalApp 1990)

2. Container Coro, v. Franchise Tax Board. 463 U.S. 159, 103
S.Ct.2933, 77 L.Zd.2d 545 (1983)

3. Atlantic Richfield Company v. State of Alaska. 705 P.2d 418 
(Alaska 1985)



W A LTER J. HICKEL, G O V E R N O R

O F F I C E  O F  T H E  C O M M I S S I O N E R

I I E P A I I B 1 E N T  O F  I t f i V E N F E
po onx s
JUNEAU, HASKA 99011 0400 
PHONE <9OF) 465-2300 
TELEFAX (907) 465 2309

March 26. 1991

The Honorable Mike Navarre 
Co-Chair House Finance Committee 
Alaska S ta t e  L e g i s l a t ur e  
P.O. Box V 
Juneau, AK 99811

RE: HB 12 - Uni tary tax l e g i s l a t i o n

Dear Rep re s en t a t i v e  Navarre:

In response t o  your l e t t e r  o f  March 22, 1991, I must s t a r t  with an 
apo logy  f o r  the con fus i on  you have expe r i enc ed .  Simply s t a t ed ,  I t  was 
caused by my I n a b i l i t y  to pay s u f f i c i e n t  a t t e n t i o n  to t h i s  B i l l  and the 
r e l a t e d  f i s c a l  note when I t  o r i g i n a l l y  was brought to my a t t e n t i o n  by 
Carl Meyers,  the Act ing D i r e c t o r  o f  Income and Exc i s e  Audi t  D i v i s i o n .

At that  time Carl b r i e f e d  me In a comp le t e l y  one-sided p re s en ta t i o n  
which had I t s  r oo t s  In the a t t i t u d e  o f  the p r i o r  admin i s t r a t i on .  I t o l d
him that  I expec t ed  the new admin i s t ra t i on  would support  the "water's
edge" concept .

Severa l  events  and Items with higher p r i o r i t y  then took my a t t en t i o n  
and whi l e  I do not  f a u l t  Carl  f o r  t e s t i f y i n g  as he d id,  he knew that  he 
was taking a p o s i t i o n  that  was going t o  be r ev e r s ed .  I r eg r e t  that  t h i s
has caused a problem f o r  you.

The wording in the February 6, 1991 p o s i t i o n  paper Is a throw-back t o  
Hugh Malone' s  p o s i t i o n  In p r i o r  yea r s .  The f i s c a l  note r e f l e c t i n g  four  
new p o s i t i o n s  was cha l l enged by me and As s i s t an t  Commissioner 
F l o e r ch lnge r ,  r e s u l t i n g  In the r e v i s e d  f i s c a l  note  dated March 20, 1991. 
There are no l e g i s l a t i v e  amendments o f  which I am aware. The on ly  
Important events  that have t ransp i r ed  t o  cause t h i s  r ever sa l  are Governor  
H l ck e l ' s  e l e c t i o n  and my appointment .  We are pro-development and view 
the "water ' s  edge" concept  as being In keeping wi th our ph i l o s o ph i e s .
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March 22, 1991

The Honorable Lee Fisher 
Commissioner 
Department of Revenue 
11th Floor 
State Office Bldg.

Dear Commissioner Fisher:

As you are aware HB 12- " An Act relating to the water's edge method of 
calculating income taxes..."- currently resides in the House Finance 
Committee. This is an important piece of legislation; it deserves a very 
careful review.

I have reviewed some of the file materials relating to this measure. 
Frankly, I am more than a bit confused by the documentation that has been 
submitted by your Department on this subject. To help clear up my 
concerns, and before this measure comes before the full committee, I 
would like a written response to the questions listed below:

1. Why has the Department submitted two, and very different, fiscal notes 
to a bill that has undergone very little change since its introduction?
Your original fiscal note, dated 2/7/91, addresses the need for four new 
positions by FY 95. The most recent fiscal note, dated 3/20/91, declares 
a need for only one new position within the same time period. What 
specific legislative amendments have caused you to so drastically modify 
you initial fiscal note?

O
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WALTER J. HICKEL, GOVERNOR
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PHONE: <907) 465-2300 
TELEFAX. <901) 465-2369

March 26, 1991

The Honorable Mike Navarre 
Co-Chair House Finance Committee 
Alaska S ta t e  Leg i s l a ture  
P.O.  Box V 
Juneau, AK 99811

RE: HB 12 - Uni tary tax l e g i s l a t i o n

Dear Rep re s en t a t i v e  Navarre:

In response t o  your l e t t e r  o f  March 22, 1991, I must s t a r t  wi th an 
apo logy f o r  the confus i on you have exper i enced .  Simply s t a t ed ,  I t  was 
caused by my i n a b i l i t y  t o  pay s u f f i c i e n t  a t t e n t i o n  t o  t h i s  B i l l  and the 
r e l a t e d  f i s c a l  note when I t  o r i g i n a l l y  was brought t o  my a t t e n t i o n  by 
Carl  Meyers,  the Act ing D i r e c t o r  o f  Income and Exc i s e  Audit  D i v i s i o n .

At that  time Carl  b r i e f e d  me In a comp l e t e l y  one-sided p r e s en t a t i o n  
which had I t s  r oo t s  In the a t t i t u d e  o f  the p r i o r  a dmin i s t ra t i o n .  I t o l d
him that  I expec t ed  the new admin i s t ra t i on  would support  the "water ' s
edge" concep t .

Several  events  and Items with higher p r i o r i t y  then took my a t t en t i o n  
and whi l e  I do not f au l t  Car l  f o r  t e s t i f y i n g  as he d id,  he knew that  he 
was taking a p o s i t i o n  that  was go ing to  be r e v e r s ed .  I r eg re t  t ha t  th i s
has caused a problem f o r  you.

The wording In the February 6, 1991 p o s i t i o n  paper Is a throw-back to  
Hugh Malone' s  p o s i t i o n  In p r i o r  yea r s .  The f i s c a l  note r e f l e c t i n g  four  
new p o s i t i o n s  was cha l l enged by me and A s s i s t an t  Commissioner 
F l o e r ch inge r ,  r e s u l t i n g  In the r ev i s ed  f i s c a l  note dated March 20, 1991. 
There are no l e g i s l a t i v e  amendments o f  which I am aware. The on l y  
important events  that have t ransp i r ed  t o  cause t h i s  reversa l  are Governor 
Hl ck e l ' s  e l e c t i o n  and my appointment .  We are pro-development and view 
the "water ' s  edge" concept  as being In keeping with our ph i l o s o p h i e s .

04 03LM



The Honorable Mike Navarre
March 26, 1991
Page 2

The Issue you ra i s e  In regards t o  o l 1 and gas companies and the 
Barc lay case Is b e t t e r  addressed to an a t t o rn ey  such as the author o f  the 
Bogle & Gates memo. Your ques t i on  has caused me t o  c ontac t  that  f i rm' s  
managing partner ,  Brian Du r r e l l .  He Is prepar ing a short  response  
Intended to remove concerns about the o i l  and gas Industry .  I w i l l  
convey I t  to you Immediately upon r e c e i p t  at DOR.

My on l y  new Informat ion on t h i s  Issue Is a r e c en t  conver sa t i on  with 
one o f  my former par tners ,  r e s i d en t  In Por t land,  Oregon.  He p laced  me In 
touch with my counterpar t  In the Oregon admin i s t ra t i on .  This gentleman 
i s ma i l ing  me a copy o f  t h e i r  s t a t u t e  and a b r i e f  overv i ew o f  the 
s im p l i f i e d  methodology used by Oregon.

I am t roub l ed  by the f a c t  that Alaska Is the on l y  remaining s t a t e  to  
use the concept  o f  world wide account ing .  What do we know that  Is 
unknown to  a l l  o t he r  j u r i s d i c t i o n s?

Lee E. F i sher  
Commissioner

LEF:ml 1 
91-43

cc:  D. Max Hodel
C h i e f  o f  S t a f f



-----

Alaska 3 > t a t e  H j c g i a l a t u r E

M i k e  N a v a r r e
C oC ha ir 

(907) 485-3706

'NtlHIM »D0nE»
34824 KalilornsKy B««ch no 

Soldotna. Alaska 99869 
(907| 262 7842

7. pU(Jf 
• - ••

•» - . . a  *. . '

IHoufie of IfiprcacntatiuEB
C o m m i t t e e  o n  F i n a n c e  

P . O .  B o x V ,  J u n e a u ,  A l a s k a  9 9 8 1 1

E i l e e n  M a c L e a n
C oC ha ir 

19071463 3722

> H ! |n > i» « D O fl |S S
P O Bo« 290 

Barrow Alaska 99723 
19071632 7111

March 22, 1991

The Honorable Lee Fisher 
Com m issioner 
Department of Revenue 
11th Floor 
State Office Bldg.

Dear Commissioner Fisher:

As you are aware HB 12- " An Act relating to the water's edge method of 
calculating income taxes..."- currently resides in the House Finance 
Committee. This is an important piece of legislation: it deserves a very 
careful review.

I have reviewed some of the file materials relating to this measure. 
Frankly, I am more than a bit confused by the documentation that has been 
submitted by your Department on this subject. To help clear up my 
concerns, and before this measure comes before the full committee, I 
would like a written response to the questions listed below:

1 . Why has the Department submitted two, and very different, fiscal notes 
to a bill that has undergone very little change since its introduction?
Your original fiscal note, dated 2/7/91, addresses the need for four new 
positions by FY 95. The most recent fiscal note, dated 3/20/91, declares 
a need for only one new position within the same time period. What 
specific legislative amendments have caused you to so drastically modify 
you initial fiscal note?

O
MCTCUD



2. Your Deparment’s February 6, 1991 POSITION PAPER is very critical of 
this legislation. In fact, it states that "... at present we are skeptical and 
certainly not convinced there is anything to be gained by changing from 
worldwide to the water's edge." In contrast, before the House Labor and 
Commerce Committee you testified in support of HB 12. What has 
transpired to cause the Department to do a complete reversal?

3. In the same PAPER your Department concluded that "... Action on this 
legislation should be deferred until further study is performed to 
determine the validity of the assumption that water's edge will promote 
investment and trade in Alaska...". Is your reversal in position based on 
some recently concluded study on this issue? If so, please forward a copy 
to my office.

4. During your confirmation hearing you referenced Bogle & Gates'
February 20, 1991, memo as a very good analysis of the Water's Edge 
issue. Among its many points, this memo advises the legislature to revise 
the bill to comply with the California Barclays case. In this case the 
California Court of Appeals found that the worldwide unitary method of 
taxation, at least as it applies to multinational corporations with foreign 
parents, unconstitutional. The issue being, states need to move away from 
worldwide if they are to avoid constitutional problems. If this is the 
case, would we not also be required to adopt a similar approach for all 
taxpayers-o il and gas taxpayers included? How could we comply with 
this advice if we restrict water's edge to non*oil and gas taxpayers, while 
requiring all multinational oil and gas taxpayers-including those with 
foreign parents--to file under worldwide apportionment? What are your 
thoughts and position?

Thank you,

Representative Mike Navarre 
M N/rw



ADDRESS OF 
SENATOR FRANK H. MURKOWSKI 

TO
THE LEGISLATURE OF THE STATE OF ALASKA 

— March 26, 1991

t tE .W ._TORLD O R D ER

I began today by pointing out three major events addressing us in 1991. The first was the 
war in the Gulf, and the second is the New World Order. President Bush embraced this idea to 
pull allies together during the Persian G ulf crisis. The new world order also entails multilateral 
cooperation on economic issues.

Alaska is positioned perfectly to play a key role in the new economic world order. As 
cooperation and interdependence grow, so will opportunities for Alaskans.

Basic is the need to attract outside capital -  that is the only way to guarantee long-term 
economic growth. The legislature should discard A laska’s outdated unitary tax system. By 
attracting capital we will fulfill our potential as a natural jumping-off point for corporations doing 
business in our pan  o f the world.
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9.4, OriMAOfl l-CHOMI, CHTYOOA-KU, TOKYO 100, JAPAN
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M a r c h  1 , 1 9 9 1

T h a  H o n .  W a l t e r  H l c k e l  

G o v e r n o r  o f  A l a s k a  

P . O .  B o x  A

J u n e a u ,  A l a 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 l c k e l :

W e  a r e  v e r y  p l e a s e d  t o  k n o w  t h a t  A l a 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 l d w i d e  u n i t a r y  t a x a t i o n  i n  A l a s k a .
e

W e  h a v e  o p p o s e d  t h e  w o r l d 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 *  

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 e k s  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 l u d i n g  t h a  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 i c h  w a s  p r e p a r e d  b y  K e l d a n r e n  I n v e s t m e n t  M i s 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 l a 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 l d 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 l d  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 x u o  N u k a z a w a  

M a n a g i n g  D i r e c t o r

Attachment



September 7, 1988

On the Worldwide Unitary Taxation

, Keidanren Inveacnent Mission

All*let i t  the only remaining *t*ci In che U.S. vhlch still
atinctln* ch« worldwide unitary taxation. Kaldenren Investment

Hlaaion urges Alaska to abolish its worldwide unitary taxation.

Under the worldvide unitary taxation, all the lneoaa of a

corporate group is combined and subject to taxation on tha basis of
•

the property, payroll and sales of not only che subsidiary 

concerned, but also Che subsidiary's parent company and ell 

other subsidiaries of che parent, regardless of their location.
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(2)

We oppose the worldwide unitary taxation for cha following 

raatona.

1) 1c raaulcs in taxing tha foraign-eourcs incoma of foraign 

entices beyond tha Jurisdiction of tha individual state, cauaing 

what amounts to doubla taxation and giving riaa to arbitrary 

application of che tax.

2) It deviates from international customs and practices on 

taxation basad on separate accounting.

3) Zc requirea an inordinate amount of time and cost to 

translate documents, convert figures, and ravlas their financial 

scacentnca to seat complicated requirements for disclosure of 

information.
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(3)

Mt COnsldtr that these factors hamper forelqn 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.

Kaldanren 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 tn Japan. The worldwide unitary taxation issue 

will be an essential part of the mission's report.
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How U.S. States Can Lose 
Business Investment

K c id a n rc n  S ta te m e n t  o n  W o r ld w id e  U n i t a r y  T a x a t io n

In Ftbruary 1964 Kndanrtn (Japan Federation of 
Economic Organizations) tent a delegation ic the 
United States to urge abolition of the worldwide 
unitary method of laxtnx corporate Income that has 
been adopted by mort hen 10 steles. Under 
worldwide umtery taxation, all the Income of a cor­
porate group Is combined and subject to taxation In a 
state. Stated mort spebflcaHy, taxation of the In­
come of a subsidiary located In a particular state In 
the United Slates Is calculated on the bests of tha 
property, payroll, and tales of not only the sub­
sidiary concerned but otto the subsidiary’s parent 
company and ad other subsidiaries of the parent, re­
gardless of their location. This constitutes the extra- 
territorial application of law by the local state, and 
ti ebo results In double taxation. Furthermore, com­
panies ere forced to spend an Inord.'nate amount of 
time and money lo Iranstate documents, convert 
currtncyflgum, end revise their fbmdol statements 
to meet evmpbeated requirements for disclosure of 
information.

Below Is a summery of the position paper 
distributed In the United States by Ihs KeUanran 
delegation. Unless states eliminate worldwide unitary 
txtaston. It warns, Japanese companies wiU channel 
(hex investments ebewhere. And If this tax method 
spreads to other parts of the globe. It wit be the 
United States end Its muMnetionel corporations that 
wdl be Hurt the mots.

w» rr jrr t Out w ort than 10 net a  la tha. United 
States have adopted tha unitary method o t  taxation 
to  tax the worldwide income o f muluaanoo. l enter- 
p ro a , because this impedes Japanese investment lo 
the United S tu n  just it the tuna that poutiw  svpe 
by tha Japanese buttons eotnmuany have baco ia« 
crrwtuig. Worldwide unitary taxation rrtulu is 11*, 
ag the forrign-tourct income o f foreign cn titia  

beyond the junadJoioa of the individual state, caue*' 
mg what aruounu to double taxation and p r in t  rtsa 
to arbitrary application of the Ux. It also dcnatae 
from interaaoonai agreements on taxation baaad on 
separata accounting.

These fact o n  hamper foeti*n companies' wifl.

ingness to  invert in thoae statee that apply the 
worldwide unitary method o f  taxation. We are con­
cerned that some o f our member companies are 
reconddsring their fanrestmasta or rtfrtm ia j from in­
vesting in states whh unitary taxation.

We would like to  reiterate Preddest JUacan's 
statement on international investment, which * t  
fully rapport: ‘ Both home and bon  country aeon- 
omies benefit from aa open international investment 
system. . .  . The United Statas welcomes foreign  in­
vestment and accords fo r e s t  invtston the same 
fair, cqultabk and nondlaaiminaiory treatment it 
befitvss all tovem m eau should accord forties in- 
vestment."

Keklaaren hat surveyed ks member companies on 
their experience with the worldwide uakary t n  now 
being implemented b  more than 10 U J .  sutes and 
has examined the issue ia the light o f tha views stsasd 
above. We have coochsdsd  thar we oppose the 
worldwide unitary u x  for the M ow ing reasons.

Worldwide oakery laasdya oversteps tbs tn Jails, 
diction at the atm sari monk* la dnnhts fiwiilia
Beyond tax jurisdiction

In practice, tho worldwide unkary t n  method im­
posts t u  oa (bo fortjgn-eottrct income of entities 
residing outside the stats and r a  outdds tbs Unitsd 
Sutes by combinini the Income of ill corpormiooi in 
the (roup to which the reddest corporation brio o p  
and apportioning it to each geographical a m .  This 
conititutcs the txtncerritoriai appbcatloo of law by 
Lbe local su ta , and does not reflect the actual state of 
transactions. For example, the U-S. subsidiary o f a 
Japentee company usually has oothini to do wnh the 
income that the parent company t a n t  from trw a c -  
tsons whh us subfidiariet located in Southeast Ada 
or Europe. But under the worldwide uakary taxation 
ty n ra .  part ol the income earned from wch tnnsac- 
lions will be apportioned to  the aute in which the 
U.S. subsidiary haa its domxtla. even though the 
U S  rubssdtary was not involved in earning this in­
come.

We have difficulty understanding why a state has
the authority to u x  income totally unrelated to  that
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uii*. especially wtMn th« nut in (uni provides non* 
of tbt bens fils normally furnished to > uxpayiog tn- 
my. such m  Infrastructure tod workm' education 
and trairiag program. Tbt power to Impoee taxea 
dtrivtt from tbt general benefits and protection that 
■ lovtnuneot providaa to uxptytn tad tbtir prop­
erty. Whet oo inch txnefiu udtt, tbt power to tu 
is oot dear. Therefore, t tu authority ia empowered 
to tu only wfchta its proper jurisdiction or ttrrko- 
rial boundaries. T u  Jurisdictioni roust bt mptctad, 
for a government's taxing of Income btyood its ju* 
nsdictioo contradieu taternatiooal practice and 
aiiowa uareaeooabla tuition.

Inaikabk doubk taxation
Uode the system of stpamt accounting, cor* 

porate group marshes not doing business in tbt 
'Inhsd State art taxed oo tbt Income ibty tant out* 
Bui tbt United State by tha local authorities whet 
they ara domiciled or doing burfoeai. Double taxa* 
tion it inevitable when the pro flu of foreign cor* 
poruiooa ara iaduded ia tbt tncoot earned In a 
unitary stats. Furthermore, bHaterai lu traatiee can­
not raStva such oorporadous fro. • double taxation, 
because the federal government he so authority ovtr

Corporation A  reports, “Even though our U.S. 
subsidiary operated at a deficit In 197< tad 1977, k 
«ras aril lined under tat worldwide uakary method. 
A/te turning a pro At la 1971, ks Income uader tha 
worldwide uakary m ethod tea* estimated to be M  
time higher thaa ka hoo a i under the system of 
stparau aocouoshg, and t lu totahag 91 tine (he 
aaaouat under the separate acoouadng lyttem wee 
imposed." ,
Corporation I tUte, "Bvaa though wt recorded a 

Ion ia the 1910 fiscal yaw, wa wan aseeaeed tu total- 
lag 2M times the miatmtnn amount."
The sum of the tu burden of Corporation C from 

1979 through 1N2 by the worldwide uakary method 
p a  the corporation aa effective tu rate of 101*. 
which manat that tl tu profits have ban riphousd 
off by tbt state.
Corporation D reports, "Wt wtn charged penal* 

ike amouadag to M  tiaat our tu aonrdiag to the 
separate accounting lytUm ia fiscal 1911. O  tuaar 
«  fiscal 1912, and 21 timat la fiscal 190."
Corporatioa E seyv "After smnl yean of paying 

uxee according to tbt system of tcpanic accounting, 
•a out suddenly told that our tuaa had to be 
calculated by the worldwide unitary method. Now wa 
mutt pay additional tuee and latartat r e a m  from 4 
to 33 tktsae tha tu wa paid la previous yssn.*
Corporatioa P reports, "la INI we received notice 

that wa ware being aeeeeeed for addxwaal urn as far 
back aa 1941. Tha IManat w *  so high that wa inded 
up having to pay four us Ova times the ua amouw wa

had previously paid under tbt separate accounting 
system."
The taxable income that serves ss tbs base for 

calculating the additional tu has already been taxed 
ia Japan, where the parent company b denuded. 
For a state to tu the same income again la a dear 
earn of double taxation.
Particularly during the Initial period of aa invest* 

ment. the unitary tu method tends to result bt 
double taxation, especially when (be local operation 
It in the rad. Corporation 0  therefore makes k a pol­
icy to ratlman a higher tu rate than normal when k 
suru up new projects in states wfatn worldwide 
unitary taxation has been adopted.
Ia tha case of tbt Caterpillar Tractor Company, 

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

Worldwide uakary taxation b H  rattled

KlfM (WhYff
Fair and Jut taxation is tha fundamental principle 

of modern taxation and Is bdbnenmbie In obbtiafeg 
the confidant* of taxpayers in the tu ryetea. In this 
regard, k Is Important that the procedures for cat. 
aliasing taxable income be eat forth dearly. The 
procadnrca should also induce In both uxpnym sod 
the amhorWaa • wflkogMaa to ehidt by the systam. A 
lu sykaea that does not have dear procedures sad 
rede* o* the atbksasy judffaam of tu author*!* b 
detidaal and Im m m MI
Uadsr the unkary tax method, wbkrary traauoent 

by tu authorities is toevkabSe because than k no 
clew deflftJdoa of a ‘unkary buebiwe." Some suaes 
apply a “three anklet" test, In which they mmss the 
unities of ownership, use, aad operation. Ownership 
ende. the definitions of "use" aad "operation" are 
very vague.
Fbr bsstaaca, Oorporadoa H  waa Judged to be past 

of a uakary bode eat by mere reason of ks hoidag 
more thaa 30* of the stock of a U.S. subsidiary, 
even though the uakia of use sad operation were 
ibeaat. There was no exchangs of raw matenak or 
goods between the Japauees parent aad the U.S. sub­
sidiary, no omtrahxatloo of minagenel aad super­
visory foacdoos on the part of the parent, and no 
f i n a n c i n g  or loaa guarantees provided to the sub- 
ndkry by ii. parent - -
In unitar- taxafloa. the locai Income of a corporate 

sroup b etpniHiied amoog the group's
member competuae giving equal weight to the three 
facton of property, payroi. aad salat. No recogfo- 
doa b srvwn to tha fact that thaw three ration do aot 
carry equal weigh* in the incomes of meay mutiaa- 
fiooal enterprises.



.ni ^.C95H10r::W327 T* iSfJJt"^CEiam.7. - F :-035 9 7 X / m  f-222

K K C f s H S J

Abo. when income b ipportwned by thee* three 
factors. the higher the level of these facton are, the 
mort income b apportioned to (hit company. Such 
levels xrs hi«hcr tn the United Stales than in the 
developing countries, so states with a woridwide 
unitary ux art apportioned more loco tat thin art the 
developing countries. But the economic and political 
risks are much hlgbsr in the dtveiopini countries 
than in the United Suita. Investment will not be 
made where the risks are treat unless the anticipated 
return is hither than thtt of an investment in the 
United Sutet. Appomonini income by the three- 
factor formula give* no constdamion to this fact.
Bank I repons, “Our California subsidiary em­

ploys 4,000 people and b contribute to the eco­
nomic welfare of that siatt. However, its payroll 
factor ts more than twice ea la/|e, and m  some yean 
even four timet at Urn, aa its tala and property fac­
ton. Because of this, tu income apportionment Is ab­
normally high."
The more broadly the unitary tax is applied In the 

economically diverse ami of the worid, ttpedaOy 
with retard to the value of property, payroll, and 
taJa, the irtater will be the negative impact of thb ir­
rational and ambiguous method of <union.
We  must abo point out that the broader the ap­

plication of the unitary ux method, the greater the 
potential foe isauMMty of Kite revenues due to am­
biguity. Although the woridwide unitary tax method 
may enable sutaa to coflect b o o m  tax from corpora­
tions domiciled In the state that have earned oo in­
come lo a particular year, if the combined income of 
a unitary bub**** shows a loo, it wifl resuk ia a ux 
reduction or refund even if the corporation dom iciled 
ia the state turned a oroflt. Thb Instability of revenue 
will be greatly compounded a  the unlury concept 
spreads to vastly di.crse anas of the world. Our 
members report that because of this unpredictability, 
ux authorities tend to kmpbmeeu ut aery taxation la 
aa arbitrary men ear
Corporations J and K report that worldwide uni­

tary uiation b applied tn some yean but oot ia 
others. And many othvr Kcidanren tasabcr corpora­
tions say that they wen being taxed only on the com­
bined Incomes of the U.S. subsidiary and Jsp*j*a* 
parent, but suddenly and without any notlfbasi/A as 
to which company were to be conuderrd pan of 
their unitary business, (be state ux authorises in­
formed them that they would have to combine lbs tn- 
too« of all affiliated compansti

MrebrwOb pqesniert  md caw
U is dessrabb thes ua payment procedure* be 

mad* m  staple as powMt. Tax methods Uses require 
aa Uwrdkwa* amount of expense and effort us rtia- 
uou to the amount of ux to be pod or nut are Kkeiy 
to lead to frequent dbputts should oot be adopted.

The woridwide unitary method of taxation is both 
troublesome and costly because of lu complicated 
concept of taxation and computation of taxable in­
come. S u u  tax authorhia and companies alike have 
difficulty calculating ux amounts by the correct pro­
cedures. As a result, arbitrary Judgment* by the ux 
authorities prevail, and taxpayers an forced to cany 
out costly, time-consuming procedures in order to 
comply.
"W* have to revise financial statements that were 

prepared in Japan to comply with the U.S. standards 
of accounting and tax cods," complains Corporation 
J. “In addition, we also have to explain in detail in 
English the difference* between the Japan*** sad 
U.S. accounting method*. Thb Is an enormous 
task.'* Corporation A  adds, "Indhiduai adjustments 
in the values of property aad sale* abo crtau a lot of 
work."
Corporation L says, “It ukas time to collect infor­

mation from foreign subsidiaries octbde the United 
Suus fat order to comply with the worldwide unlury 
method of taxation. Adjusting special allowances 
and depredation allowances to that they comply with 
U.S. accounting standards b extremely time-con- 
mating.”
Bank I reports, "The California state ux suthor- 

ides told us that we had to calculate the ssounu 
fat the bad-debt reserve* of the parent bank and af­
filiated banks by the CaJtforaia method. The paper­
work, which involved gokg back a number of yenra 
tad computing thee* tmounts, we* tremendous."
When state ux amhortriea ufleaeraBy decide that 

fonifn-eourcc income should be iodudad In laxsbk 
income, ft is the companies that are respotrabie for 
providing any evideao* to the contrary. However, k 
b taposbbb fbr companies to provide such evidence 
because of all the effort and money that must be put 
into deciding which companies are pen of the unitary 
bukoeee. computing taxable Income, and apportion­
ing worldwide income. Thb b especially true for such 
rnahtneiiocah u  trading companlm. which have 
numerous subsidiary all over the world.
Corporations E and L report, ‘Even though we 

object to unitary uxadoo. arguing wuh the ux 
authorities would only coat us more. Instead, w* get 
our ux reduced by orgnrtatlng whh them." A  
number of company also report that when the rats 
of penaky wet rawri, they paid the additional tax 
aseeaeed, but ngisctred a wwtet so that they mil be 
able to data a refund if thdr cUlaa b upheld.

' Warid wide taxatiaa b detriment̂  ia the see ad 
deveSapaaeet of rapeeai secisegi

,V«pmfv* jeqpacr aw hwesissr 
U b dcarabi* (Has taxation have as neutral sa ef­

fect u  poaribis oo corporali decatau -hen the
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worldwide uniury tu It being er forced. However, 
th« msnegemcnta of corporations domiciled in un»* 
u/y h u m  ara cxught ia a dilemma of being unable 
to estimate their tu« or fomuUu t bustnee* ttm- 
re because Uvr connection briw*« their bustoeee 
performance and the amount of tu they muit pey 
hu been severed. Moreover, if ib« ux authorities 
irblirirUy change the tu calculation method, the 
willingness of corporation! to inveet will be severely 
bumpered. Jepnnue corapnniee art In fact becom­
ing reluctant to invetc in Mites that have adopted 
the worldwide unitary ux method.
According to CorporaxJoo C, "No state it ’uft* to 

inveet ia, beau** the worldwide uniury ux can be 
adopted to readily."
Corporation F reports, "We decided oot to invest 

in Cali/onua because it hu a worldwide cnitary tax. 
aad set up operations in Alabama instead."
Corporation M  says, "We bad bean considering in* 

vtstbtf in Oregon, but dropped k is favor of North 
Carolina."
Corporation N  it considering pulH&a oat of Catt* 

fomla.
Corporations F aad J report, "We would like to 

expand our faoUUee In California, wbere w* already 
have a factory, but wt probably wil not."
Corporation A  says, ‘We place top priority on in* 

veetini in those Kates that do not apply the world* 
wide uniury method of tesatioo."
Corporation D  says, "la the future wt will have 

tn mhlnk our la'weat strategy became more 
than tea states have been applying the woridwide 
uakary u x ."
Corporatioa O  say*. "We have bam audited in the 

paet, but wa ware never notified that a* would be 
taxad on a worldwide aakary beae. However, we ere 
concerned shout the poeetbflity of bain* taxed un­
reasonably by tha worHwide uakary method, to 
from now on we wil consider new iaraeunenu oaly 
in nooonkary tuw."
Corporatioa P eeeeru. "We arc not makia« nr* 

Invascmeau la Katee that have been applying the 
unitary method of taxation."
Many Xesdaaraa member computes regard the 

woridwide uakary method of ttxatloo u  a negative 
fsctor in deciding when to nuke thru future In* 
van meats.

Confuxkm tn th* I t t m w W  ux tyxtm
Because fuboos have grown more ccooomscaUy 

interdependent end inttmetiooai transactions have

rapidly increaard. It it neeeamry that effcru be made 
to bansonixe nations' ux methods. The United 
States and other O E C D  member countries have 
worked bard toward thb pool, the reeuk bring the 
establishment of an Internationally accepted system. 
Tax treatise based on this nnum have been coo* 
chided among OECD nations to avoid taxing the 
same income twice In the recognition that double 
taxation hat the iff ret of distorting the flow of 
goods, services, and Investments. Such efforts havs 
contributad greatly to the cxpandoo and develop* 
mam of the world economy.
Under these circum stance*, k is most regrettable 

that a concept of taxation that differs so greatly from 
internationally accepted principles sad discourse** 
the further expansion of trade tad investment is be­
ing applied to the United Sutea, a nabon that should 
be the mala piOer of the free ecooomk system. 
Woridwide uniury uxxtioa not only brt£* to 
naught the efforts that nations have penbuatly 
devoted to the important lame of tfcninatnig double 
taxation. If developing nations fotow suit to im­
plementing worldwide uakary taxation, the frame­
work of totcnutioetl taxation that he* buca bulk 
up to te wil coOeps*. aad the derriopmcot of to* 
terontiooal trade and tnveuneu wffl come to a 
complru hah with the eneufag scramble to collect a* 
modi ux aa poeribk. If this should happen, the 
United States, which has more mult nationals then 
soy other country, would suffer the most damage.
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eJUXJ xOetO OStTIMUennn Vweenetwterieene Iw inn xsawN>enn̂ wnn»o>wa igewiei < rw wvxe r



B o g l e & G a t e s Feb 2 2jgy
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February  20, 1991

The Honorable David F in k e l s t e in  
House o f  R e p re s e n ta t iv e s  
P. 0 . Box V 
Juneau, A laska 99811

Re: Proposed V e t e r ' s  Edge Tex L e g i s l a t io n  (HB12)

Dear Mr. F in k e l s t e i n :

At th e  r e q u e s t  o f  Mr. David Harlow, G enera l R eporte r  of
th e  Commission on T ax a tio n  of th e  I n t e r n a t i o n a l  Chamber of
Commerce, we send to  you th e  a t ta c h e d  f i n a l  p o l ic y  s ta tem e n t of 
th e  Commission on T ax a tio n  w ith  r e s p e c t  to  proposed w a te r 's  edge 
ta x  l e g i s l a t i o n  in  A laska .

As you w i l l  see  from th e  a t ta c h e d  p o l ic y  s ta te m e n t ,  th e  
I n t e r n a t i o n a l  Chamber o f  Commerce s t r o n g ly  u rg e s  t h s  A laska S t a t s  
L e g i s l a t u r s  to  e n a c t  l e g i s l a t i o n  changing t h s  S t a t e ' s  msthod of 
c o r p o r a ts  incoms t a x a t i o n  from a "worldwide u n i ta r y "  method t o  a: 
" w a te r 's  sdgs" method o f  t a x a t i d n .  Rep e s e n ta t iv e  Tom Moyer has 
a l re a d y  in tro d u c e d  a b i l l  t o  e n a c t  th e  c nnge. The b i l l ,  HB12, i s  
e s s e n t i a l l y  th e  same as  t h s  S en a ts  F inancs Committee s u b s t i t u t e  
b i l l  f o r  SB119 from t h e  l a s t  l e g i s l a t i v s  s e s s io n .

S ince  th e  c lo s e  o f  th e  l a s t  s e s s io n ,  an im p o rtan t c o u r t
d e c is io n  was i s s u e d  by th e  C a l i f o r n i a  C ourt o f  A ppaal, B arc lays  
Bank o f  C a l i f o r n i a  v s .  F ra n ch lsa  Tax Board. C ourt o f  A ppeal, T h ird  
D i s t r i c t  (Hov. 30, 1990). In  B a rc la y s , t h s  c o u r t  found t h a t  th e  
worldwide u n i t a r y  method o f  t a x a t i o n ,  a t  l e a s t  i n s o f a r  as  i t  
a p p l i s s  t o  m u l t in a t io n a l  c o rp o r a t io n s  w ith  f o re ig 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  under th e  fo re ig n  commerce c la u s e  o f  th e  United  
S ta te s  C o n s t i t u t i o n .  I t  i s  b e l ie v e d  t h a t  t h s  B a rc lay s  o p in io n , 
because o f  i t s  r e a s o n in g ,  w i l l  have s t ro n g  in f lu e n c e  in  any 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 re s se s  t h s  i s s u e .  With minor 
r e v i s i o n s  d es ig n ed  p r im a r i l y  toward complying w ith  t h s  h o ld in g  in  
B a rc la y s . th e  I n t e r n a t i o n a l  Chamber o f  Commerce endo rses  th a  
enactm ent o f  l e g i s l a t i o n  s i m i l a r  to  HB12 in  A laska .
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Mr. David Harlow, in  h i s  c a p a c i ty  as  an o f f i c e r  o f th s  
I n t e r n a t i o n a l  Chamber of Commerce, w i l l  be making a s p e c ia l  t r i p  
to  Juneau from h i s  o f f i c e  in  London t o  d ea l  w ith  t h i s  im portan t 
m a t te r .  Mr. Harlow w i l l  be a v a i la b le  d u r in g  March 11 th rough  15 
to  meet w ith  members of th e  l e g i s l a t u r e  and th e  a d m in is t r a t io n  to  
d is c u s s  th e  im portance of en a c tin g  u w a t e r 's  edge method of 
t a x a t io n .

Should you have any q u e s t io n s  concern ing  t h i s  m a tte r  
p r i o r  to  Mr. H arlow 's  v i s i t ,  f e e l  f r e e  t o  c o n ta c t  th e  unders igned .

Very t r u l y  you rs ,

BOGLE t GATES

B rian W. D u rre l l

E n c lo s u re (8) 

cc : David Harlow
C:\IUO\IITZWNCIWl\MieML.lT*

Bogles Gates
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Chambra da Commarca Intarnatlonala 
38, Coon Albsri 1* 75008 PARIS 
Tsltphoiw: (1) 49.53.28.28 
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Eolicv and Programme Department 
15.01.1991 DC B yum cn t No 160/319 REV, Original nd

CQMMH3S1QN.QN TAXATION

PROPOSED WATER’S EDQE LEGISLATION IN ALASKA

S t t t i m i n t  o n  U n l t t r y  T u i t i o n

1. Tha International Chamber of Commerce (ICC) (• an International organisation 
representing the business community woridwide. With 7,000 member* comprised of 
companies and business associations in more than 100 countries, tha 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 fworidwfde unitary*). Woridwide unitary oonfllcis with tha established 
principles of taxation ae practised federally and Internationally and acts as an 
Impedlmant to the trae flow of International trade and investment. The ICC has long 
advocated Its removal and, In Its place, the secure provision for International businsss of 
the unconditional right to be taxed by the States In accordancs with Internationally 
scot pied principles, aa it the case for federal purpoees.

3. Tha US Treasury Secretary (at tha time James A. Baksr IIQ wrots to the Chairman of the 
US 8anate Finance Committee (at the time Tha Honourable Bob Ptckwood) on 5th 
March 1966 in oonnectlon with proposed Federal legislation in this arsa. Tha body of tha 
Itttar is attached aa an Appendix to this statement. There have bean some changes In 
ths law and the position of Individual States since the letter was written.

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

4. In the view of the ICC, a satisfactory, universal and lasting solution is only Nksty to bis 
found through federal legislation. Even to ths ICC seeks to encourage Statss to 
introduce *w tier's edge legislation' (taxing multinationals only on income derived from 
the territory of the United States). Such legislation should not reach out beyond the 
United States to tax oompenies, by the use of woridwide uniury, on Income sarnsd 
outside the United States by them or by non-US companies in the same affiliated group.

5. Whilst the fact that California lus clstriy recognised the strength of the case against
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tn particular:

(1) It doae not grant an unconditional right to be taxad on tha water** adga baili.
Inataad It makaa tha right to elact water'* adga subject to i i numbar of undartaklnoi and 
condition*. *

Moit seriously, tha watar'i adga basis ia onfy avallabfa to a company which contract* 
with tha Stat* for a five yaar pariod, on an avargraan bail*, to pay an annual fa* 
calcufatad aa a paroantaga of its California payroll, proparty and aaiaa.

(2) Tha Stat* ratalna tha powar, in a rang* of drcumstinces In which normally a 
financial penalty would b* tha appropriata aanction (and In which Indaad tha Stata doaa 
m addition Impoaa tha cuatomary financial panattiai), to diaragard a company'* watar'i 
edga alaction with ratroactlva affect and to aubjact it mandatority to worldwide unitary.

Tha protection afforded by tha Californian legislation ia thua hadgad about tha condition* 
and uncertainty. The door la left open to tha mandatory ralmpoaltlon of worldwide 
unitary. Further, payment (tha annual faa) ia demanded aa the p»lo* for being taxad on a 
bail* oonalatant with that practlaad federally and internationally, rather than on a basis 
(woridwide unitary) which hat been so widely and powerfully oondemned by tha federal 
government, by tha major trading partner* of tha US and by International buainaaa, both 
US and foreign, for tha raaaona already mentioned.

Tha ICC would dlacouraga Alaaka from legialatlng on tha Californian modal.

6. Tha ICC urge* that tha boundary In water1* adga leglalation be drawn *o aa to exclude 
foreign corporation* who** naxua with tha United State* It tlender, or even non-existent 
Instead tha water's adga boundary ahould be drawn on a basis compatible with tha 
permanent eitabdehment approach, thua dearly confining tha State'* taxing power* to 
Income derived from tha territory of tha United State*. This would put tha foreign 
Invaator at tha Stata level on tha same baste as that already existing at tha Federal level.

7. ICC note* tha unanimous dadaJon of tha CaJifomian Court of Appaal of November 1990 
holding that CaHfomlt'a unitary tax method of worldwide combined reporting at applied 
to foraign-baeed unitary groups, ia unconstitutional under tha foreign oommerc* clause 
of tha United State* Constitution and finds K difficult to distinguish tha position In Alaaka 
from that In CaMomfa.

8. in oonoiuding, tha ICC warmly welcomes tha positive Initiative which has bean taken In 
Alaska by tha introduction of SB119 followed, in substitution, by the Senate Finance 
Committee 8ub*tftut* S i. it hopes that tha Alaskan legislature wflf be able to resolve the 
worldwide unitary problem for tha foreign invaator In Alaska during the forthcoming 
session.
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D e s c r i p t i o n  o f  C u r re n t  S t a t t  C o r p o r o r a t t  In co n e  Tax P r a c t i c e

When a c o r p o r a t i o n  ( o r  r e l a t e d  f r o u p  o f  c o r p o r a t i o n s )  
o p e r a te s  a c ro s s  s t a t e  o r  n a t i o n a l  b o u n d a r ie s ,  c o m p e t in g  t a x  
c l a i a s  o f  th e  j u r i s d i c t i o n s  i n  w h ic h  th e  c o r p o r a te  g ro u p  
o p e ra te s  i r e  r o c o lv o d  by i d e n t i f y i n g  th *  i t ic o a v  a t t r i b u t a b l e  
t o  each  J u r i s d i c t i o n .  Two d i f f e r e n t  t a x a t i o n  a e th o d s  a re  i n  
use f o r  a s k in g  t h i s  d e t e r a i n a t l o n :  s e p a ra te  a c c o u n t in g  and 
w o r ld w id e  u n i t a r y  c o a b in a t l o n .

S e p a ra te  a c c o u n t in g  i s  th e  a e th o d  o f  t a x a t i o n  i n  use 
g e n e r a l l y  th r o u g h o u t  t h e  w o r ld  and i s  e a p lo ye d  by th e  f e d e r a l  
g o v e r n a e n t .  Under s e p a r a te  a c c o u n t in g ,  t a x a b le  in c o a e  i s  
d e t e r a in e d  s e p a r a t e l y  f o r  each i n d i v i d u a l  c o r p o r a t i o n .  A n y  
im p io p e r  in c o a e  o r  p r o f i t  s h i t t i n g  be tw een r e la t e d  
c o r p o r a t i o n s  f o r  ta x  a v o id a n c e  p u rp o s e s  i s  c o r r e c t e d  by  
r e q u i r i n g  " a r n ' s  l e n g t h "  p r i c i n g  i n  r e l a t e d  p a r t y  
t r a n s a c t i o n s .  T b o t i s ,  f lo w s  01 goods  aud s e r v ic e s  b e tw e e n  
r e l a t e d  o r  c o a a o n ly -o w n e d  c o r p o r a t i o n s  a re  r e q u i r e d  t o  be 
v a lu e d  a t  p r i c e s  c o r r e s p o n d in g  t o  th o s e  t h a t  w o u ld  g o v e rn  
t r a n s a c t i o n s  be tw een  u n r e la t e d  e n t i t i e s  o p e r a t in g  a t  a r n ' s  
l e n g t h .  U nder th e  s e p a r a te  a c c o u n t in g  a e th o d ,  d o u b le  
t a x a t i o n  b e tw een  j u r i s d i c t i o n s  i s  r e l i e v e d  e i t h e r  t h r o u g h  
c x e a p t io n  f r o a  ta x  by th e  r e s id e n c e  j u r i s d i c t i o n  ( u s u a l l y  th e  
p la c e  o f  i n c o r p o r a t i o n  o r  a a n a g e a e n t c o n t r o l )  o f  in c o a e  
d * n v # a  i n  tn e  s o u rc e  j u r i s d i c t i o n  ( t h e  p la c e  th e  in c o a e  i s  
e a r n e d ) ,  o r  by the  r e s id e n c e  j u r i s d i c t i o n  g r a n t i n g  a c r e d i t  
f o r  t a x e s  p A id  lo  th e  s o u rc e  j u r i s d i c t i o n .  The U n i te d  S t a t e s  
f e d e r a l  t a x  la w  used th e  l a t t e r  a p p ro a c h .

The a l t e r n a t i v e  a e th o d ,  w o r ld w id e  u n i t a r y  c o a l i n a t i o n ,  i s  
c u r r e n t l y  used by se v e n  s t a t e s  ( A la s k a ,  C a l i f o r n i a ,  I d a h o ,  
M o n ta n a ,  New H a a p s h ir e ,  N o r th  D a k o ta ,  and U ta h )  to  d e t n r a i n e  
a a u l t i n a t l o n a l  e n t e r p r i s e ' s  s t a t e  c o r p o r a t e  t a x  l i a b i l i t y .  
U nde r t h i s  a p p iu a c h ,  th e  b u s in e s s  in c o a e  o f  a l l  i n d i v i d u a l  
c o a p a n io s  i n  th e  c o a a o n ly  c o n t r o l l e d  e n t e r p r i s e  w h ic h  o p e r a te  
In  th e  sane  g e n e r a l  l i n e  o f  b u s in e s s  ( t h o  " u n i t a r y  b u s in o s s " )  
as th o  c o r p o r a t i o n  o r  c o r p o r a t i o n s  s u b je c t  t o  th o  s t a t e ' s  
t a x i n g  j u r i s d i c t i o n  i s  a g g re g a te d ,  r o g a r d l t a a  o f  ( 1 )  w h e th e r  
th o  o t h e r  i n d i v i d u a l  c o a p a n lo a  a re  f o r e i g n  o r  d o a t a t i c ;
( 1 1 )  w h e th e r  th o  o t h e r  i n d i v i d u a l  c o a p a n lo a  have a t a x  n e xu s  
w i t h  o r  p re s e n c e  i n  th e  s t a t o  i n  q u e s t i o n ;  and ( i l l )  w h e th e r  
th e  in c o a e  o f  th e  o t h e r  i n d i v i d u a l  c o n p a a le s  w o u ld  be t r e a t e d  
as  d e r i v e d  f r o a  f o r e i g n  o r  d o a e s t i c  s o u rc e s  u n d e r  f e d e r a l  t a x  
r u l e s  o r  g e n e r a l l y  a c c e p te d  I n t e r n a t i o n a l  t a x a t i o n  
p r i n c i p l e s .  A sh a re  o f  th e  a g g re g a te d  la c o a e  o f  th e  
w o r ld w id e  u n i t a r y  g ro u p  i s  th e n  a s s ig n e d  o r  a p p o r t io n e d  t o  
th e  t a x i n g  s t a t e  on th e  b a s is  o f  s  f o r a u l s  w h ic h  i s  i n t e n d e d  
t o  a e a s u re  how auch o f  t h e  a c t i v i t y  o f  th e  u n i t a r y  b u s in e s s  
(a n d  he nce  i t s  in c o a e )  i s  a t t r i b u t a b l e  t o  th a  t a x in g  
j u r i s d i c t i o n .

The a p p o r t i o n n e n t  f o r a u l a  g e n e r a l l y  used i s  based on r e l a t i v e  
a n o u n ts  o f  p a y r o l l ,  p r o p a r t y ,  and s a l t s .  I f ,  f o r  e x a a p le ,
25 p e r c e n t  o f  th e  p a y r o l l ,  p r o p e r t y ,  and s a le s  o f  th e  u n i t a r y  
g ro u p  i s  l o c a t e d  i n  th e  t a x in g  j u r i s d i c t i o n ,  th e n  25 p e r c e n t  
o f  th e  g r o u p 's  a g g ra g a te  in c o a e  f r o a  th e  u n i t a r y  b u s in e s s
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w o u ld  bo a p p o r t io n e d  t o  t h a t  s t a t o .  B ocauso  th o  
a p p o r t io n m e n t  f o r a u l a  i s  c o n c id e r e d  t o  a s s ig n  th o  a p p r o p r l a t o  
a m o u n t  o f  In co n e  t o  a p a r t i c u l a r  s t a t o ,  no f u r t h e r  a o a s u ro s  
a ro  ta k o n  t o  r o l l o v o  any m u l t i p l e  t a x a t i o n  o f  th o  saao in c o a o  
w h ic h  aay  a r i s o  f r o a  th o  uso o f  d l f f o r o n t  In co a e  s o u r c in g  
r u l e s  by o t h e r  t a x i n g  j u r i s d i c t i o n s .

U nde r th o  w o r ld w id e  u n i t a r y  a e th o d ,  d i v i d e n d s  p a id  b y  one 
c o r p o r a t i o n  t o  a n o t h e r  v l t n i n  th o  u n l t a r *  b u s in e s s  g ro u p  a ro  
o l i a i n a t e d  as i n t e r c o r p o r a t e  t r a n s f e r s .  U nd e r s e p a r a te  
a c c o u n t in g ,  i n  c o n t r a s t ,  i n t e r c o r p o r a t e  d i v i d e n d s  a re  
r e c o g n is e d  e x p l i c i t l y  as a f l o w  o f  In c o a e  f r o a  th e  
d i v i d e n d - p a y in g  c o r p o r a t i o n  t o  th e  d i v i d e n d - r e c e i v i n g  
c o r p o r a t i o n .  A " w a t e r ' s  e d ge "  l i m i t a t i o n  on th e  u n i t a r y  
a e th o d ,  i . e . ,  e x c lu d in g  f o r e i g n  c o r p o r a t i o n s ,  w o u ld  r e s p e c t  
th e  s e p a r a te  e n t i t y  s t a t u s  o f  r e l a t e d  d o m e s t ic  and f o r e i g n  
c o r p o r a t i o n s .  I t  t h e r e f o r e  g iv e s  r i s e  t o  th e  q u e s t io n  o f  how 
d i v i d e n d s  r e c e iv e d  b y  a U .S . c o r p o r a t i o n  t h a t  i s  a a e a b e r  o f  
a " w a t e r ' s  e d g e "  u n i t a r y  g ro u p  f r o a  a f o r e i g n  c o r p o r a t i o n  
t h a t  i s  n o t  a a e a b e r  o f  th e  " w a t e r ' s  e d g e "  g ro u p  s h o u ld  be 
t r e a t e d  f o r  s t a t e  t a x  p u rp o s e s .  The q u e s t i o n  o f  s t a t e  
t a x a t i o n  o f  f o r e i g n - s o u r c e  d iv id e n d s  i s  th u s  i n e x t r i c a b l y  
l i n k e d  t o  th e  i s s u e  o f  w o r ld w id e  u n i t a r y  t a x a t i o n  a n d ,  as 
d e s c r ib e d  b e lo w ,  i s  t h e r e f o r e  a d d re s s e d  i n  th e  p ro p o s e d  
l e g i s l a t i o n .

U nde r p r e s e n t  l a v ,  s t a t e  t a x a t i o n  o f  I n t e r c o r p o r a t e  
d i v i d e n d s ,  f o r e i g n  and d o a e s t l c ,  e x h i b i t s  a ra n g e  o f

?r a c t i c e .  Though d iv i d e n d s  f r o a  a d o a e s t l c  c o r p o r a t i o n  
n coae  t a x ,  a o s t  o f  th e s e  s t a t e s  a l s o  g r a n t  a 

d i v l d e n d s - r e c e l v e d  d e d u c t io n ,  f r e q u e n t l y  t h e  IS  p e r c e n t  o r  
100 p e r c e n t  d e d u c t io n  a l lo w e d  u n d e r  f e d e r a l  l a v .  As a t  th e  
f e d e t a l  l e v e l ,  th e  e f f e c t  o f  t h i s  t r e a t a e n t  i s  l a r g e l y  t o  
e x e a p t  d i v i d e n d s  p a id  b y  a d o a e s t l c  c o r p o r a t i o n  f r o a  s t a t e  
c o r p o r a t e  in c o a e  t a x a t i o n .  D iv id e n d s  r e c e i v e d  f r o a  a f o r e i g n  
c o r p o r a t i o n  a re  s u b j e c t  t o  v a r y in g  t r e a t a e n t ,  r a n g in g  f r o a  
f u l l  a l l o c a t i o n  (a n d  t h u s  t a x a t i o n )  t o  t h e  r e c i p i e n t ' s  
c o a a e r c i a l  d o m i c i l e ,  t o  a p p o r t io n m e n t ,  t o  e i t h e r  f u l l  o r  
p a r t i a l  e x e m p t io n .  U n l i k e  th e  f e d e r a l  g o v e rn m e n t ,  no  s t a t e  
a l l e v i a t e s  i n t e r n a t i o n a l  d o u b le  t a x a t i o n  o f  f o r e i g n  d iv id e n d s  
by a l l o w i n g  a f o r e i g n  t a x  c r e d i t .

R easons f o r  A d a ! n U t r a t l o n  O p p o s i t io n  t o  w o r ld w id e  U n i t a r y  
T a x a t i o n

I t  has  b e e n  th e  l o n g s t a n d in g  p o l i c y  o f  t h e  U n i t e d  S t a t e s  t o  
f a v o r  t h e  s e p a r a te  a c c o u n t in g  m ethod  f o r  a l l o c a t i n g  in c o a e  
among n a t i o n s  f o r  p u rp o s e s  o f  t a x a t i o n .  T h in  p o l i c y  i s  
e m bod ied  i n  th e  I n t e r n a l  R evenue Code aad. i n  a c e n t r a l  
f e a t u r e  i n  o u r  b i l a t e r a l  t a x  t r e a t i e s .  S e p a r a te  a c c o u n t in g  
i s  a l s o  th e  i n t e r n a t i o n a l  s ta n d a r d .  The  n o d e l  t e n  t r e a t i e s

Su b l i s h e d  by th e  O r g a n is a t i o n  f o r  S c o n o a lc  C o o p e r a t io n  and 
e v e lo p a e n t  ("OSCD'1;  and th e  U n i t e d  N a t io n s  ( " U N " )  s p e c i f y  

t h a t  t r a n s n a t i o n a l  in c o a e  i s  t o  be ta x e d  on a s e p a r a te  
a c c o u n t in g  b a s is .  T h u s ,  c o n t in u e d  s t a t e  w o r ld w id e  u n i t a r y  
t a x a t i o n  i s  d i r e c t l y  i n  c o n f l i c t  w i t h  f e d e r a l  and 
i n t e r n a t i o n a l l y  a c c e p te d  p r a c t i c e  and in p e d e s  th e  a b i l i t y  o f  
th e  f e d e r a l  g o ve rn m e n t t o  p u rs u e  t h i s  p o l i c y  l a  i t s  
I n t e r n a t i o n a l  d e a l i n g s .
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D u r l n f  t h t  d e b a te  o v e r  w o r ld w id e  u n i t a r y  t a x a t i o n ,  f o r e i g n  
g o v e rn m e n ts  have r e p e a t e d l y  p e t i t i o n e d  th e  f e d e r a l  g o v e rn m e n t 
t o  a c t  t o  c u rb  a ta te  uae o f  th e  w o r ld w id e  u n i t a r y  a e th o d .  
D i p l o n a t i c  n o te s  a r t i c u l a t i n g  th e  p ro b le a a  cau sed  by s t a t e  
w o r ld w id e  u n i t a r y  t a x a t i o n  have been  re c e iv e d  f r o a  v i r t u a l l y  
e v e ry  d e v e lo p e d  c o u n t r y  i n  th e  w o r l d ,  i n c l u d in g  Canada, th e  
U n i te d  K in g d o m , Germany, F ra n c e ,  B e lg iu m ,  th e  N e t h e r la n d s ,  
I t a l y ,  S w i t z e r l a n d ,  J a p a n ,  and A u s t r a l i a .  The U n i t e d  
K in g d o a ,  i n  J u l y ,  1995 , a d o p te d  a n t i - u n i t a r y  r e t a l i a t o r y  
l e g i s l a t i o n  t h a t  w ou ld  p e r m i t  th e  U .K . g o ve rn m e n t t o  
e f f e c t i v e l y  In c re a s e  t h e  U .K .  ta x  on  d iv id e n d  d i s t r i b u t i o n s  
f ro m  U .K . s u b s i d i a r i e s  t o  t h e i r  U .S .  p a r e n t  c o r p o r a t i o n s  
o p e r a t i n g  i n  w o r ld w id e  u n i t a r y  s t a t e s .  I f  im p le m e n te d ,  t h i s  
l e g i s l a t i o n  w o u ld  c l e a r l y  v i o l a t e  th e  U .S . - U .K .  b i l a t e r a l  
incom e ta x  t r e a t y .  T h i s  l e g i s l a t i o n ,  by v i r t u e  o f  a 
p r o v i s i o n  w h ic h  makes p o s s i b l e  t h e  r e t r o a c t i v e  i m p o s i t i o n  o f  
heavy  p e n a l t i e s ,  was h a v in g  an a d v e rs e  e f f e c t  on th e  
w i l l i n g n e s s  o f  U .S . c o m p a n ie s  t o  r e p a t r i a t e  e a r n in g s  o f  t h e i r  
U .K . s u b s i d i a r i e s  to  t h e  U n i t e d  S t a t e s .  (The U .K .  has now 
a g re e d  t o  d e f e r  im p le m e n t a t io n  o f  t h i s  l e g i s l a t i o n  f o r  th e  
t im e  b e i n g . )  The a d o p t io n  o f  t h i s  l e g i s l a t i o n  by  th e  U .K . 
i l l u s t r a t e s  t h a t  s t a t e  w o r ld w id e  u n i t a r y  t a x a t i o n  i s  c l e a r l y  
a d v e r s e ly  a f f e c t i n g  th e  U n i t e d  S t a t e s '  f o r e i g n  e co no m ic  
r e l a t i o n s .

F o r e ig n  g o v e rn m e n ts  and b u s in e s s e s  t h a t  a re  s u b je c t  t o  
w o r ld w id e  u n i t a r y  t a x a t i o n  a rgue  t h a t  t h i s  m e thod  o f  
c o m p u t in g  s t a t e  ta x  g i v e s  r i s e  t o  d o u b le  t a x a t i o n  o f  f o r e i g n  
incom e . Th ey  a ls o  c o n te n d  t h a t  w o r ld w id e  u n i t a r y  t a x a t i o n  i s  
a d m i n i s t r a t i v e l y  b u rde n so m e , p a r t i c u l a r l y  f o r  f o r e i g n  owned 
c o m p a n ie s .  These r e s u l t s  a re  i n e v i t a b l e  as lo n g  as a fe w  
s t a t e s  r e l y  on a m ethod o f  m e a s u r in g  in c o a e  t h a t  i s  d i f f e r e n t  
f r o a  th e  a p p ro a c h  used Hy th e  r e s t  o f  th e  w o r ld .

T h e o r e t i c a l l y ,  i f  a l l  j u r i s d i c t i o n s ,  d o m e s t ic  and f o r e i g n ,  
w ere  t o  a d o p t  a u n i f o r m  u n i t a r y  a e th o d  o f  t a x a t i o n ,  and a p p ly  
i t  c o n s i s t e n t l y ,  t h e r e  w o u ld  be no d o u b le  t a x a t i o n  as th e  
f o r a u l a  w o u ld  n o t  a p p o r t i o n  th e  same Income t o  m ore th a n  one 
J u r i s d i c t i o n .  The p r o b le m ,  h o w e v e r ,  a r i s e s  f r o a  t h e  f a c t  
t h a t  com b in ed  r e p o r t i n g  on  a w o r ld w id e  u n i t a r y  b a s i s  i s  a 
d i s t i n c t l y  m i n o r i t y  p r a c t i c e .  I n  an e n v i r o n m e n t  i n  w h ic h  
s e p a r a te  a c c o u n t in g  i s  t h e  g e n e r a l l y  a c c e p te d  r u l e ,  s t a t e  
t a x a t i o n  on a w o r ld w id e  u n i t a r y  b a s i s  c r e a te s  a c l e a r  r i s k  o f  
d o u b le  t a x a t i o n .  B ecause  l a b o r  c o s t s ,  p r o p e r t y  v a lu e s ,  and 
p r o f i t a b i l i t y  ca n  v a r y  g r e a t l y  among c o u n t r i e s ,  aa  incom e 
m easurem en t sys te m  b a se d  on f o r m u la  a p p o r t io n m e n t  i s  i n  open  
c o n f l i c t  w i t h  th e  i n t e r n a t i o n a l  s ta n d a rd  o f  s e p a r a te  
a c c o u n t in g .  T h i s  i s  b e c a u s e  f o r a u l a  a p p o r t io n m e n t  assumes 
a l l  p a r t s  o f  a u n i t a r y  b u s in e s s  a r e  e q u a l l y  p r o f i t a b l e  
w he reas  s e p a r a te  a c c o u n t in g  a ckn ow led g e s  t h a t  i n d i v i d u a l  
c o r p o r a t i o n s  ca n  e a rn  d i f f e r e n t  r a t e s  o f  r e t u r n .  D o u b le  
t a x a t i o n  w i l l  r e s u l t  i f  t h o  r e l a t i v e  p r o f i t a b i l i t y  o f  th e  
in v e s t m e n t  i n  th e  u n i t a r y  t a x  s t a t e  i s  l e s s  th a n  t h a t  o f  th e  
a f f i l i a t e d  o v e rs e a s  o p e r a t i o n s  t h a t  a re  ta x e d  a b ro a d  on a 
s e p a r a te  a c c o u n t in g  b a s i s .

4 / . . .
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S t a t *  use  o f  t h e  w o r ld w id e  u n i t a r y  a e th o d  a la o  c r e a te s  
a d m i n i s t r a t i v e  b u rd e n s  f o r  ta x p a y a r a .  T h o r *  a ra  s u b s t a n t i a l  
c o a ta  a a a o c la ta d  w i t h  c o l l e c t i n g  and c o n v e r t in g  a c c o u n t in i  
d a ta  g a n a ra ta d  by  th a  v a r io u s  f o r a i g n  a f f i l i a t a a  o f  t b i  
u n i t a r y  g ro u p  t o  a f o r a  c o n a la t a n t  w i t h  U .S . a ta n d a rd a .
Thaaa b u rd e n s  c a n  ba p a r t i c u l a r l y  a c u ta  f o r  f o r a lg n - o v n e d  
c o ip a n ia a  w h ic h  a ra  no t r e q u i r e d  t o  keep  d a ta  u n d e r  U .S . t a x  
and f i n a n c i a l  a c c o u n t in g  r u l e s  on t h e i r  n o n -U .S .  o p e r a t io n s  
f o r  any  o t h a r  p u rp o a a .

Tha uaa  o f  th a  w o r ld w id e  u n i t a r y  a a th o d  b y  s o n t  s t a t e s  aay 
a la o  i n h i b i t  and  d i s t o r t  th a  i n t e r n a t i o n a l  f l o w  o f  in v e s tm e n t  
c a p i t a l .  I n  t h e  w ords o f  ono f o r o i g n  g o v o r n a o n t ,  " t h a  
( u n i t a r y  t a x )  a e th o d  can c h i l l  i n t e r n a t i o n a l  i n v e s t a e n t  and 
d e c re a s e  e f f i c i e r :  a l l o c a t i o n  o f  r e s o u r c e s  and e a p lo y n e n t  
o p p o r t u n l t l o t .  l u  p a r t i c u l a r ,  t h e  u n i t a r y  a e th o d  can  iap e d a  
f o r e i g n  e n t r y  i n t o  th e  U n i te d  S t a t e s  a a r k e t . "  C o n s e q u e n t ly ,  
a c c o r d in g  t o  a g ro u p  o f  f o r a i g n  g o v e r n a e n t s ,  w o r ld w id e  
u n i t a r y  ta x  c o n s t i t u t e s  " . . .  a s e r io u s  o b s t a c le  t o  th a  
f u r t h e r  d e v e lo p a e n t  o f  o u r  t r a d e  and in v e s t a e n t  
r e l a t i o n s h i p s . "  (N o te  s ig n e d  by t h e  Am bassadors  o f  f o u r t e e n  
o f  o u r  a a j o r  t r a d i n g  p a r t n e r s ) .  The U n i t e d  S t a t e s  i s  
s t r o n g l y  c o m m it te e  t o  e n c o u ra g in g  th e  f r e e  movement o f  
i n t e r n a t i o n a l  d i r a c t  in v e s tm e n t  c a p i t a l  a c ro s s  n a t i o n a l  
b o u n d a r ie s .  S t a t e  use o f  th e  w o r ld w id e  u n i t a r y  a e th o d  i s  
u n a c c e p ta b le  b e ca u se  i t  can  a d v e r s e l y  a f f e c t  t h i s  c l e a r l y  
a r t i c u l a t e d  f e d e r a l  p o l i c y .  The U n i t e d  S t a t e s ,  as th e  
c o u n t r y  h o s t i n g  th e  l a r g e s t  amount o f  f o r e i g n  d i r e c t  
i n v e s t a e n t ,  has g a in e d  e n o rm o u s ly  f r o a  th e  I n f l o w  o f  f o r e i g n  
i n v e s t a e n t .  I f  t h e  use by  soae o f  o u r  s t a t e s  o f  th e  
w o r ld w id e  u n i t a r y  a e th o d  i n h i b i t s  t h e  f l o w  o f  c a p i t a l ,  the  
e c o n o a ic  w e l l - b e i n g  o f  th e  c o u n t r y  as  a w h o le  w o u ld  s u f f e r .  
Some s t a t e s  a a y  be i n  a p o s i t i o n  i n  w h ic h  t h e i r  use  o f  th e  
u n i t a r y  a e th o d  ca u s e s  f o r e i g n  I n v e s t o r s  t o  t u r n  away f r o a  th e  
U n i t e d  S t a t e s  a l t o g e t h e r  ( r a t h e r  t h a n  s h i f t  in v e s tm e n ts  to  
o t h e r  U .S . s t a t e s ) .

I n  S e p te m b e r  1 9 1 3 ,  i n  re s p o n s e  t o  c o m p la in t s  r s i s a d  by  b o th  
t h t  U .S .  and f o r e i g n  b u s in e s s  co m m u n ity  and f o r a i g n  
g o v e r n a e n ts  e v e r  t n e  Supreme C o u r t  d e c i s i o n  I n  C o n ta in e r  
C o ra ,  v .  F r a n c h is e  Tax b o a r d . F r a t i d e n t  Reagan asked  th e n  
T r e a s u r y  s e c r e t a r y  D ona ld  Regan t o  e s t a b l i s h  and c h a i r  a 
W o r ld w id e  U n i t a r y  T a x a t io n  W o rk in g  G ro u p . T h is  g ro u p  was 
composed o f  r o p r o s o n t s t i v e s  o f  th e  f e d e r a l  g o r a r a a e n t ,  s t a t e  
g o v e r n a e n ts ,  and th e  b u s in e s s  r n e a u n l r y  end v ,«  esked to  
p r o v i d e  re e o a a e n d n i lo m s  s u i t a b l e  f o r  r o a o l v l n g  th e  Is s u e s  
r a i s e d  by w o r ld w id e  u n i t a r y  t a x a t i o n .

A t  i t s  f i n a l  n e t t i n g  on Nay 1 ,  1 9 14 , t h e  W o r ld w id e  U n i t a r y  
T a r i M o n  C ra«^  i g r s o d  em t h r e e  p r i n c i p l e *  t h e t  c h e u ld
g u id e  a t a t o  t a x a t i o n  o f  th e  in c o a e  o f  a u l t l m e t l t M l  
c o r p o r a t i o n s :

P r i n c i p l e  1 :  " W a t e r ' s  ed ge ”  u n i t a r y  c o m b in a t io n  f o r  b o th
U .S .  -  and f o r e ig n - b a s e d  c o a p a n lo a .

P r i n c i p l e  2 :  In c re a s e d  f e d e r a l  a d m i n i s t r a t i v e  a s s is t a n c e  and
c o o p e r a t i o n  w i t h  th e  s t a t e s  t o  p r o a o t t  f u l l  
t a x p a y e r  d i s c l o s u r e  and a c c o u n t a b i l i t y .
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P r i n c i p l e  3 :  C o m p e t i t i v e  ba '.nnce  f o r  U .S . m u l t i n a t i o n a l s ,
f o r a i f n  m u l t i n a t i o n a l s ,  and p u r e l y  d o m e s t ic  
b u s in e s s e s .

W h i le  che f i r a t  and t h i r d  p r i n c i p l e s  were t o  be a d op ted  
v o l u n t a r i l y  on a s t a t e - b y - s t a t e  o a s is ,  P r i n c i p l e  1, i n  
p a r t i c u l a r ,  r e p re s e n te d  a c l e a r  r e c o g n i t i o n  by th e  W o rk in g  
Group t h a t  th e  s e p a ra te  a c c o u n t in g  a e th o d  was s u p e r i o r  to  th e  
w o r ld w id e  u n i t a r y  a e th o d  i n  th e  i n t e r n a t i o n a l  c o n t e x t .  The 
A d m i n i s t r a t i o n  was v e r y  h o p e f u l  t h a t  th e  s t a t e  w o u ld  be a b le  
t o  r e s o lv e  th e  w o r ld w id e  u n i t a r y  p r o b le a  a lo n g  th e  l i n e s  
a d v o c a te d  by th e  W o rk in g  Group on a v o lu n t a r y  b a s is  w i t h o u t  
r e s o r t  t o  f e d e r a l  l e g i s l a t i v e  i n t e r v e n t i o n .

S in c e  th e  a d o p t io n  o f  th e  W o rk in g  Group R e p o r t  some s t a t e s  
have changed t h e i r  la w s  t o  c o n f o r a  t o  th e  W o rk in g  Group 
p r i n c i p l e s .  F l o r i d a ,  C o lo r a d o ,  I n d ia n a  aad O re g o n  have 
ceased  t a x i n g  on a w o r ld w id e  u n i t a r y  b a s is .  A  M a s s a c h u s e t ts  
c o u r t  d e c i s i o n  ia p o s e d  l i a l t a t l o n s  on t h a t  s t a t e ' s  use o f  th e  
w o r ld w id e  u n i t a r y  a e th o d  and th e  s t a t e  l e g i s l a t u r e  has t o  
d a te  r e f r a i n e d  f r o a  t a k i n g  any a c t i o n  t h a t  w o u ld  p e r a l t  
a p p l i c a t i o n  o f  t h a t  n e th o d  i n  th e  f a c e  o f  th e  j u d i c i a l  
d e c i s i o n .  H ow eve r, s e v e n  o t h e r  s t a t e s  c o n t i n u e  t o  use th e  
w o r ld w id e  u n i t a r y  a e th o d .  I n  p a r t i c u l a r ,  e f f o r t s  i n  
C a l i f o r n i a  t o  e n a c t  l e g i s l a t i o n  U n i t i n g  w o r ld w id e  u n i t a r y  
t a x a t i o n  have  fo u n d e re d  i n  th e  p a s t  tw o  l e g i s l a t i v e  s e s s io n s ,  
a o s t  r e c e n t l y  when th e  C a l i f o r n i a  l e g i s l a t u r e  a d jo u rn e d  f o r  
th e  y e a r  i n  S e p te a b e r ,  1915 w i t h o u t  t a k in g  a c t i o n  on th e  
i s s u e .

I n  t r a n s m i t t i n g  the  r e p o r t  o f  th e  W o rk in g  G roup  t o  th e  
P r e s id e n t ,  S e c r e t a r y  R egan i n d i c a t e d  t h a t  he w o u ld  recommend 
r e s t r i c t i v e  f e d e r a l  l e g i s l a t i o n  i f  s u b s t a n t i a l  v o l u n t a r y  
p r o g r e s s  had n o t  been Bade on th e  w o r ld w id e  u n i t a r y  i s s u e  a t  
th e  s t a t e  l e v e l  by J u l y  31 , 1915. T h a t  d a te  has  lo n g  s in c e  
p a s s e d .  We now b e l i e v e  t h a t  th e  t im e  has c o a e  f o r  C on g re ss  
t o  a c t  t o  f i n a l l y  r e s o l v e  t h i s  s e r io u s  i n t e r n a t i o n a l  e co no m ic  
p r o b le a .

I I I .  S t a t e  T a x a t i o n  o f  F c r e i m - S o u r c e  D iv id e n d s

The t a x a t i o n . o f  f o r e i g n - s o u r c e  d i v i d e n d s  i s  d i r e c t l y  r e l a t e d  
t o  th e  i s s u e  o f  w o r ld w id e  u n i t a r y  t a x a t i o n .  A U n i t e d  
r e s o l u t i o n  o f  th e  w o r ld w id e  u n i t a r y  i s s u e  -  s u c h  as an 
a g re e a e n t  by  s t a t e s  n o t  t o  in p o s e  w o r ld w id e  u n i t a r y  t a x  b u t  
w i t h  no r e s t r i c t i o n  on t h e  t a x a t i o n  o f  f o r e i g n - s o u r c e  
i n t e r c o r p o r a t e  d i v i d e n d s  -  w o u ld  cause  o t h e r  s e r io u s  
p r o b le a s .  I n  e f f e c t ,  t h i s  w o u ld  be a " f o r e i g n  o n l y "  
s i t u a t i o n ,  f r e e i n g  fo r e lg n - o w n e d  m u l t i n a t i o n a l s  f r o a  th e  yoke  
o f  w o r ld w id e  u n i t a r y  t a x a t i o n  w h i l e  s u b je c t i o n  U .S .  based  
m u l t i n a t i o n a l s  t o  f u l l  t a x a t i o n  on t h e i r  f o r e i g n  d iv i d e n d  
in c o a e .  S u ch  a " f o r e i g n  o n l y "  s o l u t i o n ,  i f  a d o p te d ,  w o u ld  
d is a d v a n ta g e  d o a e s t l c a l l y  c o n t r o l l e d  b u s in e s s e s .  The W o rk in g  
G ro u p 's  t h i r d  p r i n c i p l e  r e c o g n is e s  th e  need f o r  c o m p e t i t i v e  
b a la n c e  f o r  d o m e s t ic  a u l t l n a t i o n a l s ,  f o r e i g n  m u l t i n a t i o n a l s , 
and p u r e l y  d o m e s t ic  b u s in e s s e s .  T h a t  p r i n c i p l e  r e q u i r e s  t h a t  
l e g i s l a t i o n  r e s t r i c t i n g  s t a t e  u n i t a r y  t a x a t i o n  a ls o  a d d re s s  
th e  q u e s t io n  o f  e q u i t a b l e  s t a t e  t a x a t i o n  o f  f o r e i g n - s o u r c e  
d i v i d e n d s .  U n r e l io v a d  s t a t e  t a x a t i o n  o f  f o r e i g n  d i v i d e n d s  i s  
n o t  c o n s i s t e n t  w i t h  P r i n c i p l e  3.

___
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U n r e s t r i c t e d  s t a t *  t a x a t i o n  o f  f o r a i g n  d iv id e n d s  w o u ld  
s u b je c t  d o m e s t ic  b u s ln a s s a s  to  s a r l o u t  d o u b l t  t a x a t i o n  o f  
f o r a i g n  in c o a e .  f e d e r a l  t a x  p o l i c y  has lo n g  baan 
c h a r a c t e r i s e d  by i t s  c o a a i t a a n t  t o  a v o id  i n t e r n a t i o n a l  d o u b le  
t a x a t i o n .  In d e e d ,  th e  U n i t e d  S t a t e s  has bean a le a d e r  i n  a 
w o r ld w id e  e f f o r t  to  e s t a b l i s h  t a x i n g  r u le s  u n d e r  t r e a t i e s  and 
c o a a o n ly  a c c e p te d  p r i n c i p l e s  t h a t  a i n i a l s e  i n t e r n a t i o n a l  
d o u b le  t a x a t i o n .  I f  a c l e a r  f e d e r a l  p o l i c y  i s  n o t  t o  be 
u n d e r c u t  by  s t a t e  a c t i o n ,  s t a te s  a u s t  c o n p ly  w i t h  t h i s  p o l i c y  
o f  e l i a i n a t i n g  d o u b le  t a x a t i o n  and t h e r e f o r e  be H a l t e d  t o  
t a x i n g  soae e q u i t a b l e  p o r t i o n  o f  f o r e i g n  s o u rc e  d iv id e n d s .

The l e g i s l a t i o n  does n o t  a a n d a te  t h a t  any s p e c i f i c  a e th o d  o f  
d i v id e n d  t a x a t i o n  be im posed  on th e  s t a t e s .  I n  o u r  v ie w ,  
a rg u a e n ts  o f  s t a t e  f i s c a l  s o v e r e ig n t y  s t r o n g l y  I n d i c a t e  t h a t  
s t a t e s  s h o u ld  have le e w a y  t o  t a i l o r  t h e i r  own s y s te a s  o f  
t a x a t i o n  to  th e  e x te n t  t h a t  th e y  do n o t  cause s e r io u s  f o r e i g n  
c o a a e rc *  d i f f i c u l t i e s  by  r e s u l t i n g  i n  s y s t e a a t l c  o v e r t a x a t i o n  
and d o u b le  t a x a t i o n  o f  U .S . b u s in e s s  i n  c o n t r a v e n t io n  o f  
e s t a b l i s h e d  f e d e r a l  and i n t e r n a t i o n a l  p o l i c y .  The 
l e g i s l a t i o n  t h e r e f o r e  p r o v id e s  i n  b ro a d  t e r n s  f o r  th e  
e q u i t a b l e  t a x a t i o n  o f  d i v id e n d s  and s u g g e s ts  c e r t a i n  
g u i d e l i n e s  t h a t  s t a t e s  c o u ld  f o l l o w  i n  s a t i s f y i n g  t h a t  
s ta n d a rd .  As an  i l l u s t r a t i o n  o f  t h e  f l e x i b i l i t y  o f  th e  
a p p ro a c h ,  th e  l e g i s l a t i o n  w ou ld  a c c e p t  as a p p r o p r ia t e  th e  
t r e a t a e n t  o f  d i v id e n d s  i n  such s t a t e s  as C o lo ra d o ,  O re g o n , 
F l o r i d a  and I l l i n o i s ,  s t a t e s  w h ic h  have been i n t i a a t e l y  
in v o lv e d  i n  t h e  w o r ld w id e  u n i t a r y  t a x  c o n t r o v e r s y .

IV .  I n f o r a a t i o n  R e p o r t in g  and O th e r  f e d e r a l  A s s is ta n c e

S t a t e s  have l e g i t l a a t e l y  c o n te n d e d  I n  th e  W o rk in g  Group and 
e ls e w h e re  t h a t  t h e y  l a c k  th e  r e s o u r c e s  and a b i l i t y  t o  n o n l t o r  
a d e q u a te ly  t r a n s a c t i o n s  be tw een  a e a b e rs  o f  a w a t e r ' s  edge 
u n i t a r y  g ro u p  and r e l a t e d  f o r e i g n  com pan ies  o u t s i d e  t h a t  
g ro u p .  The T r e a s u r y  D e p a r ta e n t  a g re e d  w i t h  r e c o a a e n d a t io n s  
o f  th e  W o rk in g  Group t o  p r o v id e  a p p r o p r ia t e  f e d e r a l  
a s s is t a n c e  to  t h e  s t a t e s  i n  o r d e r  t o  a ssu re  p r o p e r  w o r k in g  o f  
th e  s e p a r a te  a c c o u n t in g  a e th o d .  The W o rk ing  Group s u g g e s te d  
t h a t  aa a n n u a l  i n f o r a a t i o n  r e t u r n  be f i l e d  w i t h  th e  I n t e r n a l  
Revenue S e r v i c e  by m u l t i n a t i o n a l  c o m p a n ie s . T h i s  r e t u r n  
w o u ld  i n  t u r n  be sha red  w i t h  th e  s t a t e s  aad w i t h  a u . U i s t a t e  
a u d i t  a g e n c ie s  and w o u ld  p r o v id e  s t a t e s  w i t h  soae a s s u ra n c e  
t h a t  c o r p o r a t i o n s  had a l l o c a t e d  and a p p o r t io n e d  th e  
a p p r o p r i a t e  s h a re  o f  th e  c o r p o r a t i o n ' s  in co a e  t o  each s t a t e .  
The r e p o r t  w o u ld  a ls o  i d e n t i f y  th o s e  r e la t e d  com pan ies  w i t h  
w h ic h  s e r io u s  In c o a e  s h i f t i n g  w o u ld  be n e s t  l i k e l y  t o  a r i s e .  
I n  th e  s u a a e r  o f  1915, t h e  T r e a s u r y  D e p a r ta e n t  p u b l i s h e d  f o r  
c o a a e n t  a d r a f t  o f  l e g i s l a t i o n  im p le m e n t in g  t h i s  r e p o r t i n g  
sy s te m . S e c t i o n  1 o f  th e  b i l l  i s  based  upon t h a t  d r a f t  a f t e r  
t a k i n g  i n t o  a c c o u n t  th e  n a n y  c o a a e n ts  r e c e iv e d  f r o a  a f f e c t e d  
b u s in e s s e s  and th e  v a r io u s  s t a t e s .  We b e l i e v e  t h a t  th e  
i n f o r a a t i o n  r e p o r t i n g  sys te m  p r o v id e d  f o r  i n  t h e  b i l l  i s  an 
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I n  o r d e r  to  p r o v id e  s t a t e s  w i t h  g r e a t e r  a s s is t a n c e  th e  
T r e a s u r y  D e p a r ta e n t  a l s o  i n d i c a t e d  i n  th e  W o rk in g  Group an 
i n t e n t i o n  to  In c re a s e  th e  r e s o u rc e s  d e v o te d  t o  th e  IR S 's?£ ux X!w’ *P?llc#bl« to foreign operations of multinational companies. 1 urge your assistance inSEESJIJ!! ii! l^ ret*«d b“<U«t •pproprxations that are being requested for this purpose.



Will it attract foreign investment?

Changes in Alaska's "unitary" tax: Pro and con
Legislation changing Alaska’s “ unitary" corporate income tax to allow domestic and foreign corporations to 

use "water’s edge" accounting for state income taxes is now in House Labor and Commerce, having passed 
earlier from its initial committee. House International Trade and Tourism. HB-12, sponsored by Rep. Tom 
Moyer of Fairbanks, is being pushed mainly to enhance foreign investment in Alaska by r e m o v in g  what many 
see is a disincentive in the state corporate income tax. although the tax advantages incurred would be sharrd 
with domestic U.S. as well as foreign corporation. The bill passed the Senate last year, but failed in the House. 
Essentially, the bill permits multinational U.S. corporations or foreign-owned U.S. subsidiaries, except oil and 
gas producers, to pay their Alaska income tax based on a pool of income earned in the U.S. (with tax jurisdiction 
stopping at ’water's edge.’ ) Undercurrent Alaska law, domestic and foreign-owned corporations must use their 
world-wide income as a base for income taxes. Many states once had state income tax laws similar to Alaska’s, 
but have repealed them at the urging of foreign companies looking to invest in the U.S. Alaska is the last state 
requiring income tax to be based on worldwide income.

Unitary tax was a big problem in states like California
This was a much more serious problem in states like California,.where hundreds of foreign Firms have 

domestic operations. In Alaska, for foreign companies doing business in the state, the issue seems to involve 
both principle and practicality. As for principle, foreign corporations justdon’t like the prospect o f state auditors 
poking through their worldwide books. For practicality, the sheer cost of compliance —  translating Japanese 
into U.S. accounting standards, for example— often exceeds the amount of income tax due the State of Alaska, 
some Japanese firms have complained. As it was originally introduced last year, the bill to allow use of ‘water’s 
edge’ accounting would have applied only to foreign-owned companies. Domestic corporations would have 
still been required to use world-wide income. That was changed in Senate Finance Committee last year, so that 
both U.S. and foreign corporations can base their Alaska tax on U.S. income. HB-12, as it was introduced this 
year, is similar to the bill that passed the Senate last year.

While it is being sold as a bill that will encourage foreign investment in Alaska (by removing the disincentive 
of requiring world-wide income reporting) the bill will reduce state corporate income taxes by an estimated S 1 
to S3 million, the Departmentof Revenue estimates. Proponents of HB-12 in its expanded form argue the small 
revenue loss will be more than offset by new foreign investment, jobs and taxes paid to the state treasury. But 
some critics doubt that: Alaska is in a different league, they say, than states like California, Oregon or 
Washington, who compete with each other for foreign investment, mainly in manufacturing. Foreign firms 
come to Alaska mainly for natural resources, the presence of which weigh more heavily in the investment 
decision than the unitary tax.

Is discriminatory effect a constiutional issue?
Another potential problem is a constitutional one. Oil companies are not being allowed to use 'water's edge’ 

accounting, under the bill. Alaska’s supreme court, in the ARCO "separate accounting’ decision, approved use 
of a different formula (separate accounting vs. the traditional ‘appotionment’ method) for a different class of 
taxpayers, like oil producers, under special circumstances. But discriminating among taxpayers required to use 
the same formula (oil and non-oil companies now use apportionment) 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 ouluded in U.S. 
taxable income. Revenue feels there's no basis for the 80-20 split, and that the share of foreign dividends or 
royalties including in the U.S. pool of income could be larger than 20 percent.
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