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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 tt* 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.

(9) Inthis 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

the United States;

(4) "water’sedge 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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CS FOR HOUSE BILL, NO. 12 (FINANCE)
IN THE LEGISLATURE OF THE STATE OF ALASKA
SEVENTEENTH LEGISLATURE - FIRST SESSION

BY THE HOUSE FINANCE COVMTTEE

Offered: 5191
Referred: Rules

Sporsar(s):  REPRESENTATIVES MOYER, Brown, Koponen, Hlis

A BILL
FOR AN ACT ENTITLED

"An Act relating to the water’s edge method of calculating income taxes for certain
corporations, and to the determination of net income subject to state income tax from the
operation of a ship or water transportation carrier for a foreign corporation; and

providing for an effective date."

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

* Section 1. PURPOSE, (a) By setting aside the exclusion front gross income of the income earned
by foreign corporations from vessel operations, it is the purpose of AS 43.20.030(h), added by sec. 3 of
this Act, to establish a uniform policy relating to the taxation of water transportation carriers, domestic
or foreign, subject to the apportionment of business income under AS 43.20.071.

(b) It is the purpose of the addition of AS 43.20.073, added by sec. 4 of this Act, lo promote
investment and traac opportunities in the state.

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

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

(h) For purposes of determining the net income of a foreign corporation from the
operation of a ship or water transportation carrier, the provisions of 26 U.S.C. 883(a)(1) do not
apply. The taxpayer shall calculate gross income taking into consideration income derived from
the operation of a ship or water transportation carrier, and the provisions of AS 43.20.071 apply
to the determination of income subject to taxation by the operationof this subsection.

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

Sec. 43.20.073. AFFILIATED GROUPS, (a) A corporation that is a member of an
affiliated group shall file a return using the water’s edge combined reporting method. A return
under this section must include the following corporations if the corporations arc part of a unitary

business with the filing corporation:

(1) an affiliated corporation that is eligible to be included in a federal consolidated
return under 26 U.S.C. 1501 - 1505 (Internal Revenue Code) ifthe corporation’s property,
payroll, and sales factors in the United States average

(A) 20 percent or more; or
(B) under 20 percent, if the corporation docs not meet the requirements

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

(2) a domestic international sales corporation; in this paragraph, "domestic
international sales corporation” has the meaning given in 26 U.S.C. 992(a);

(3) a foreign sales corporation; in this paragraph, "foreign sales corporation™ has
the meaning given to the term "FSC" in 26 U.S.C. 922(a);

(4) a corporation, regardless of the place where the corporation was incorporated,
if the corporation’s property, payroll, and sales factors in the United States average 20 percent
or more;

(5) a corporation that is incorporated in or docs business in a country that docs
not impose an income tax, or that imposes an income tax at a rate lower than 90 percent of the
United States income tax rate on the income tax base of the corporation in the United States, if

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

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

water’s edge combined reporting method,;

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

(b) When computing taxable income for a corporation under (a) of this section, the
following amounts shall be excluded:

(1) 80 percent of dividend income received from foreign corporations;
(2) an amount treated as a dividend under 26 U.S.C. 78;
(3) 80 percent of the royalties accrued or received from a foreign corporation.

(¢) In (b)(1l and (3) of this section, a payment is considered lo be received from a
corporation that is part of the unitary business if the payment is received

(I) by a member of an affiliated group included in a water’s edge combined
report filed under this section; and

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

(d) Dividends and royalties taxable to a corporation using the water's edge combined
reporting method are in lieu of anexpense attribution for income excluded unde (h) of this
section.

(e) The department may require a corporation that files under (a) ofthis section lo file
a report under AS 43.20.065 -43.20.071prepared without regard tothis 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 the department that is
necessary for the department to audit the taxpayer’s corporate return in a reasonable period of
time.

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

(1) the production of oil or gas from a lease or property 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 sectionbelongs;
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(2) Taffiliated 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 organizedoutside of the

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

the United States;

(4) "water’s edge combined reporting method" means a reportingmethod inwhich
the only corporations besides the taxpayer that may be included in the return arc the corporations
listed in (a) of this section.

* Sec. 5. This Act applies to tax years beginning after December 31, 1991.
* Sec. 6. This Act takes effect immediately under AS 01.10.070(c).
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CS FOR HOUSE BILL NO. 12 (ITT)
IN THE LEGISLATURE OF THE STATE OF ALASKA

SEVENTEENTH LEGISLATURE - FIRST SESSION

BY T1IK HOUSE SPECIAL COMMITTEE ON INTERNATIONAL TRADE AND TOURISM

Offered: 2/19/91
Referred: Labor and Commerce, Finance

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

A BILL
FOR AN ACT ENTITLED

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

2 corporations otherthan corporations engaged in the production of oil or gas from a lease
3 or properly in the state orin the transportation of oil or gas by regulatedpipeline in
4 the state; and providing for an effective date."”

5 BE IT ENACTED BY THE LEGISLATURE OF THE STATE OFALASKA,

6 * Section 1. It isthe purpose of this Act to promote investment and trade opportunities in thestate.

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

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 of a unitary

1 business with the filing corporation:

12 (1) 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,
HBO0O!2b -1- CSHB 12(ITT)
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payroll, and sales factors in the United States average
(A) 20 percent or more; or
(B) under 20 percent, if the corporation does not meet the requirements
of 26 U.S.C. 861(c);

(2) a domestic international sales corporation; in this paragraph, "domestic
international sales corporation™” has the meaning given in 26 U.S.C. 992(a);

(3) a foreign sales corporation; in this paragraph, "foreign sales corporation™ has
the meaning given to the term "FSC" in 26 U.S.C. 922(a);

(4) acorporation, regardless of the place where the corporation was incorporated,
if the corporation’s property, payroll, and sales factors in the United States average 20 percent
or more;

(5) a corporation that is incorporated in or does business in a country that does
not impose an income tax, or that imposes an income tax at a rate lower than 90 percent of the
United States income tax rate on the income tax base of the corporation in the United States, if

(A) 50 percent or more of the sales, purchases, or payments of income or
expenses, exclusive of payments for intangible property, of the corporation are made
directly or indirectly to one or more members of a group of corporations filing under the
water’s edge combined reporting method,;

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

(b) When computing taxable income for a corporation under (a) of this section, the
following amounts shall be excluded:

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

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

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

(¢) In (b)(1) and (3) of this section, a payment is considered to be received from a
corporation that is part of the unitarybusiness if the payment is received

(1) by a member of an affiliated group included in a water’s edge combined
report filed under this section; and

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

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

(c) The department may require a corporation that files under (a) of this section to file
jtreport under AS 43.20.065 -43.20.071 prepared without regard to this section ifthe corporation
or an affiliated corporation

(1) fails tocomply with regulations adopted under this chapter, including domestic
disclosure spread sheet filing requirements; or

(2) docs not provide information that is requested by the department that is
necessary for the department to audit the taxpayer 3 corporate return in a reasonable period of
time.

(P 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 property in the state; or

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

(9) 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 isdirectly 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
the United States;

(4) "water Sedge combined reportingmethod™ means a reportingmethod inwhich
the only corporations besides the taxpayer that may be included in the return are the corporations

listed in (@) of this section.

* See. 3. This Act applies to tax years beginning after December 31, 1991.
* Sec. 4. This Act takes effect immediately under AS 01.10.070(c).
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Bogles Gates memorandum

April 1, 1991 21688/01012
TO: House Finance Committee Members
FROM: Brian W. Durrel
RE: W ater's Edge Tax Legislation

What is Barclays'? It is a recent California Court of
Appeals decision holding that, as applied to foreign-based unitary
groups, the California "worldwide" combined reporting method
("WWCR") violates the foreign commerce clause of the Uu.S.
Constitution. A unitary group is a group of corporations with
common ownership that have attributes of functional integration,
centralized management and economies of scale. A foreign-based
unitary group is one in which the parent corporation is based in
a country other than the U.S. By contrast, a unitary group with
a parent corporation based in the U.S. is known as a domestic-based
unitary group. A WWCR method is one which taxes a portion of a

unitary group's income no matter where it was earned in the world.
The California Court of Appeals is an intermediate appellate court.
Its decision was appealed by the California Franchise Tax Board to

the California Supreme Court which has accepted the appeal. A
ruling is not expected from the California Supreme Court for at
least a year. Its decision - no matter what it is - is expected

to be appealed to the U.S. Supreme Court.

What effect does Barclays have on Alaska? Barclays will
have substantial persuasive weight to any Alaska court which may
be presented with the issue of the constitutionality of Alaska's
WWCR as applied to foreign-based unitary groups. Only a decision
of the U.S. Supreme Court, however, would be controlling upon an
Alaska court addressing this issue. Barclays appears to impact
equally Alaska's income tax imposed both upon foreign-based non-oil
& gas and foreign-based oil & gas wunitary groups. Both are
currently taxed wunder WWCR. It is important to note that
domestic-based unitary groups are unaffected by Barclays. In fact,
an earlier U.S. Supreme Court case, Container Corp.*. held that
California's WWCR was constitutional as applied to domestic-based
unitary groups. We have no data as to the number of non-oil & gas
foreign-based unitary groups doing business in Alaska. Upon
inquiry, we have learned that perhaps as few as three oil & gas
foreign-based unitary groups do business in Alaska, with the most
significant being BP.

Ci\oocs\rttN(a.«tN



Memorandum to House Finance Committee Members
April 1, 1991
Page 2

Would Barclays' effect be retroactive? If Alaska's
corporate income tax method is wunconstitutional, any affected
taxpayer could demand a refund for any open year, so long as the
tax was paid under protest. A year is generally open if the return
was filed within the prior three years or the tax was paid within
the prior two years.

How does HB 12 address that effect? HB 12 is ab ill that
wouldchange the method of reporting from a WAWCR to a "water's
edge" combined method. A water's edge method taxes only income
earned within the "water's edge" of the U.S. The b ill applies
equally to foreign-based and domestic-based unitary groups. The
bill does not apply to corporations engaged in the production or
transportation of oil & gas. The water's edge method of reporting

does not affect business activities that are wholly foreign.
Therefore, the water's edge method of reporting does not violate
the foreign commerce clause of the U.S. Constitution.

What is the difference between worldwide and water's edge
combined reporting? Combined reporting must include some method
of allocating a portion of the unitary group's income to Alaska for

income tax purposes. The portion is usually determined by
comparing the amounts of three factors - sales, property and
payroll - within the State to the amounts found throughout the
entire world (i.e., worldwide) or within the bounds of the U.S.
(i.e., water's edge). Each of the three factors is reduced to a
fraction, the numerator of which is, for instance, the sales in
Alaska. Under the worldwide method the denominator would be the
sales of the unitary group throughout the world. Under the water's

edge method, the denominator would be just the sales of those
members of the wunitary group which conduct substantial activity
within the water's edge of the U.S. Under the worldwide method,
the average of the three factors' fractions would then be
m ultiplied by the worldwide income of the unitary group. Under the
water's edge method, the average of the three factors' fractions
would then be multiplied by just the income of those members of the
unitary group which conduct substantial activity within the water's
edge of the U.S. The tax generated from the water's edge method
is pot necessarily less than the tax generated from the worldwide
method. The tax difference w ill vary on a case by case basis, but
in many cases the tax from a water's edge method w ill be greater
than the tax from a worldwide method. Which method produces the
greater amount of tax depends upon whethor a wunitary group's
foreign or domestic activities are more profitable.

Must HB 12 address the income tax wupon oil and gas
companies? The differing methods of taxation for oil & gas
corporations and, under. HB 12, for non-o0il & gas corporations do
not appear to create a constitutional problem. In the ARCO* case,
the Alaska Supreme Court upheld the use of the separate accounting



Memorandum to House Finance Committee Members
April 1, 1991

Page 3

method of reporting for oil & gas corporations despite the claim
that it violated the equal protection clause because other
corporations were taxed wunder 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 & gas industry does not appear to be concerned
with HB 12. The industry's fear of separate accounting appears to
have kept it from advocating any change to the method in which the
State taxes o0il & gas corporations. Therefore, HB 12 need not
address the method of taxation for oil & gas wunitary groups.
However, the likely impact of Barclays upon the current method of
taxing foreign-based oil & gas unitary groups may mean that the

issue of constitutionality should be addressed.

cc: David P. Harlow
1. Barclays Bank International Limited v. Franchise Tax Board.
275 Cal. Rptr. 626 (Cal. Ct. App. 1990)

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

3. Atlantic Richfield Company v. State of Alaska. 705 P.2d 418
(Alaska 1985)
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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’ 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 maintain the status quo.

Psychology also plays an important role in business decisions. The Department
of Revenue’ initial rough estimates indicate a $1-3 million annual revenue loss
from passage of HB 12. We believe this is a small price to pay for the business
incentive it provides and anticipate that these losses, which assume no increase
in economic activity in the state, will be compensated by an expansion in the

state’ industrial base.

Olds, Commissic

Date: 2 - jf-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:

CPERATING FY 92 FY 93
PERSONAL  SERVICES 0.0 0.0
TRAVEL 0.0 30.0
CONTRACTUAL 13.0 15.0
SUPPLIES 88 gg
EQJPlVIFNI : :
LANDS | STRUCTURES
GRANTS. QLAINB
MSCELLANEQUS
TOTAL CPERATING 13.0 475 |
CAPITAL ! 0.0 1 0.0 1

=° ° . (1000 -

REVENLE o ol 3000)
FUNDING  (Thousands of Dollars)

CENERAL RND 13.0 47.5

FEDERAL RUNDS

OTHR

TOTAL 13.0 47.5
POSITIONS:

FULL-TIME 0.0 0.0

PART-TIVE

TEVRCRARY

Estimate of current year Impact:

No. 2
Hil Version:» CSHB 12 (FIN)
(H) Publish Date: 3/20/91

Department Affected:Oeoartment of onl?
BRU Revenue Operations

Component: Income and Excise Audit

GOMPONENT SERIAL NO

FY 94 FY 95 Y% 1 Fror
63.8 63.8 63.3 |  53.3
34.8 39.3 39.3 39.3
17.0 17.0 17.0 17.0

2.5 8.0 3.0 3.0
14.5 2.5 0.0 0.0
132.6 130.6 123.1 na.l
0.0 1 0.0 1 00 1 no01

dooo - j (1000 -  Yeeo— (1000 -

3000) 3000) coo .. 3000)
132.6 130.6 128.1 123.1
132.6 130.6 128.1 123.1
1.0 1.0 1.0 1.0

ANALYSIS: Attach a separate page for analysis.

ATTACHD
PreparedBé-——-—mmmm  chib.......... A
Division: Income and Excise Audit Division

Aoproved by Commissioner: . Lee E Fisher
Agency:  Department of Revenue

_ Phone:  (.907).465-222:
__"Oate:  Marcn >2. "9i

Date: a

Distribution (by preparer): Legislative Finance, Legislative Sponsor, Requestor. 2. \

Impacted Agency(ies).

Rev 10/90

c o m m a S

Page J_ of
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Fiscal Note Analysis, CSHBI2
Income and Excise Audit Division

Prepared by Bill Floerchinger
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 FY92 A3 FY4 FY%5
1 Revenue Auditor IV, Anchorage $0.0 $0.0 $53.3 $63.3
rotal Personal Services Costs $0.0 $0.0 $53.3 $63.3
Travel
Training, 50 $10.0 $0.0  $30.0  $109  $10.0
Management Review, 4 @$.5 $0.0 $0.0 $2.0 $2.0
12 Audits completed 0 $1.9 $0.0 $0.0 $22.3 $22.3
9 Appeals completed In Anchorage 0 $.5 $0.0 $0.0 $0.0 $4.5
Total Travel $0.0 $30.0 $34.3 $39.3
Contractual
Printing and Advertising Costs $13.0 $13.0 $13.0 $13.0
Telecommunications, Centrex $0.0 $2.0 $4.0 $4.0
Total Contractual $13.0 $15.0 $17.0 $17.0
Suadlles
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 Wag PC Computers, Cable Hookup $0.0 oo $7.5 $2.5
2 Laptop Computers $0.0 ©.0 $7.0 $0.0
Total Equipment $0.0 $0.0 $14.5 $2.5
TOTAL QCSTS $13.0 1325  $130.4

Copy



FISCAL NOTE

No. 3
STATE OP ALASKA ~ I Bill version: csHB :: (FIS)
1991 LEGISLATIVE SESSION (H) Publish Date: 3/20 ali
Revision Date: Department AHected: Commrerge & Economic Dev.

THe; A Act Relating to the Water's BRU  Banking, Securities f, Corporations
Edge Method of Calculating Income Tax  Component:

Sponsor:  Rep. Moyer
Requestor: COMPONENT SERIAL NO.

Expenditures/Revenues: (Thousands ol Dollars)

OPERATING L FY® FY 93 FY o FY % FY % FY 97
PERSONAL SERVICES

TRAVEL

CONTRACTUAL

SUPPLIES

EQUIPVENT

LAND 4 STRUCTURES

GRANTS. CLAIVG

MSCELLANEOUS

TOTAL OPERATING 0 0 0 0 0 0

CAPITAL 0 0 0 0 . 0o 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

PCSITIONS:

FULL-TIME 0 0 0 0 0 0
PART-TIME
TEMPORARY

Estimate ol current year impact:.

ANALYSIS (Attach a separate page it necessary.) Thls bill proposes to amend the method of con-
puting corporate Net Income Tax payable to Alaska. Definitions for the corporation's
"affiliated groups" and criteria for determining the U.S. taxable income are given.
Corporations producin% (ar tr:}| orting oil and gas are not subject to the water's eoce
method. The ourpose fJihe nﬁﬁ) ys TjLPromote investment and trade opportunities in

Prepared By: ~ Willis FT Kirkpatrick. Director phono: 465-2521
Dwvsion:. _ Bankingt _Securities i Corporationvy . Date: 2/27/91
Approved by Commissioner; Glenn A Olds Je

Agency Department of Conmerce & Economic Development Date:

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

$120/02289la COMMITTEE COPT <<



L fvvasntlgjgﬁarar%?

Fairbanks Qeily News-Mirer, Fai atg]ea(g‘tdnlt?“r%llﬁg
allroanks Yy -IVINEr,
the chal Wes stil
catagapaiogele  PRATT: Changing
'W ater's edge' tax &i%se%gtr%t%m (mmgrderg\%g?@B |
stands to benefit tiﬁ?/ gaTrI(?ﬂt(éGﬂa/en- Fe|at asqatary %ni
state coffers mgj% : Alalslemﬁltﬁ carrlg
F%%E\% k?pl 'rr%r\mnl\/bye:dd %k &W%Mwmmmﬁw I m ﬁ%rl\rr]errl%tural resouroe
this esg[slatlge sessrponqjto rg- Bm;ﬁ this time I E%d Se. crf a wor %/v%n
vvrlte ate corporale INCOE stgl sarfgre I um}%%/
M'n% believes will Alaska's lead of 19/77and %nm
attract npre foreign copenes ing all corporate InoTe tax ] Of?@N'
C'\maters*ec% which Is b35|- | n‘}he ﬁ%e e
RODY o e B 2 wil aSiet fomofseparate L g fﬂg\ &
prbanks %thers &%J%s ”%}%r% ; with theJAper tr| tgormer
?g%%tax IOU%* bertuse it w{atea J tr o m&m
. B’H@Jmﬂ I 8‘?& mu tmatlon?mc%? as% |gtr&s} m% ﬁﬂ

Wer | our }"aetﬁrf’ec Alm I nult%]atl onlnr%grateaw
{erseo&enf%rrx?uaﬁti be | Ean I the %tm{gml

a lax
iy bR mem & Pt e e
% ﬂu@p t LSiae 1 stl USe ﬁ | IFSAHaSka wr@eg}ggﬁ WO
con”e tax r Ac %ge out5|de corrpetlt ar%
a'% tl em
e 'Slgd by eve excludlngthe il Cormpaies fram
. In198Ba ow V\}‘mlvb_erbramt ©
Fred inthe Ao Legisaliure nired ouEfor its first Réarii | lagtweek, it
Pratt V\hoseteechckr%I |obdRJnaId
totell
msmes dan'plms |n
howa politi iction like June rathe
REEITITITE MR formula
frorﬂ aorau'%,‘i’ I%OS?;E make V\as to chriEg mw\nde I IdCbr?rrﬂeroe theAl
The wor mbined Fle rlcvwide”combined Al Mners Assool
Qqﬂe} Otftfer 2 éalll (sj;mple methodvt\j?scoura es mvest ragréerS Econon%t(I:mDeveﬂE
porations Income, then calcu ﬁaﬂ rm1tof Reverue re-
ates ashare for Alasika For example, the dem u edt d oost
ng Into account tha por oOmaanyH 5—} rmstS3m on% ostre
gﬁnSrPA?ﬁgy payroll and velq:nentoithé %‘sibene Hil | venLe and require Ny (cunew
oal deposit becase It auartors, certainly a prceto
IIkgntﬂS beg'aaytsealheir Igﬁ Flewlftglrtaxpgjg.%w betoo cgtoﬁr? Aok rtu‘forelgn "
and sales in Al € using worlowide, conmbination. ! O[:Err %nﬁﬂ% Pttt
sall, relative toother areas, SO ngf on corporations are reluc- fmtlE rt%{ﬂ oLt
their corporate INCONTE tax pay- It 1 v/ their b%ée op- <tearv
| ments here were quite lowin erations outside t ited
coparison fo the [uoe profits States examiend by ‘auditors
%%ﬁ%ﬂ, %Jrein eraf,?l nk&ed that in Fiscal
1977 1o a(ig L a "Separate Year 77 ond ga’g(])ratle in-
acoounting la just for al COMe taxes. in A totaled
corrpanlee algled wltamg a gj *S mlllgtwalor llea?r%‘f[d
rmteagplhelr recgl Aﬂ'gsle In Stagis b et

R P B



pUSE COMMITTEE REVOf'

(1)
Dale Referred: March 20, 1991 FURTHER REFERRALS:

Date of Committee Action: V 2 &

The FINANCE Committee considered: HB 12

MOUSE BILL NO. 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.”
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Alaska State Legislature

HOUSE OF REPRESENTATIVES

Official Business P.O. Box V
State Capitol
Juneau, Alaska 99811

April 23, 1991
To: House Finance Committee

From: Representative Kay Brc
Chair, Subcommittee on

The Subcommittee on HB12 requested the attached draft committee
substitute. Note that the bill title was broadened in order to
accommodate a change relating to taxation of international cruise
companies. The following is a discussion of major issues discussed by
the subcommittee and changes made in the proposed committee

substitute.
I. Impact of HB12 on Revenues

The Department of Revenue informed the subcommittee that it
would be wunable, in the time allowed, to provide an analysis of how
revenues would be affected if the Water 3 Edge method of taxation
were applied to the oil and gas industry. Department representatives
said such an analysis would take several months. As a result, the
subcommittee made no changes to provisions that would applv the
bill only to non-oil and gas corporations. The subcommittee, however,
recommends that the full committee request such an analysis fiom
the Department of Revenue and that it be reviewed during the
interim.

Il. Legal |Issues

The Department of Law 1informed the committee 1in writing that it
could foresee no legal problems with treating the oil and gas industry
differently than other corporations, so long as there is a legitimate
public interest to do so. The Department of Law memorandum is
attached. As you may recall, there was testimony before the full
committee on this bill regarding the affect on Alaska of the recent
"Barclays®™ decision.” The California Court of Appeals ruled that the
worldwide method of apportionment, when applied to foreign-based

unitary groups, 1is unconstitutional. The Department of Law sees no



reason for the legislature to try and change the law while the case is
still in the courts. The subcommittee added a section to the bill,
Section 2, that states the legislature, by passage of HB12, 1is making
no admission regarding the constitutionality of the worldwide
apportionment tax method.

. Cruise Industry

The subcommittee discussed current corporate income taxes and how
they relate to the cruise industry. The Department of Revenue, in
answer to questions from the subcommittee, reported that the
international cruise industry now pays no corporate income tax. The
Department of Law has for the past 10 months been reviewing the
Alaska tax code and its applicability to cruise companies. That review
is not yet complete. International cruise industry representatives
argue that they are excluded from state corporate income tax by
section of the US tax code regarding exclusions from taxation due to
treaties. The subcommittee recommends that the legislature clarify
the situation with a new Section Three to HB12. It states that the tax
exemption granted in the U.S. Code does not apply in Alaska. The
subcommittee asked the Department of Revenue to estimate tax
revenues that will result from this provision. The department was
also asked to report to the legislature on how the cruise industry is

taxed 1in other states.

If you have any questions or comments, please contact me.

GC. Representative Tom Moyer
Commissioner of Revenue Lee 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:

Soosar/s):  REPRESENTATIVES MOYER, Broan, Koporen, BUs

A BELL
FOR AN ACT ENTITLED

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

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

* Section 1. PURPOSE, (a) By setting aside the exclusion from gross income of the income earned
by foreign corporations from vessel operations, it is the purpose of AS 43.20.030(h), added by sec. 3 of
this Act, to establish a uniform policy relating to the taxation of water transportation carriers, domestic
or foreign, subject to the apportionment of business income under AS 43.20.071.

(b) It is the purpose of the addition of AS 43.20.073, added by sec. 4 of this Act, to promote
investment and trade opportunities in the state.

e Sec. 2. LEGISLATIVE INTENT. The amendments to the Alaska Net Income Tax made by this
Act are not intended to reflect a determination or conclusion by the legislature as to the assertion that
the imposition of the worldwide combined reporting method directed for use by certain taxpayers by
AS 43.20 violates the foreign commerce clause of the United States Constitution.

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

CSHB 1K )
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(n) For purposes of determining the net income of a foreign corporation from the
operation of a ship or water transporation carrier, the provisions of 26 U.S.C. 883(a)(1) do not
apply- The taxpayer shall calculate gross income taking into consideration income derived from
the operation of a ship or water transportation carrier, and the provisions of AS 43.20.071 apply

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

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

Sec. 43.20.073. AFFILIATED GROUPS, (a) A corporation that is a member of an
affiliated group shall file a return using the water’s edge combined reporting method. A return
under this section must include the following corporations if the corporations are pan of a unitary

business with the filing corporation:
(1) an affiliated corporation that is eligible to be included in a federal consolidated

return under 26 U.S.C. 1501 - 1505 (Internal Revenue Code) if the corporation’s property,
payroll, and sales factors in the United States average
(A) 20 percent or more; or
(B) under 20 percent, if the corporation docs not meet the requirements
of 26 U.S.C. 861(c);

(2) a domestic international sales corporation; in this paragraph, "domestic
international sales corporation” has the meaning given in 26 U.S.C. 992(a);

(3) a foreign sales corporation; in this paragraph, "foreign sales corporation” has
the meaning given to the term "FSC" in 26 U.S.C 922(a);

(4) acorporation, regardless of the place where the corporation was incorporated,
if the corporation’s property, payroll, and sales factors in the United States average 20 percent
or more;

(5) a corporation that is incorporated in or does business in a country that does
not impose an income tax, or that imposes an income tax at a rate lower than90 percent of the
United States income tax rate on the income tax base of the corporation in the UnitedStates, if

50 percent or more of the sales, purchases, or payments of income or
expenses, exclusive of payments for intangible property, of thecorporation arc made
directly or indirectly to one or more members of a group of corporations filing under the

water’s edge combined reporting method;
(B) the corporation docs not conduct significant economic activity.

CSHB 1K ) o*
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(b) When computing taxable income for a corporation under (a) of this section, the

1
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 (¢) In (b)(2) 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 areport 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 (OThis section does not apply to taxpayers subject to AS 43.20.072 engaged in
24 (2) 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 (9) In this section,
27 (2) "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

'?f CSHB 1< )
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of the group;
(3) "foreign corporation” means a corporation created or organized outside of the

United States, the District of Columbia, theCommonwealth of Puerto Rico, or apossession of

the United States;
(4) "water’s edge combined reporting method™ means a reporting method in which

the only corporations besides thetaxpayer that may be included inthe return are the corporations
listed in (a) of this section.

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

* Sec. 6. This Act takes effect immediately under AS 01.10.070(c).

CSHB m )
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WALTER J. HICKEL, GOVERNOR
f (<I IQ> REPLY TO:

DEPARTMENT OF LAW O 1031 W 4th AVENUE SUITE 200

ANCHORAGE. ALASKA 99501-1994

PHONE: (907)270-3550
OFFICE OF THEATTORNEY GENERAL FAX: (907) 270.3607

0O KEYBANK BUILDING
100 CUSHMAN ST. SUITE 400
FAIRBANKS. ALASKA 99701-4679
PHONE: (907) 452-1568
FAX (907) 450-1317

April 18, 1991 0? PO.BOXK-STATE CAPITOL
JUNEAU. ALASKA 998110300
PHONE: (907)465-3600
FAX: (907) 403-5295

Honorable Kay Brown

Chair, House Finance Subcommittee on HB 12
Alaska House of Representatives

P. O. Box V

Juneau, Alaska 99811

Re: HB 12 - W ater's Edge
Apportionment

Dear Representative Brown,

You have asked us to address certain questions regarding
House B ill 12, which would enact a water's edge apportionment
method for certain Alaska corporate taxes. Specifically, you have
asked about the application of the equal protection doctrine for
taxation purposes, and the impact of a California Court of Appeals
decision, Barclays Bank International v. Franchise Tax Board, 275
Cal.Rptr. 626 (Cal.App. 1990), review granted, 278 Cal.Rptr. 836,
806 P.2d 308 (Cal. 1991), on Alaska tax methods. Our short answer
is that we do not see a serious constitutional problem in HB 12/ a
more detailed discussion follows.

In Atlantic Richfield Co. v. State, 705 P.2d 418 (Alaska
1985), the Alaska Supreme Court considered the oil companies' equal
protection challenge to the separate accounting method of taxation.
The court upheld the taxation method under both Federal and state
analysis. The court found that the interest involved, "freedom
from disparate taxation,” lies at the low end of the continuum of
interests protected by the equal protection clause, that taxing the
oil companies differently from other businesses to rectify a
perceived inequity was a valid state purpose, and that the use of
separate accounting was sufficiently related to the legislative
purpose, id. at 437. This was sufficient to uphold the tax under
state equal protection analysis. Under a Federal analysis,
separate accounting was found to have a rational relationship to
the state's legitimate interest of correcting a perceived inequity.
Id.

03.CSIH



Hon. Kay Brown, Alaska House of Representatives April 17, 1991
HB 18 Page 2

From the above it can be deduced that, while the equal
protection clause of the Federal and state constitutions do apply

to taxation methods, a method w ill not be found unconstitutional so
long as it is reasonably related to and furthers a legitimate state
interest. Classification is not unconstitutional if any state of
facts reasonably can be conceived that would sustain it. AlLlled
Stores of Ohio, Inc. v. Bowers. 358 U.S. 522, 528 (1959). Thus,
the disparate treatment of oil and gas taxpayers under the b ill

likely would withstand challenge.

In addition, so long as the worldwide method used for oil
and gas corporations is not clearly unconstitutional under current

case law, it does not need to be changed. To the extent that the
Barclays <case invalidates worldwide apportionment, it is not
binding in this state wuntil it is affirmed by the United States

Supreme Court or adopted by our own supreme court. Of course, were
this to eventually happen, any taxes paid wunder protest (AS
43.10.210) would need to be refunded to the taxpayer if the
taxpayer ultimately prevails in having the tax declared
unconstitutional. Principal Mut. Life Ins, v. Div. of Ins., 780
P.2d 1023, 1030 (Alaska 1989).

Finally, we are wunaware of any set of circumstances
related to worldwide or water's edge apportionment that would give
rise to potential liability to Mental Health Trust advocates.

We hope this addresses your concerns. If we may be of

further assistance, please advise.
Sincerely,

CHARLES E. COLE
ATTORNEY GENERAL

e Jamez
aht Attorney General



WALTER J. HICKEL, GOVERNOR

STATE OFFICE BUILDING
PO 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:

V¢ 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 officially considered the
qguestion. 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. SlImllarlly, 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 ldentify
any Income from shipping operations. That Is not surprising since the foreign
corporations with the shipping operations would not generally be filing 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
Page Two

A state unitary tax return would Include all Income from foreign and
domestic corporations within the unitary business. A taxpayer nay 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 atthe 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.

VW 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 anong 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 wes 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 Illustrates that a tie-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.

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

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

Important legislation.

Sincerely,

Larry E Meyers
Director
Income and Excise Audit Division

LEMCM
91-77

Enclosure

cc: Lee E Fisher. Commissioner
Representative Fran Ulmer
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Conformity to Federal Rules for Determining
Taxable Income and Income Tax Rates

Thu Internal Rovonuo Code (IRO is typically tho starting point for computing statu
corporate taxable income. Statu statutes may specifically adopt the IRCas the starting point
or they may adopt provisions of tho IRCwithout 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 IRCautomatically incorporates any changes in the federal statutes into
itsown state statutes. Theadoption ofthe IRCas ofa 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 judiciary might consider a complete tie-in to be an unconstitutional
delegation of legislative power to Congress. Second, state legislatures typically like toreview
amendments to the IRCbefore they are adopted for state tax purposes.

Acomplete 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 astate’ 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

As indicated by tho charts, most states adopt the IRC as the starting point lor computing
state corporate taxable income. Fewer and fewer states depart from the use of federal income
as the storting point. Foroxamplo. Wisconsin recently revised its statutes to consider federal
taxable income as the starting point for state taxable income, and California recently enacted
tax legislation that incorporates much of the IRC. bringing the California State income tax
calculation in closer conformity to tho IRC.

Many states indicated current references to the IRC asamended to dale. Other states adopt
the federal tax rulesas ofa spocific dato which may reflect judicial or political considerations
or possibly a desire to roviow the impact of tho federal provisions before adopting them as
part of the state tax calculation.

The tax rates and methods of applying them vary from state to state. Many states have a
single rate fiat-tax. There are also numerous states that have a graduated tax ranging from 2
brackets to a total of 10 brackets in the stato of Alaska. Several states have indicated changes
to their tax rates or adoptod surtaxes in response to revenue and budgetary concerns.



Conformity to Federal Rules for Determining Taxable Income and Income Tax Rates

Docs State Com putation of

Taxable Net Income Start with a Date ofAdoption of
Figure from Federal Form 11207 Federallncome Tax Rules
Alabama Yes. Starts with taxable income Various

before special deductions

Alaska N/R N/R
Arizona N/R N/R
Arkansas N o N/A
California Yes. Starts with taxable income .arious

before special deductions

Colorado Yes. Starts with taxable income Current

after special deductions

Connecticut Yes. Starts with taxable income Current

before special deductions

Delaware Yes. Starts with taxable income 1901(5) and 1903 (a) of 30 DEL C.

pfter special deductions

District of Columbia N o 1986 Code was approved

10/732/86

Florida Yes. Starts with taxable income 1/1/790

after special deductions

-i-t wmrti' 1 \ttan nVVrferfriifi-ii t-ifr- ITAY it

Tax Rates

5% of Alabama taxable

N/R

N/R

$ 0-3,000:
3,001-6,000:
6,001-11,000:
11,001-25,000:
25,000 or more:

9.3%; except for banks

and

financial institutions, which

taxed at 10.668%

$0-50,000: 5% . A surcharge

of 5.2% for taxable Income

income

1%
2%
3%

6 %

are

tax

excess of $50,000 Is in effect

until 771791

11.5%; net income base; a

surtax-foryears beginning on

after 1/1/89; 0.0031

base foryears beginning

1/1/89; $250 minimum

8.7%

after

tax

10% plus 5% surtax

5.5% (regular tax) for all taxpayers

a 4.0 cq,0 iU

A

20%
or

per capital

Sta

Ap

te Statutec

ply in Thes

(s) That

e Areas

1, 40-18 33.

§§43-102,

§§23151,

Ann. tit. 30 §1902

. Ann. §8§47-1803.2,

220.12

Ala. Code §84018-3
40-1834

Alaska Stat. §§43.20.011,
43.20.021

Ariz. Rev. Stat. Ann.
43-1101, 43-111

Ark. Stat. Ann. §26-51-205
Cal. Rev. & Tax Code
23501, 24271

Colo. Rev. Stat. §39-22-30
Conn. Gen. Stat. §8§12-214,
12-217

Del. Code.

D.C. Code

47-1807.2

Fla. Stat. §§220.11,

1 .



Georgia

Hawaii

Idaho

Ilinois

Indiana

lowa

Kansas

Kentucky

Louisiana

Maine

Yes. Starts with taxable Incom

after special deductions

Yes. Starts with taxable incom

after special deductions

Yes. Starts with taxable Incom

after special deductions

Yes. Starts with taxable incom

after special deductions

Yes. Starts with taxable incom
after special deductions and

before NOL

Yes. Starts with taxable incom

after special deductions

No. See KRS 141.010 and

141.0101 for definition of <*ross

e

e

e

e

3

e

and net income and deductions

(i 4i(; 1

Yes. Starts with taxable income

before special deductions;

modifications do exist.

Yes. Starts with taxable income

after special deductions

171790

m January 1,1990 for the

amendments made as
December 31,1989 to
Internal Revenue Code

operative forthe state

171790

Current

171790

1/1/790

Current

12/31/89

1/1/787

12/31/89

of
the
Sections
v
o

4.4% on first $25,000
5.4% on next $75,000
6.4% above $100,000

»iooLe ot

8% . W ith $20 minimum foreach

corporation that is required to file

7.3% fortaxable years ending
7/1/89 through 6/30/91. 6.5%

thereafter. 1.5% for S corporations

3.4% of adjusted gross income,

plus supplemental net income tax

at 4.5%
$ 0-25,000: 6 %
25,001-100,000: 8 %
100,001-250,000: 10%
250,000 or more: 12%
$ 0-25,000: 4.5%
25,000 or more: 6.75%
.$ 0-25,000: 4%
25,001-50,000: 5 %
50,001-100,000: 6 %
100,001-250,000: 7%
250,000 ormore: 8.25%
$ 0-25.000: 4%
25,001-50.000: 5%
50.001:100,000: 6 %
100.001-200.000: 7%
200,000 or more: 8 %
$ 0-25,000: 3.5%
25,001-75,000: 7.93%
75,001-250.000: 8.33%
250,000 or more: 8.93%

Ga. Code Ann. §48-7-21

Haw. Rev. Stat. §235-2.3, 235-71

Idaho Code §863-3022, 63-3025

Il Rev. Stat. Ch. 120, Para.
2-201(b), 2-203

Ind. Code 8§86-3-3-2, 6-3-1-3.5

lowa Code §422.33

Kan. Stat. Ann. §§79-32,110,

79-32,138

Ky. Rev., Stat. Ann. §§141.010,

141.040

La. Rev. Stat. Ann. §847-287.12.
47-287.61

Me. Rev. Stat. Ann. tit. 36 §5200



Maryland

M assachusetts

Michigan

Minnesota

Mississippi

Missouri

Montana

Nebraska

Nevada

New Hampshire

Conformity to Federal Rules for Determining Taxable Income and Income Tax Rates (continued)

Docs State Computation of

Taxable Net Income Start with a

Figure from Federal Form 11207

Yes. Starts with taxable income

after special deductions

N/R

Yes. Starts with taxable income

after special deductions

Yes. Starts with taxable income

before special deductions

No. Taxpayer can begin with line

28 and make state adjustments,

but is not required to do so

Yes. Starts with taxable income
after special deductions

Yes. S'arts with taxable income
before special deduction

Yes. Starts with taxable Ino>.ne
after deductions

Yes. Starts with taxable income

before special deductions

Date ofAdoption o

Federallincome Tax R

Current

N/R

1/1/87

12/31/86

N/A

f

ules Tax Rates

7%

N/R

2.35%

9.8%
$ 0-5,000: 3%
5.001-10,000: 4%
10,000 or more: 5%

5% . However, for all tax years
*|

beginning on/after 1/1/90 but

notafter 12/31/91, tax Is as
follows:

$ 0-100,000: 5%
100,001-335,000: 6 %

over 335,000: 6.5%

State code annotated §§15-31- 6.75% : a 5% surtax is imposed
113 and 1531-114 for tax years beginning after
12/31/89; 7% forwater's edge
elections
Current $ 0-50.000: 5.17%
50,001 or more: 7.24%
Nevada Does Not Impose a Corporate Income Tax.
Current 8 %

VYV -y 5+

State Statute(s)

Apply in These Areas
Md. Tax-General Code Ann.
§§10-105, 10-304
Mass. Gen. L. Ch. 63
§§30, 32, 39
Mich. Comp. Laws §8§7.558(3),
7.558(31)
Minn. Stat. §§290.01, 290.06
Miss. Code Ann. §27-7-5
Mo. Rev. Stat. §§143.071,
143.441
Mont. Code Ann. §§15-31-113,
15-31-121
Neb. Rev. Stat. §§77-2734.02,

77-2734.04

N.H. Rev. Stat. Ann.
T7-A:2
g em

§877-A:1,

pot %o



Now Jersey Yes. Starts with toxohlo Income Adopted by roforonco N.J.S.A. 9% . A surchorgo of .417% Is In N.J. Rev. Stat. §§54:10A4.

beforo special deductions and tho 54:10A4 (k) effect and Is onnunlly reviewed 54:10E 4.54:10E-5. 54:10A5
NOL
p
Now Moxlco N/R N /R N/R N.M. Stat. Ann. §8§7-2A2, 7-2A-5
Now York Yes. Starts with taxable income Curront 9% on Income; 8% graduated rate N.Y. Tax Low §8208, 210
before special deductions for small businesses. Also, surtax

of 15% In fiscal 1991 and 1992,
10% In 1993

North Carolina Yes. Starts with taxable Income 1/1/790 under 7% N.C. Gen. Stat. §8§105-130.2,
beforo special deductions proposed/introduced legislation 105-130.3
Nortli Dakota Yos. Starts with taxable income Perpetual except for safe harbor $ 03.000: 3% N.D. Cent. Code §8§57-3801.3.
after special deductions leases, foreign sales corporations 3.0018,000°: 4.5% 57-3830
(formerly domestic international 8.001-20.000: 6 %
sales corporations), and certain 20.001-30.000: 7.5%
adjustments for depreciation 30.00150.000: 9 %
50,000 or more: 10.5%
Ohio Yes. Starts v/ith taxable Income Statute refers to IRC as amended, Greater of: Ohio Rev. Code Ann. §§5733.04,
before special deductions not a specific adoption date (a) $ 0-50,000: 5.1% 5733.04.1, 5733.06
Over 50.000: 8.9%
or

(b) 5.82 mils multiplied by net

worth; a surtax of 0.121% on the \
1
first $50,000 and 0.22% over
t a m
$50,000 of net Income or
0.00014 of networth is Im-
posed through 1992
Oklahoma N/R Current 6 % Okla. Stat. tit. 68 §§2353, 2355
Oregon Yes. Starts with taxable income Federal effective date, or tax 6.6% of apportioned income Or. Rev. Stat. §§317.010,
after special deductions years beginning on or after . 317.259.318.020
1/1/89
Pennsylvania Yes. Starts with taxable income 1971 8.5% 72 Pa. Cons. Slat. §§7401. 7402
before special deductions
Rhode Island Yes. Starts with taxable income Current 9% effective 1/1/89 R.I.Gen. Laws §§44-11-2,
before special deductions 4411-11



Conformity to Federal Rules for Determining Taxable Income and Income Tax Rates (continued)

South Carolina

South Dakota

Tennessee

Texas

Utah

Vermont

Virginia

W ashington

W est Virginia

W isconsin

Wyoming

legend
N/A.  HoiaocKOUc
N/R.  NoHctxxtcd

Doer Stato Com putation of
Tunable Net Income Start with n
f//jure Norn Federal Form 11207

Yes. Starts with taxable income
alter special deductions

Yes. Starts with taxable Income
beforo special deductions

Yes. Starts with taxable income
before special deductions

Yes. Starts with taxable Income
after special deductions

Yes. Starts with taxable Income
after special deductions. The NOL
Deduction cannot create or
increase a netoperating loss. i.e.

F.T.l.cannot be reduced below
zero by a NOLD

Yes. Starts with taxable income
alter special deductions

Yes. Starts with taxable Income
before NOL and special deductions

Date ofAdoption of

Federallncome Tax Rules Tax Rates

12/31/88 5%
South Dakota Does Not Impose a Corporate Income Tax.
Federal rules not specifically 6% on all Income
adopted. T.C.A. 67-4-805 uses

federal taxable income before

NOL and special deductions as

starting point for excise tax base

Texas Docs Not Impose a Corporate Income Tax.
rcderal rules not adopted 5%; $100 minimum
Current 5% to 8.25%
Current 6 %

W ashington Docs Not Impose a Corporate Income Tax.

Current 9.30%

12/31/89, with certain 7.9%

exceptions

Wyoming Docs Not Impose a Corporate Income Tax.

State

Apoply

S.C. Code An

12-7-415
Tcnn. Code A
67-4806

Utah Code Ann.

59 7107, 59

VI. Stat. Ann.
« 5832

Va. Code Ann.
402

W. Va. Code
Wis. Stat. §8

TA | 4Fn* phy *% X% o0

Statutc(s) That

In Those Areas

n. §§12-7 230,

nn. §§67-4 805,

§§59 7102,
7-201

tit. 32 §§5811.

§§58.1400. 58.1-

§§11-244.11-246

71.26, 71.27
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Committee on Finance

P.O. Box V,Juneau. Alaska 99811

4/15/91
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.
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How multinational firms use ‘transfer pricing’
to evade atleast $20 billion in U.S. taxes

F or taxpayers battling their 1040
forms and legislators peering into
the black holé of the federal budget
deficit, there's good news: the Inter-
nal Revenue Service, armed with

fresh troops and new Iegal tools, is setting
out to mine a mother lode 0f$25 billion in
unpaid taxes. But there’s also a catch; no-
body expects much more than a trickle of
newrevonuotocomefromit,

The mother lode is unpaid business taxes,
largely from foreign corporations doing
businéss in the United States. In effect, like
street-cornerartists hiding peas under wal-
nut shells, such companies playgames with
their protits. By manipulating the prices
charged among their own subsidiaries, the
mulinationalS can concentrate profits in
countries with low corporate rates and thus
%ctawaywn_hasmallertotaltax_b|tc|chart).
_hcbottomlmels_thatmost_fore|%n corpora-
tions operating in the United States pay
little ornotax to Washington. _

Tax loss: All told, the Treasury's |oss is
enormous. At hearings last summer before
the HouseOversqht ubcommittee, chair-
manJ. J. Pickie of Texas said he had heard
estimates ranging up to $30 billion. IRS
CominissionerFredT.GoldbergJr.saidthat
Was”ontheh:]ghmde,”butconced_ed_thatthe
agency should'be doing better. Michigan tax
exPer sJames Wheelerund Richard Weber
calculatcthat foreign-based multinationals
dod&;e$ 0 billion in U.S taxes every year.
And'that's not considering U.S.-based com-
panies, many ofwhichalso 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 ?Qm
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 ﬁrompted last summer, when the
IRS published a tableshowmq that foreign-
based companies sold $54.1 bill,on worth oi
?oods and services in the United States in
y>d. but claimed to have net losses of$1 5
billionon thattrade That\rar wasan ahrr-
ration:twtor*and»ince.overs*j»compame*

41 NEWSWEEK WPRIL 15 ism

in the United States have actually reported
net profits, albeit tiny ones. But the 1986
"loss” wasriveting. "That toreit,” saysRon-
ald Pearlman, former chief of staff of the
congressional Joint Tax Committee, now
practicing law at Covington & Burling. Con-
gress votéd a stiff new20 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 torecruittalent.

Abuses in pricingacrosshorders— "trans-
fer pricing,” in corporate jargon—are ille-
gal, iftheycan beproved. Corporations deal-
ingwith theirownsubsidiariesare required
to'set prices at "arm's length, "just as they
would for unrelated customers. And there’s
noquestion that abusescan beenormous. In
Its biggest known thorK, the IRS made its
casefhintJapan'sToyotahadbeensystemat-
ically overcharging’its U.S. subsidiary for
years on most of the cars, trucks and parts
Sold in the United States. What would have
been profits from the United States had
wafted back to Japan. Toyota denied im ,qro-
prieties but agreed to a reported $1 billion
settlement, paid in part with tax rebates
from the governmentofJapan.

But such triumphs are rare, and the hur-
dles are mountainous. For one thing, small
armies of accountants are needed to sift
through corporate records in several coun-
tries. even ifaccessisgranted—by nomeans
a sure thing. In oné case, an agent who

in-aa:

Who's Got

the Profits?

3 yusing tax havensand "trick"

_ LPrlcmg, Jcorporation could slash
its U S. tax bill bytransferrlnfg]_
Proﬁts to luw-tax countries. This
ypical transaction follows one trail

-5C

requested a specific document was sent 40
boxes of papers, without an index Trained
economists must rule in each case whether
costswere realistically allocated. And since
real-world coresare usually far more subtle
than simple illustrative ariecdotes, there is
room for )Fears of legal maneuvering over

disputed Tfacts, accounting practices and
businessjudgmentt.
—aiu-u. ecjx — ,\v
Germany
An item s
manufactured at
a cost of S80. It
I'n is then sold to an
Irish subsidiary
for $80.

TaxRate: 487 Tax Paid: 0
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Dode bdll: Toyota ivorkers

fabovet, Wcstinghouse researcher

(left). Goldberg

Some obusca ore blatant. One foreign
manufacturer, for instance, sold TV seta'to
it« US. subsidiary for $250 each, but
charged an unrelated company just $150.
Most casesare nowhere nearasdear. What
if the set sold outside has a slight change in
the casing? Which sub5|d|arY gets charged
forsh|ﬁpln and insurance? In"ong current
case, the IRS says Japan's Yamaha foa*ed

Ireland

Tho subsidiary
turns around and
resells tho itom at
SI150 to a U.S.
subsidiary, earning
a S70 profit.

Tax Rate: 4“0 Tax Paid: S2.80

M4 <e

Yamaha MotorCorp., U.S.A.. 10
oversfock motorcycles and all-
terrainvehiclesintheenrly'gls,
and then mnde the subsidiary
P_ay for discounts and promo-
ions to unload the excess inven-
tory. Tho result, says the tax
agency, wasthat Yamaha Motor
S.A”puidonly $5,272 in corpo-
rntetaxtoWnshingtonoverfour
i/]eurs Proper accounting would
1ave shown a profit of $500 mil-
lion and taxes of §127 million,
the ugcnev says. Rut Yamaha
nrguesthat the IRS case ignores
the colossal realjty of the 1982
recession, which”caught the
companyjust as,unEre1pared as
its U.S."competitor* Tho U.S.
TnxCourtismullingthecnse.
American-based”  multina-
tionals havealsobeenaccusedof
squnrelmg_ rofit* uway. Tax
agents find it easier to monitor
their books, since theP{’re all in
this country and follow SEC
standards; as Wheeler ex?lums
it, "It'» the difference between
examining the head and several
arms ofan octopus, rather than
just one tentacle.” Even so, he
thinks the U.S. multinationals
could easily account for an addi-
tional $5 billion in lost taxes on
Proﬂts dubiously allocated to
ax havens. Wheeler and Rich-
ard Webersay they'vefoundone
case that is *uggcstive:Wcs-
tinghouse Electric managed to
book 27 percent of its 1986 do-
mestic_profit in Puerto Rico,
where its final salei are tiny. To
_spurthe Puerto Riran economy.
Washlngton has set the corp< rate-tax rate
there at roro. iWcstinghouse says the ac-
counting is proper, since its "h'ghest-profit
productSare madeinPuerto Rictl."f
The IRS professes to be delighted with its
new power* and loaded for Dear, "We've
been outmanncd and outgunned. in the
ast," says Steven Lainoff. chiefIRS lawyer
or international enforcement. "Now we've

United States

Tho U.S. subsidiary se

tho Itom at cost, for S1S0.

No profit Iscarnod. T

Irish subsidiary thon lends
money to tho U.S. company

for future oxpanslon.

Tax Rato: 4%

V&

s

ho

Tax Paid: 0

'L le»\ VIL-

ti

got the tool' and peaple to really attack | his
roblem. ' Rut that is at least questionable
he new fine, for instance, stipulates a 20
Percent penalty for any company whose
ransfer pricing resultsin underpayment o
$10 million or'more in taxes. Experts call
thut o crude weapon thnt ma)( well fail to
stand up in court; even the 1RS initially
objected to it. And n testing their new «uo-
poena powers in formﬂn countries. 1rs
agents will be under the scrutiny of tax
People there, who stand to lose afy taxes
hat Uncle Sam succeed* in claiming. The
prosRects_ for litigation are wea%m?R

When it comes to litigation, the IRS ma
alsofind littlccomfort in itsexpanded inter-
national staffitoTOOfrom SSOFor its big-city
salary premiums of 8 percent over govern-
ment standards. The agency is now eight
Y_ears behind in merely auditing muitina-
ionals; corporate officials who make a deci-
sion may well be dead or transferred when
the tax people finally showuptoquestion it.
And in comBetl,ng for legal and accounting
talent, the RS isstill severely outmatched.
Senior partners in anate tax practice rou-
tlnelg get $500,000 to s1 million a year.
Gold erg? recalls rugfully that when ne took
officeas RS commissionerin 1989. his new
salary 0f$80,000 wasjust what his former
firm was paying newly fledged iawyers fresh
outofschoal. _ .

Bsd record; All told, it's not surprising that
when thelRSdoeshringaca.se, it frequently
loses. Thomas Fieldof axA,naI%/stssaystne
agency typically settles forjust 10 cents on
the dollar of itS initial claims against for-
eigners,and the IRSdoesn'tdisputethatAt
orie major multinational firm, the head of
taxessayshetriestodothe right thing. "But
there's noway thelRS isgoing to tindchinki
inourarmor.” hesays."We'rejusttoosmar:
and way toowell prepared.” ,

[fthe new reforms don‘t bear fruit. pickie
and Senate Finance Committee chairman
Lloyd Rentsen saytheYare ready to ﬁropose
something else. ‘ldeally, that might be .
whole newapproach to International taxes,
one that ignore* the detail* 0f transaction*
and focusés on allocating shares ot the total
profit. Most U S. states have similar law*,
essentially basing corporate taxes on wn i«
_ percentage ofa company's cm-
I ployees. Sale* and asw-ts are 1o-

cated in the State. in ene 1ong
run. reforming international
taxes along those 1ines mav re
inevitable RUE any »uch at-
tempt wouia beformivaniviv

pllcated; few major forcer,
countries WOUId welcome

ovrrhiiulofthcentirestructurc.
which in elfect would require
unanimous CONSENt For :re
foreseeable future, tne »nrj.v-

rate shell game goeson
I.4«B1 Vv %*T/ts»r* M"ﬂA.I ttr %%_

VIW-WtEK \PRtLtJ. ;ie*!
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MB 12
POSITION PAPCR
DEPARTMENT OF REVENUE

House BUI No. 12 would mandate the use of a water's edge method of |
accounting under the Income tax laws for non-oil and gas taxpayers. The hill
would be effective for tax years beginning in 1992,

All domestic and foreign corporations at least 507. owned, directly or
Indirectly, by a common pdrent maY be enPaged together In the conduct of a
unitary business. Under current law, all Such unitary corporations would be
Included In a worldwide unitary combination, Each corEoratlon with a taxable
nexus In Alaska would then be Trequired to file an Alaska Income tax return.

HB 12 would limit the corporations that could be Included In the unjtary
combination.  Generally, only those domestic and foreign corporations whose
United States property, payroll, and sales average 207 or more of the total of
such factors both' In the U'S. and foreign jurisdictions could be Included In
the combination. It Is not entirely clear whether each of the three factors
must average. 207. or more or whether” It Is 5|_mlnly the average of the three.
From an administrative standpoint, either will Tequire an additional audit
mqmrr]ymespemally as to those corporations that are close to the 207.

reshold.

HB 12 would also exclude from Income 807. of all dividend Income from
foreign corporations, all dividend gross-up, .and 80X of all royalties from
foreign corporations. ExPenses associated with the 80t excluded from Income
may not be disallowed as the 207. subject to tax Is deemed to be compensation
for the expenses related to the 807.° The stated purpose of the bill" In
Section 1 1s to "promote investment and trade opportunities In the state" and,
presumably, the Intent Is to attract those taxpayers who oppose the worldwide
combined Teporting method.

However, the exclusion of dividends and royalty has absolutely nothing to
do with use of either worldwide or domestic water's edge combination.
Exclusion of Income Is a separate Issue and the exclusion could just as well
have been for any other Item of Income. Further, since this Income Is not
excluded from the tax base of oil and gas_ taxpayers under AS 43.20.072,
serious constitytional questions might”arise under AS 43.20,072. W would not
want to jeopardize the tax revenues under AS 43.20 by allowing a deduction to
non-oil and gas companies that Is not allowed to the oil and gas companies.
The Department of Law should review this provision.
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A state tax exemption for foreign dividends and royalty could well favor
foreign over United States Investment. That Is because, unlike foreign
Income, domestic Income Is subject to hoth federal and state tax before being
;t)ﬁu% ?UE a(s}| g dividend. The provision could thus have an effect opposite from

at Intended.

The dividend and royalty exclusion might well also result in an Increased
effective tax burden on”purely domestic and small businesses. That Is because
these taxpayers are taxed on 1007. of their federal tax base while the Iar?er
taxpayers with multinational operations, will be taxed on less than 1007. o
their “federal tax base. Smaller established Alaska businesses would not
receive this tax break.

Multinational corporations have the opportunity to arbitrarily shift
Income _hetween jurisdictions under all accountmgi methods other than the
worldwide combjned reportmq method, ~Under the ‘Internal Revenue Code, Sec.
482 1s designed to prevent that shifting of Income. A copy of Sec. 482 Is
attached as Exhlblt' A, This section Is designed to determine If related
parties have charged an arm's length price. ~An October 18, 1988 Treasury
discussion draft on "A Study of Intercompany Pricing" concludes that 482"
pricing audits require large commitments of audit resources. The California
experiénce certainly affirms that observation. See Exhibit B, A move to
water's edge will mean aplohcatm_n of 482 In Alaska audits. Therefore, a
change to water's edge will require substantial additional staff to administer.

_Accordln% to a report to the Commissioner of Internal Revenue and the,
Assistant Attorney General by the Special Counsel for International Taxation
on January 12, 1981, the provisions of the tax law applicable to International
transactions, and specifically Sec. 482, are among the most complex in the
Internal Revenue Code and are” among the most difffcult to administer. £>e
Exhibit C. In 1990, the House WayS and Means Oversight Subcommittee held
hearings on Sec. 482 and the problem of federal tax avoidance due to transfer
pricing. . Testimony Indicated potential underpayment of federal taxes as high
as $50°billion. A former IRS auditor testified” that obtaining appropriate
Information was extremely difficult, of little assistance In determining an
arm's Iength price, and that the so-called arm's length standard exists only
I a world of "smoke and mirrors" where no one knows what It means and It
doesn't work where the market place Is controlled. See Exhibit D. That
testimony Is consistent with the views of a former attorney In the Office of
International Tax Counsel of the Treas_ur_¥ Department printéd In the February
17, 1986 lIssue of I&fc Notes. See Exhibit E.  Further, House Majority Leader
Richard Gephardt testified In the hearings that competitiveness “suffers when
foreign controlled corporations do not pay their fair share of taxes.

A June 8, 1989 Research Report to the Alaska State Legislature <a_ copy of
the report to Research Request 89.165 Is attached as Exhibit F) contains the
following quote from Montana's director of Revenue:

It struck me that the changes In the tax laws that we've
seen now In the last two of three years In a number of
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states, moving away from worldwide to water's edge, have
served to substantially Increase the cost of compliance for
both taxpayers and tax agencies. We have reduced the tax
base In a number of statés, we have moved the states away
from uniformity, have shifted the tax burden, and we have
looked for an economic hoom that has not happened.
Therefore, | have to wonder If somewhere down the road, we
are going to have to re-invent worldwide unitary.

That statement suggests that despite claims to the contrary, foreign
Investment Is not “withheld from a state simply because of tax policy. See
Exhibit G. Markets, not tax policy, apparently Influence Investment. The
state has yet to receive any stated commitment” to Increased jobs and
Investment™ In return for a change in the tax policy.

The substantial welght_o_f authorlu{ Is that taxes do not Play a major role
In business locational decisions and also are not a major Influence on state

economic growth. See Exhibits Hand I. A nationallyrecognized experton job
%rowttg,thaV{ﬂ tBurch, a professor at the Massachusetts™ Institute ofTechnology,
as stated tha

"taxes are to economic development what race Is to schools,
It Is Irrelevant. The Important thing Is the quality of the
schools. And the quality of economic” development Is” not
related to tax policy." ~ See Exhibit J.

‘Under the circumstances, It would be difficult to justify suloportmg this
legislation. Action on this legislation should be deferred ‘until further
study is performed to determine”the validity of the assumption thaf water’s
edge’ will promote Investment and trade In Alaska. That Is a question the
administration Is Interested in pursumﬁ. However, at present we are
skeptical and certainly not convinced there Is anything to be gained by
changing from worldwide to the water's edge.

Further, the_expressed policy of the administration Is to reduce the size
of government, This Ie(l;|slat|0n would he counter to that policy because of
the“additional cost to the state to adminjster the Income tax provisions under
water's edge as compared to worldwide combination. We must be convinced
before we Can support this legislation that other factors, such as Increased
investment and employment opportunities as a direct result of the legislation,
will offset the revenue losses and the Increase to the cost of state
government.
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TO: House Finance Committee:
Representatives MaclLean, Navarre,
Boyer, Brown, Jacko, Koponen, Larson,
Ulmer, Barnes, R. Phillips, and Sharp

FROM: Robert Blasco and Mary Nordale
DATE: April 26, 1991
RE: House B ill 12

Enclosed for your review is information regarding the
economic benefit derived by the state as a result of the multi-
faceted operations of Holland America Lines Westours, Inc. By its
own operations and alighed businesses and industries, Holland
America stimulates economic health and growth throughout most of
the state. In addition to the stimulus Holland America provides to
the economy, Holland America already pays $3.4 million in taxes to
the state, not including taxes paid in local communities.

The present draft of HB 12 would eliminate a long

standing tax exemption afforded foreign vessels. The exemption
would be contrary to federal law and presents significant legal
guestions. Equally important, should the state begin to tax
foreign vessels, Holland America will be forced to review its
services to Alaska, and potentially relocate those services in
other ports. It can be expected that Holland America would lim it

its operations in Alaska so as not to incur this additional burden.

We would be happy to speak with you at your convenience.
Please do not hesitate to contact one of us if you have questions
or would like additional information.

Enclosure
RPB:MAN:na
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1990 ALASKA ECONOMC IMPACT BY
HOLLAND AVERICA WESTOURS AVD 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, rent, fuel, food/
bevareige, utilities, equipment,
local advertising, contributions,
capital projects/ maintenance, other
tour operators, air transportation)

Estimated crew spending 1,416,000
KAL-W statewide payroll 14,679-4329
Total direct and indirect impact $89,453,514
Total estimated statewide economic 9242,275,476

impact (using commonly
woneconomic multipliers)

1ot IMAM TIALWEKA |
FAXTIW. U ) It¥TIVs* ai-Tt 10



| Holland America Line
"\W\Lstours Inc.

March 27, 1991

Rep. Mike Navarre
Co-Chairman

House Finance Committee
P.O. Box V (MS 3100)
Juneau, Alaska 99811

Dear Representative Navarre:

House B ill No. 12, the so-called "Water's Edge Act", makes the
State of Alaska a far more hospitable place for business and
undoubtedly, will encourage both the expansion of Alaska
enterprises and the establishment of Alaska offices by businesses
headquartered elsewhere. Personally, and on behalf of Holland
America Line, | support the bill.

In reviewing the bill, 1 did note two potential problems that
result from other statutes within the Alaska income tax act.
First, the b ill may require that a business that derives income
excluded under federal tax laws join in the filing of an Alaska
unitary return. Even though this company would add nothing to the
unitary taxable income subject to apportionment, other statutes
would require that its property and payroll be included in the
unitary apportionment factors.

To avoid this unanticipated loss of revenue to the state, | propose
that all foreign corporations which derive income which is entirely
excluded from federal taxable income, be excluded from the Alaska
unitary income tax return.

The second change that | propose will codify an existing regulation
which permits foreign corporations to claim certain deductions to
derive taxable income. If a foreign corporation does not derive

income which is "effectively connected with a United States trade
or business", federal statutes deny the corporation any deductions
and impose a tax on the company's gross income.

Under existing Alaska statutes and House B ill No. 12, such a
corporation could, under certain circumstances, be required to join
in the filing of a unitary income tax return. Since Alaska has

adopted the Internal Revenue Code for the purpose of determining
taxable income, this corporation's gross income would, absent other
authority, be included in the unitary base.

The Department of Revenue currently has a regulation that permits
a corporation in this situation to claim deductions. However, it
is my opinion that this regulation is not authorized by existing
statutes. The amendment | propose closely follows this regulation,

LOKI)i( We. Wet
<M ||«
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Rep. Mike Navarre
March 27, 1991
Page 2

with some changes to ease its administration and to make it work
more equitably.

The specific amendments to the bill, together with a detailed
technical explanation are attached. If there 1is any additional
information that | can provide or if | can be of assistanct in any

way, please do not hesitate to contact me.

Sincerely,

James R. Border, Esq.
Corporate Director - Taxation



PROPOSED AMENDMENTS TO HOUSE BILL NO. 12

l. INELIGIBLE FOREIGN CORPORATIONS - EXCLDSION FROM UNITARY
RETURN
Subparagraph (g) of AS 43.20.073, page 3 of the bill, beginning on

line 21, is amended to read:

(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 the United
States, provided however, a "foreign corporation" does not include
anv corPQratiQn_subiect_t Q _th.e.internal.revenue laws of the United
states if _all Qf s.uch__QPrPQ£ationis_ income, is excluded pursuant to
the provisions of the Internal Revenue Code adopted as part of this
chapter in AS 43.20.021(a) or excluded pursuant to anv treaty to
whigh..the_ynitea_g.t:at;es j,s a party;

M. ALLOWANCE OF DEDUCTIONS TO FOREIGN CORPORATION REQUIRED TO
JOIN IN A UNITARY RETURN

f
On Page 3 of the B ill, Line 27, a new "Section 3" is added to read:

*Sec. 3 AS 43.20.036 is amended by redesignating subsection
(j) as subsection (d) and adding a new subsection to

read:

(e) For purposes of calculating the tax payable under this
chapter, a foreign corporation required to join in the filing of a
unitary return is entitled to the same deductions as a domestic
corporation.

(1) A corporation permitted deductions under this
paragraph may elect to report as its taxable income either:

(A) income reported in its financial statements
prepared in accordance with generally accepted accounting
principles;

(B) earnings and profits as deteimined under tit. 26
USC; or

(C) taxable income that would have been reported if
the foreign corporation had used the same rules as a
domestic corporation for the calculation of allowable
deductions.
(2) An election under this paragraph:

(A) must be made for all members of the wunitary
group that are not required to file a federal income tax
return which encompasses all of their income, unless

approval is obtained from the department to exclude
particular members from the election; and

(B) the election is binding for all subsequent years
unless prior approval is obtained from the department to
rescind the election.

On Page 3 of the B ill, Lines 27 and 28, former Sections 3 and 4 are
redesignated as Sections 4 and 5, respectively.



EXPLANATION OF THE PROPOSED AMENDMENTS
TO HOUSE BILL NO. 12

l. INELIGIBLE FOREIGN CORPORATIONS - EXCLUSION FROM UNITARY
RETURN

Through Alaska Statutes § 43.20.021(a), the State has adopted
specific sections of the Internal Revenue Code (tit. 26, USC).
Included in the sections adopted are several which exclude certain
classes of gross income derived by foreign corporations from income
taxation. This amendment recognizes that, by adopting the Internal
Revenue Code by reference, Alaska also excludes these specific
items from gross income for Alaska income tax purposes.

Without this amendment, certain foreign corporation which derive
income which is technically from United States sources but excluded
pursuant to the Internal Revenue Code, would have to join in the
filing of a unitary return, adding nothing to the group's taxable
income subject to apportionment.

Since these income elements are excluded from gross income they
would not enter into the calculation of taxable income or the sales
apportionment factor. However, if included in a unitary return,
the property and payroll information of these entities could be
used in the determination of the combined apportionment factors.
If the entities conduct significant business abroad as required by
these exclusion sections, this will serve to disproportionately
allocate income outside the State. For example, see the rules
applicable to financial organizations contained in 15 AAC 20.610,
excluding from the apportionment factors all tax exempt receipts
but including all property and payroll.

This amendment addresses only those situations where a foreign
corporation is required to file a tax return and the income is

excluded by statute or treaty. To the extent that a foreign
corporation is required to join in the filing of a unitary return
under this b ill, but has not been required to file a federal income
tax return, its income is determined as under prior law and

regulations, with the amendments offered below.

. ALLOWANCE OF DEDUCTIONS TO FOREIGN CORPORATIONREQUIRED TO
JOIN IN A UNITARY RETURN

The redesignation of paragraph (j) is a clerical amendment.

New paragraph (e) permits foreign corporations which are part of a
unitary group to deduct expenses which relate to theincome
required to be reported. Under thelnternal Revenue Code, many of
these corporations are not permitted any deductions and therefore,
the Alaska income tax could operate to tax these entities on a
gross income basis.



EXPLANATION OP PROPOSED AMENDMENTS
TO HOUSE BILL NO. 12

Page 2

For example, assume that the only income corporation derives are
royalties from the use of a patent in the United States. For
federal income tax purposes, the corporation is subject to a 30%
tax on the gross income it receives. Pursuant to 26 USC

882(c)(1)(A), this corporation would not be permitted any
deductions against this income, even those deductions which
directly relate to its production.

If the tax due by this corporation has been withheld by the payor,
it is not required to file a United States income tax return. | f
the corporation's tax liability is not satisfied by withholding, it
must file an income tax return and remit the tax due.

If this corporation is required to join in the filing of an Alaska
unitary return, all of its gross income, including the royalties,
are considered. However, the incorporation of the Internal Revenue
Code in AS 43.20.021(a) includes the disallowance of deductions to
which this corporation is entitled wunder 26 USC 882(c)(1)(A).
Thus, this corporation would be subject to Alaska income tax on its
gross income rather than its taxable income.

This problem is currently addressed by regulation 15 AAC 20.300(c)
which states, in relevant part:

The total wunitary income subject to apportionment is the
business income, as defined in AS 43.19.010 of the wunitary
business, which is the sum of (1) for income of a unitary
business that must be reported as income under the Internal
Revenue Code, the taxable income under chapter 1 of Subtitle
A of the Internal Revenue Code of 1954, as amended ...; and
(2) for income of the unitary business which is not required
to be reported as income under the Internal Revenue Code, the
income reported for financial statement purposes, plus taxes,
based on or measured by net income that were deducted, less
dividends received from that corporation included in the
unitary business, except that (a) a corporation may elect to
report this income as the income s reported on the
"Information Return With Respect to a Foreign Corporation”
filed with the Internal Revenue Service: (b) if the taxpayer
makes the election wunder (a) of this paragraph (i) the
election must be made upon the filing of a return under AS
43.20; (ii) the election must be made for all members of the
unitary group that are not required to report income under the
Internal Revenue Code unless approval is obtained from the
department to exclude particular members from the election;
and (iii) the election is binding for all subsequent years
unless prior approval is obtained from the department to
rescind the election; (iv) the taxpayer may use any method of
depreciation allowed under Sec. 167 of the Internal Revenue
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Code (26 U.S.C. Sec. 167) as that section read on June 30,
1981; and (v) the taxpayer may take the <cost depletion
deduction allowed under Sec. 611 of the Internal Revenue Code
(26 U.S.C. Sec. 611).

As drafted, this regulation presents several difficulties. First
and foremost of these is the lack of statutory authority for the
alternative methods of accounting permitted foreign corporations.
The regulation addresses the difficulties inherent when entities
which do not file federal income tax returns are included in a
unitary return. However, statutory authority for this is required.

The second problem is that the methods of accounting under
subparagraph (2), both mandatory and elective, are Ilimited to
entities which receive income which is not required to be reported
under the Internal Revenue Code. As pointed out above, whether or
not certain types of income are "required to be reported" by a
foreign corporation depends on whether or not adequate income taxes
were withheld. The adequacy of withholding is solely within the
control of the payor and can not be controlled by the corporation
to be included in the unitary return.

If sufficient taxes are withheld to satisfy a foreign corporation's
tax liability, its taxable income would be determined pursuant to
subparagraph (2) of the regulation. On the other hand, if the same
corporation's federal income tax liability 1is not satisfied by
withholding, its income is "required to be reported" and its
taxable income would be determined under subparagraph (1). This
being the case, there is no justifiable reason for any difference
in the methods of accounting available to entities which are
similarly situated except for the actions of the withholding agent.

The third problem is a byproduct of the adoption of the Internal
Revenue Code through AS 43.20.021(a), the unitary method of
taxation in general, subparagraph (1) of this regulation, and the
dual tax systems applicable to foreign corporations under federal
law. |If a corporation is required to report income to the Internal
Revenue Service, its taxable income for Alaska purposes s
determined under subparagraph 1 of the regulation. Under the facts
of the above example, "taxable income" reported under chapter 1 of
Subtitle Aof the Internal Revenue Code w ill be the company's gross
income, no deductions permitted.

Since the State imposes a "net income" tax, the deductions which
give rise to income to be included in an Alaska unitary income tax
return should be permitted. Alaska has no comparable "gross
income" tax on earnings derived from Alaska sources and therefore,
modifications to the federal scheme are required to achieve an
equitable result.
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The department's regulation attempts to address the problems faced
by foreign corporations that are required to join in an Alaska
unitary return. The amendment generally follows the department's
existing regulation with the following changes to alleviate the
problems outlined above.

1. The corporations to which the elective methods of accounting
are available is expanded to include all foreign corporations.
This will avoid any disparate treatment of similarly situated

corporations.

2. A third method of accounting is made available to these
corporations, the use of taxable income under United States
tax principles. This change is made to accommodate those

foreign corporations which are required to report income to
the Internal Revenue Service on the basis of "taxable income".
Essentially, this codifies subparagraph (1) of the regulation
and makes this method of accounting available to all
corporations.

3. The election to use financial statement income is changed to
incorporate United States generally accepted accounting
principles (GAAP) . Due to the lack of wuniformity in

accounting methods internationally, GAAP is designated as the
financial accounting method to be used.

4. The previously existing election to use income reported on
"Form 5471" is changed to "earnings and profits". Earnings
and profits determined under United States tax laws are
reported on this form and it appears that this is the "income"
to which the regulation alluded. However, GAAP income is also
disclosed on this form.

The amendment clarifies the prior regulation and provides that
earnings and profits can be used by foreign corporations which
are not controlled foreign corporations required to file Form
5471.

5. The amendment omits the references to the Internal Revenue
Code of 1954 since 26 USC is now known as the Internal Revenue
Code of 1986.

6. The amendment deletes the restriction on methods of
depreciation contained in the regulation. The depreciation
methods permitted foreign corporations are Ilimited wunder
current law. Assets used predominately outside the United
States are not allowed either the shorter lives or accelerated
methods permitted assets used in the United States. This

being the case, the requirement that taxpayers continue to use
methods determined under 1981 federal tax laws increases the



EXPLANATION OP PROPOSED ANVENDIVENTS
TO HOUSE BILL NO. 12
Page 5

complexity of the administration of Alaska law and
unnecessarily burden taxpayers.
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WALTER J. HICKEL. GOVERNOR
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MEPVIITMENL1 OF ItEVEW E JUNEALL ALASKA 90811 0400
PHONE (907) 465-2300
TEEAX (907) 465239

OFFICE OF THE COM M ISSIONER

April 2, 1991

The Honorable Mike Navarre
Alaska State Legislature
P.0. Box V

Juneau, AK 99811

RE: HB 12 - Water's Edge Tax Legislation
Dear Representative Navarre:

. As _promised In my earlier letter | am forwarding, a copy of Attorney
Brian Burrell's lettér of April 1, 1991 and his proposed comments to the
House Finance Committee.

Sincerely,

LEF:ml1
Enclosure

91-52
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April 1, 1991

RANWOHAL

VIA FACSIMILE 465-2389

Hr. Lee Fisher
Commissioner

Department of Revenue

P.O. Box S

Juneau, Alaska 99811-0400

Re: Water's Edge Tax Legislation

Dear Lee:

Attached is a copy of the memo that you suggested |
prepare. | hope that you find the memo useful and appropriate to
share with members of the House. I have arranged my schedule so
that Z will be available to testify on HB 12 before the House
Finance Committoe in Juneau this Wednesday. PleaBe advise me

whether in your opinion my testimony would be helpful.

As David Harlow may have advised you, we have a few
amendments that we believe should be made to the current version
of HB 12. | would like an opportunity to discuss these amendments
with you prior to the hearing. 'If you agree with the amendments,
you jure likely best suited to facilitate their introduction.
PleaBe advise me if you w ill have time Wednesday morning to meet
and discuss these matters.

I look forward to working with you on this matter.
Very truly yours,

BOGLB & GATES

Brian W. Durrell

Attachment(s)
cc: David Harlow (w/attch.)



Bogle&Gates MEMORANDUM

April 1, 1991 21688/01012
TOI House Finance Committee Members

FROMi Brian W. Durrell-~y~

REI W ater's Edge Tax Legislation

What is Barclays'? It is a recent California Court of
Appeals decision holding that, as applied to foreign-based unitary
groups, tha California "worldwide"” combined reporting method
("WWCR") violates the foreign commerce clause of thB U.S.

C onstitution. A unitary group is a group of corporations with
common ownership that have attributes of functional integration,
centralized management and economies of scale. A foreign-based

unitary group is one in which the parent corporation is based in
a country other than the U.S. By contrast, a unitary group with
a parent corporation based in the U.S. is known as a domestic-based
unitary group. A WWCR method is one which taxes a portion of a
unitary group's income no matter where it was earned in the world.
The C alifornia Court of Appeals is an intermediate appellate court.
Its decision wbb appealed by the California Franchise Tax Board to

the California Supreme Court which has accepted the appeal. A
ruling is not expected from the California supreme Court for at
least a year. Its decision - no natter what it is - is expected

to be appealed to the U.S. Supreme Court.

What effect does Barclays have on Alaska? Barclays will
have substantial persuasive weight to any Alaska court which may
be presented with the I1bsun of the constitutionality of Alaska's
WWCR as applied to foreign-based unitary groups. Only a decision
of the U.S. supreme Court, however, would be controlling upon an

Alaska court addressing this issue. Barclays appears to impact
equally Alaska's Income tax imposed both upon foreign-based non-oil
& gas and foreign-based oil & gas wunitary groups. Both are

currently taxed wunder WACR Itis 1important to note that

domestic-based unitary groupB are unaffected by Barclays. In fact,
an earlier U.S. Supreme Court case, Container Corn. 7 held that
California's WWCR was constitutional as applied to domestic-based
unlta.*y groups. Wy have no data as to ths number of non-oil & gas
foreigi -based wunitary groups doing businessin Alaska. Upon
inquiry, wa have learned that perhaps as few as throeoil | gas
fcreign-based unitary groups do business in Alaska, with the most
silgriKcant being BP.
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Memorandum to House Finance Committee Members

April I, 1991
Page 2

Would Barclaysl effect be retroactive? If Alaska's
corporate income tax method is wunconstitutional, any affectod
taxpayer could demand a refund for any open yaar. A ysar is

generally open if the return was filed within the prior throo years
or tha tax wae paid within tho prior two years. Additionally, any
year in which an assessment has been made and appealed by the
taxpayer w ill generally be open. The taxpayer's right to claim a
refund for a closed year would turn upon whether the state of
Alaska could have foreseen, at the time the tax wae imposed, the
unconstitutionality of tha worldwide combined reporting method.
Since tha data of ths Barclays decision, November 30, 1990, (and
perhaps even earlier) its likely that the State should have been
able to foresee the constitutional problem.

How does HB 12 address that effect? HB 12 is a b ill that
would change the method of reporting from a WWCR to a "water's
edge" combined method. A water's edge method taxes only income

earned within the "water's odge" of the U.S. The b ill applies
equally to foreign-based and domes .ic-based unitary groups. The
b ill does not apply to corporations engaged in the production or

transportation of oil 6 gas. The water's edge method of reporting
does not affect business activities that are wholly foreign.
Therefore, the water's edga method of reporting does not violate
tha foreign commerce clause of the U.S. constitution.

What la tha difference between worldwide and water's edge
combined reporting? Combined reporting must include some method
of allocating a portion of the unitary group 'b income to Alaska for

income tax purposes. The portion is usually determined by
comparing tha amounts of threa factors - sales, property and
payroll - within the State to tha amounts found throughout tha
satire world (i.e., worldwide) or within the bounds of the U.S.
(i.e., water's edge). Each of the threa factors is reduced to a
fraction, the numerator of which is, for instance, the sales in
Alaska. Under the worldwide method the denominator would bo the

sales of the unitary group throughout the world. Under the water's
edgo method, the denominator would be just the sales of those
members of the wunitary group which conduct substantial activity
within thB water's edge of the U.S. Under the worldwide method,
the average of the three factors' fractions would then be
m u ltiplied by the worldwide income of the unitary group. Under the
water's edga method, the average of the three factors' fractions
would then be multiplied by just the income of those members of tho
unitary group which conduct substantial activity within the water's
edge of the U.S. The tax generated from the water's edge method
is nnectjsarily less than the tax generated from the worldwide
method. The tax difference w ill vary on a case by case basis, but
in many cases the tax from a water's edge, method w ill be greater
than tha tax from a worldwide method. Whv-n method produces tho
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greater amount of tax depends upon whether a wunitary group®s
foreign or domestic activities are more profitable.

Must HB 13 address tha income tax upon oil and oaa
cDitibafljaH? 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 Arco* 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.zZd.2d 545 (1983)

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



WALTER J. HICKEL, GOVERNOR
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UNEAU, HASKA 99011 0400
PHONE <90F) 4652300
TELEFAX (907) 465 2309

INEPAIIB1IENT OF ItfiVENFE

OFFICE OF THE COMM ISSIONER

March 26. 1991

The Honorable Mike Navarre .
Co-Chair House Finance Committee
Alaska State Legislature

P.0. Box V

Juneau, AK 99811

RE: HB 12 - Unitary tax legislation
Dear Representative Navarre:

In response to ¥ou_r letter of March 22, 1991, | must start with an
apology for the confusion you have experienced. Slmph{ stated, It was
cause b}(_my Inability to Pay sufficient attention to this Bill and the
related fiscal note when It originally was brou%ht_to my attention b
Carl Meyers, the Acting Director of Income and Excise Audit Division.

. At that time Carl briefed me In a comﬁlete_ly one-sided presentation
which had  Its roots In the attityde of theprior  administration. Itold
him that | expected the new administration would  support the "water's
edge" concept.

Several events and Items with higher _pr|0r|t¥ then took my attention
and while | do not fault Carl for teStifying as he did, he knéw that he
was takmg a position that was going t0 béreversed. | regret thatthis
has caused a problem for you.

The wording in the February 6, 1991 ;%osm_on lpaper Is a throw-back to
Hugh Malone's position In prior years. The fiscal note reflecting four
new positions was challenged by me and Assistant Commissioner
Floerchinger, resulting In the revised fiscal note dated March 20, 1991,
There are no legislative amendments of which | am aware. The onIE
Important events that have transpired to cause this reversal are Governor
Hickel's election and my appointment. We are pro-development and view
the "water's edge" concept as being In keeping with our philosophies.
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IrlouHC of tRcpmsentatiucB
Committee on Finance

P.O. Box V,Juneau, Alaska99811

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.

| have reviewed some of the file materials relating to this measure.
Frankly, 1 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, |
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
ACCkCUD



THIS DOCUMENT
HAS BEEN REPHOTOGRAPHED
TO ASSURE LEGIBILITY



04 @BLM

WALTER J. HICKEL, GOVERNOR

DEPARTMENT OF REVENUE 522 csmons

PHONE <907) 4652300
THEAX <qY) 465239

OFFICE OF THE COM M ISSIONER

March 26, 1991

The Honorable Mike Navarre .
Co-Chair House Finance Committee
Alaska State Legislature

. Box
Juneau, AK 99811

RE: HB 12 - Unitary tax legislation
Dear Representative Navarre:

In response to ¥ou_r letter of March 22, 1991, | must start with an
apology for the contusion you have experienced. Slmph{ stated, It was
cause b}/_ my inability to Pay sufficient attention to this Bill and the
related fiscal note when |t Originally was brought to my attention by
Carl Meyers, the Acting Director of Income and Excise Audit Division.

. At that time Carl briefed me In a comﬁlete_ly one-sided presentation
which had  Its roots In the attitude of theprior administration. Itold
him that | expected the new administration would  support the "water's

edge" concept.

Several events and Items with higher _pr|0r|t¥] then took my attention
and while | do not fault Carl for teStifying as he did, he knéw that he
Was taklng a position that was going to bereversed. | regret thatthis
has caused a problem for you.

The wording In the February 6, 1991 gosmon Ioaper Is a throw-back to
Hugh Malone's position In prior years. The fiscal note reflecting four
new positions was challenged by me and Assistant Commissioner
Floerchinger, resulting In the revised fiscal note dated March 20, 1991.
There are no legislative amendments of which | am aware. The onIE
important events that have transpired to cause this reversal are Governor
Hickel's election and my appointment. \We are pro-development and view
the "water's edge" concept as being In keeping with our philosophies.

O
O



The Honorable Mike Navarre
March 26, 1991
Page 2

The lssue you raise In regards to oll and gas companies and the
Barclay case IS better addressed to an attorney such as the author of the
Bogle & Gates memo. . Your question has caused me to contact that firm's
managmg Partner, Brian Durrell. He Is_lnreparlng a short response
Intended to remove concerns about the qil and 8as Industry. 1 will
convey It to you Immediately upon receipt at DOR

Wonl new Information on_this Issue Is a recent conversation with
one 0 m%/ ormer partners, resident In Portland, Oregon. _He placed me In
touch with my counterpart In the Oregon administration. —This ?entleman
IS ma_H_mg me a copy of their statuté and a brief overview of the
simplified methodology used by Oregon.

| am troubled by the fact that Alaska Is the only remainin% state to
use the conce‘ot of world wide accounting. What do we know that Is
unknown to all other jurisdictions?

Lee E. Fisher
Commissioner
LEF:m 1
91-43
cC: Max Hodel

D.
Chief of Staff
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Committee on Finance

P.O. BoxV, Juneau, Alaska 99811

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.

| 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, |
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-oil 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
MN/rw



ADDRESS OF
SENATOR FRAN_Ir<OH. MURKOWSKI
THE LEGISLATURE OF THE STATE OF ALASKA
March 26, 1991

ttE.W._TORLD ORDER

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 Gulf 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 Alaska’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 of the world.
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March 1, 1991

Tha Hon. Walter Hlckel

Governor of Alaska

P.0O. Box A
Juneau, Alaska 99811-0101
u. s. A.
Dear Governor Hlckel:
We are very pleased to know that Alaska legislature |Is

an amendment of the worldwide unitary taxation in Alaska.

We have opposed the worldwide unitary taxation because

now deliberating

It hamper?*

foreign companies' willingness to meks investment. I have attached herewith
the materials expressing our position including tha paper dated September 7,
1988, which was prepared by Keldanren Investment Mission to your state and
used for the discussion during their stay there.

We are looking forward to the progress of deliberation in Alaska

legislature toward the abolishment of the worldwide unitary

would appreciate your initiative In encouraging this movement.

Sincerely yours,

Kaxuo Nukazaw a

M anaging Director

Attachment

taxation,

and



September 7, 1988

On the Worldwide Unitary Taxation

, Keidanren Inveacnent Mission

All*let 1T 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 Inecaa of a
corporate group is combined and subject to taxation on tha ba§is 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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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 forelgn 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

Kcidanrcn Statement on Worldwide Unitary Taxation

In Ftbruary 1964 Kndanrtn (Japan Federation of
Economic Organizations) tent a delegation ic the
United States to urge abolition of worldwide
unitary method of laxinx 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 spebficaHy, taxation of the In-
come of a subsidiary located In a particular state In
the United Slate"s Is ((:jalcullatedfon the tlmﬁ]of ﬁg}a

, payroll, and tales of not only the su
girj?ge;ywcor?o%ﬁed but otto the subsidia%/ys parent
company and ad other subsidiaries of the parent, re-

less 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 ereforced to spend an Inord.nate amount of
time and money lo Iranstate documents, convert
currtncyflgum, end revise theirfom dol statements
to meet evmpbeated requirements for disclosure of
information.

Below Is a summery of the position paper
distributed In the United States by lhs KeUanran
delegation. Unless states eliminate worldwide unitary
txtaston. It warms, companies wil 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» rrjrrt Out wort than 10 Neta la tha. United
States have adopted tha unitary method ot taxation
to tax the worldwide income of muluaanoo. | enter-
proa, because this impedes Japanese investment lo
the United Stun just it the tuna that poutiw svpe
by tha Japanese buttons eotnmuany have baco ia«
crrwtuig. Worldwide unitary taxation rrtulu 1S 11%
ag the forrign-tourct income of foreign cntitia
beyond the junadJoioa of the individual state, caue*
mg what aruounu to double taxation and print rtsa
to arbitrary application of the Ux. It also dcnatae
from interaaoonai agreements on taxation baaad on
separata accounting.

These facton hamper foeti*n companies' wifl.

ingness to invert in thoae statee that apply the
worldwide unitary method of taxation. We are con-
cerned that some of our member companies are
reconddsring their fanrestmasta or rtfrtmiaj 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 forest invtston the same
fair, cqultabk and nondlaaiminaiory treatment it
befitvss all tovemmeau should accord forties in-
vestment."”

Keklaaren hat surveyed ks member companies on
their experience with the worldwide uakary tn now
being implemented b more than 10 UJ . sutes and
has examined the issue ia the light of tha views stsasd
above. We have coochsdsd thar we oppose the
worldwide unitary ux for the Mowing reasons.

Worldwide oakery laasdya wastg;sﬁlss tn Jalils,

diction at the atm sari monk* la fiwiilia

Beyond taxjurisdiction

In practice, tho worldwide unkary tn method im-
posts tu oa (bo fortjgn-eottrct income of entities
residing outside the stats and r a outdds ths Unitsd
Sutes by combinini the Income of ill corpormiooi in
the (roup to which the reddest corporation brioop
and apportioning it to each geographical am . This
conititutcs the txtncerritoriai appbcatloo of law by
Lbe local suta, and does not reflect the actual state of
transactions. For example, the U-S. subsidiary of a
Japentee company usually has oothini to do wnh the
income that the parent company tant from trwac-
tsons whh us subfidiariet located in Southeast Ada
or Europe. But under the worldwide uakary taxation
tynra. 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
US rubssdtary was not involved in earning this in-
come.

We have difficulty understanding why a state hes

the authority to ux income totally unrelated to that
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uit*. egecially wtMn thenut in (uni provides non*
of tht bensfilks normally fumished to > uxpayiog th-
my. such m Infrastructure tod workm® education
and trairiag program. Tbt power to Impoee taxea
dtrivtt from tht general benefits and protection that
ml ovtnuneot providaa to uxptytn tad thtir prop—
erty. Whet oo inch tmefiu udtt, tht power to tu
isoot dear. Therefore, t tu authority inempowered
1o tu only wfchta its proper jurisdiction or thrrko-
rial boundaries. T u Jurisdictioni roust bt mptctad,
for a government”s taxing of Income btyood its ju*
nsdictioo contradieu tatermatiooal practice and
aiiom uareaeooabla tuition.

Inaikabk doubk taxation

Uode the system of stpamt accounting, cor*
porate group marshes not doing business in tht
"Inhsd State art taxed oo tht Income ibty tant out*
Bui tht United State by tha local authorities whet
they ara domiciled or doing hurfoeai. Double taxa*
tion it inevitable when the proflu of foreign cor*
poruiooa ara iaduded ia tht tncoot eamed In a
unitary stats. Furthermore, bHaterai lu treatiee can—
not raStva such oorporadous fio. «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
«as aril lined under tat worldwide uakary method.
A/te tuming a proAt la 1971, ks Income uader tha
worldwide uakary method teg* estimated to be M
time higher thaa ka hooai 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
lon ia the 1910 fiseal yaw, wa wan aseeseed 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 tht state.

Corporation D reports, "Wt wtn charged penal*
ike amouadag to M tiaat our tu aonrdiag to the
Separate accounting lytUm ia fisal 1911. O tusar
« figal 1912, and 21 timat la fisal 190."

Corporatioa E seyv "After smn 1 yean of paying
uxee according to tht system of tcpanic accounting,
*a out suddenly told that our tuaa had to be
calaulated by the worldwide unitary method. Now wa
mutt pay additional tuee and latartat ream from4
0 33 tkisee tha tu wa paid la previous yssn.*

Corporatioa P reports, "la INI we received notice
that wa ware being aeeeeed 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 tht separate accounting

system.

The taxable income that serves ss ths base for
calaulating the additional tu has already been taxed
ia Japan, where the parent company b denuded.
For a state to tu the same income again b a dear
eam of double taxation.

Particularly during the Initial period of aa inest*
ment. the unitary tu method tends to reult bt
double taxation, especially when (be local operation
Itin the rad. Corporation O therefore makes k a pol—
icy to ratlman a higher tu rate than normal when k
suru up new projects in states wfatn worldwide
wnitary taxation has been adopted.

la 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 rigt.

Worldwide uakary taxationb H rattled

KIfM (WhYf

Fair and Jut taxation is tha fundamental prirciple
of modern taxation and Isbdbnenmbie In obbtiafeg
the confidant™* of taxpayers in the tu ryetea. Inthis
regard, k Is Important that the procedures for ct.
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
detidealand b m m MI

Uadsr the unkary tax method, wbkrary traaucent
by tu authorities is toevkabSe because than k no
clew deflftddoa of a “Unkary buebiwe." Some suaes
apply a “three anklet” test, In which they mnss the
wnities of ownership, use, aad gperation. Ownership
ende. the definitios of "use™ aad “'‘operation” are
very vague.

Fbr bsstaaca, Oorporadoa H waa Judged to be pest
of a uakary bodeeat 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
ibesat. 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
financing or loaa guarantees provided t 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 slat. No
doa b srwn to tha fect that thaw three ration do aot
carry equal weigh* in the incomes of meay mutiaa-
fiooal enterprises.

<33 o 907/003 *222
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Abo. when income b ipportwned by thee* three
fectors. the higher the leel of these facton are, the
mort income b apportioned to (hit company. Such
leels xrs hichcr th the United Stales than in the
developing countries, so states with a woridwide
unitary ux art apportioned more locotat thin art the
developing countries. But the economic and political
rigs are much hlgbsr in the dtveiopini countries
than in the United Suita. Investment will not be
made where the riss are treat unless the anticipated
retum 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 1 repons, “Our Califomia subsidiary em —
ploys 4,000 people and b contribute to the eco—
nomic velfare of that siatt. However, its payroll
factor tsmore than twice ea la/]e, and m some yean
even four timet at Urn, aa itstala and property fac—
ton. Because of this, tu income apportionment lsab—
normal ly high."

The more broadly the unitary tax isapplied In the
economically diverse ami of the worid, ttpedaOy
with retard to the value of property, payroll, and
tala, 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 coflectb o om tax from corpora—
tions domiciled In the state that have earned oo in—
come loa particular year, ifthe combined income of
a unitary bub**** shows a loo, itwifl resuk iaa ux
reduction or refund even ifthe corporation dom iciled
ia the state turned a oroflt. Thb Irstability of revenue
will be greatly compounded a the unlury concept
spreads to vestly di.crse anas of the world. Our
members report that because of this upredictability,
ux authorities tend to kmpbmeeu utaery taxation la
aa arbitrary men ear

Corporations J and K report that worldwide uni—
tary uiation b applied th 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 Ibs tn-
too« of al affiliated compansti

MrebrwCb pgesniert 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
1o lead to frequent dbputts should oot be adopted.

The woridwide unitary method of taxation isboth
troublesome and costly because of lu complicated
concept of taxation and computation of taxable in—
come. Suu taxauthorhia 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 oostly, time-consuming procedures in order to
comply.

"W* have to revise firarcial staterents 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 I an enormous
task.™ Corporation A adds, “'Indhiduai adjustments
in the values of property aad sale*abo crtau a lot of
work."

Corporation L says, “ttukas time to collect infor—
mation from foreign subsidiaries octbde the United
Suus ftorder 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 1 reports, "The Califomia state ux suthor-
ides tld us that we had to calculate the ssounu
£t the bad-debt resene* of the parent bank and af—
filiated banks by the Caltforaia 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 fodudad In laxsbk
income, ft is the companies that are respotrabie for
providing any evideao* to the contrary. However, k
b taposbbb for companies toprovide 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
mahtneiiocah u trading companlm. which have
numerous subsidiary al 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.

Waridwide taxatiaa b detriment” ia the seead
deveSapaaeet of rapecal secisegi

,Vepfv* jegpacr aw hwesissr
U b dcarabi* (Hes taxation have as neutral sa ef—

fect u poaribis oo corporali decatau -hen the
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worldwide uniury tu It being erforced. However,
th« msnegementa of corporations domiciled in uw*
u/y hum aracxught ia a dilemma {)f being unable
10 estimate treir tu« or fomuUu [ bustnee* ttm-
re because Uvr connection briw*« treir bustoeee
performance and the amount of tu they muit pey
hu been savered. Moreover, if ib« ux authorities
irblirirly change the tu calaulation method, the
willingness of corporation! to ineet will be saverely
bumpered. Jepnnue corapnniee art In fact becom—
ing reluctant to inetc in Mites that have adopted
the worldwide unitary ux method.

According to CorporaxJoo C, "*No state it Tft* to
ineet ia, beau** the worldwide uniury ux can be
adopted to readily.”

Corporation F reports, ""We decided oot to invest
in Cali/onua because ithu a worldwide cnitary tax.
aad setup operations inAlabama instead.”

CorporationM sas, "'We bad bean considering in*
vitsttf in Oregon, but dropped k is favor of North
Carolina."

Corporation N it considering pulH&a oat of Catt*
fonla.

Corporations F aad J report, “"We would like
expand our faollee In Califomia, wbere w* already
have a factory, but wt probably wil not."

Corporation A sas, We place top priorityon in*
veetini in those Kates that do not apply the world*
wide uniury method of tesatioo."

Corporation D sas, "la the future wt will have
t mhink our la*weat srategy became more
than tea states have been applying the woridwide
uakary ux."

CorporatioaO say*. "We have bam audited inthe
peet, but wa ware never notified that a* would be
taxad on a worldwide aakary bese. 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 tbatloo u a negative
fsctor in deciding when to nuke thru future I
vanmeats.

Confuxkm tth* 1 ¢ mww UX tyxtm

Because fuboos have grown more ccooomscaly
interdependent end inttmetiocai transactions have

tsctiwrsim— we i.UiWlreeeUateeCrw *m«w e v ey.
i8li'm eene»N«B*rknewi iwl N*n>eaneaen*ri«e>|i» i PewB W ineeeeriiMali -

rapidly incresard. It it neeeamry that effcru be made
o bansonixe nations®™ ux methods. The United
States and other OECD member ocountries have
worked bard toward thb pool, the reeuk bring the
establishment of an Intermational ly accepted system

Tax tregtie based on this nnum have been 00
chided among OECD nations to awid taxing the
same income twice In the recognition that double
taxation hat the iffret of distorting the flow of
goods, servicss, and Investments. Such efforts havs
contributad greatly to the cxpandoo and develop*
mam of the world economy.

Under these ciraumstance®™, k B most regrettzble
that a concept of taxation that differs so greatly from
intemationally accepted principles sad disoourse™
the further expansion of trade tad investment sbhe—
ing applied to the United Sutea, a nabon that should
be the mala piCer of the free ecooomk system.
Woridwide uniury uxxtioa not only brt£* t
naught the efforts that nations have penbuatly
devoted to the important lame of tfoninatnig double
taxation. I developing nations fotow it t im—
plementing worldwide uakary taxation, the frame—
work of totcnutioet] 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 multnationals then
soy other country, would suffer the most damage.
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February 20, 1991

EPAN ICLRFELL Lk
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The Honorable David Finkelstein
House of Representatives

P. 0. Box V

Juneau, Alaska 99811

Re: Proposed Veter's Edge Tex Legislation (HB12)
Dear Mr. Finkelstein:

At the request of Mr. David Harlow, General Reporter of
the Commission on Taxation of the International Chamber of
Commerce, we send to you the attached final policy statement of
the Commission on Taxation with respect to proposed water's edge
tax legislation in Alaska.

As you will see from the attached policy statement, the
International Chamber of Commerce strongly urges ths Alaska Stats
Legislaturs to enact legislation changing ths State's msthod of
corporats incoms taxation from a "worldwide unitary"™ method to a
"water's sdgs" method of taxatidn. Rep esentative Tom Moyer has

already introduced a bill to enact the ¢ nnge. The bill, HB12, is
essentially the same as ths Senats Financs Committee substitute
bill for SB119 from the last legislativs session.

Since the close of the last session, an important court
decision was issued by the California Court of Appaal, Barclays
Bank of California vs. Franchlsa Tax Board. Court of Appeal, Third
District (Hov. 30, 1990). In Barclays, ths court found that the
worldwide unitary method of taxation, at least insofar as it
appliss to multinational corporations with foreign parents, is
unconstitutional under the foreign commerce clause of the United
States Constitution. It is believed that ths Barclays opinion,
because of its reasoning, will have strong influence in any U.S.
federal or state court that addresses ths issue. With minor
revisions designed primarily toward complying with ths holding in
Barclays. the International Chamber of Commerce endorses tha
enactment of legislation similar to HB12 in Alaska.



Ths Honorable David Finkelstein
February 20, 1991
Page 2

Mr. David Harlow, in his capacity as an officer of ths
International Chamber of Commerce, will be making a special trip
to Juneau from his office in London to deal with this important
matter. Mr. Harlow will be available during March 11 through 15
to meet with members of the legislature and the administration to
(t:iisc%_ss the importance of enacting u water's edge method of
axation.

_ Should you have any questions concerning this matter
prior to Mr. Harlow's visit, feel free to contact the undersigned.

Very truly yours,
BOGLE t GATES

Brian W. Durrell

Enclosure(8)

cc: David Harlow

C\IUONHITZINCIWINMieML. 1T*

Bogles Gates
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COMMH3S1QN.QN TAXATION

PROPOSED WATER’S EDQE LEGISLATION IN ALASKA

Stttiminton Unlttry Tuition

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.

The ICC has over many years consistently opposed the use of worldwide unitary method
of taxation fworidwfde unitary*). Woridwide unitary oonflicis with tha established
principles of taxation ae practised federally and Internationally and acts as an
Impedimant 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
scotpied principles, aa it the case for federal purpoees.

Tha US Treasury Secretary (at tha time James A. Baksr 1IQ 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 Il of ths letter.

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 *wtier'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.

Whilst the fact that California lus clstriy recognised the strength of the case against
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tn particular:

(D Itdoae not grant an unconditional right to be taxad on tha water* adga baili.
Ina?ad It makaa tha right to elact water™ adga subject to ii numbar of undartakln*oi and
condition*.

Moit seriously, tha watar'i adga DasiS ia onfy avallabfa to d 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.

(@ Tha Stat* ratalna tha powar, ina rang* of drcumstinces Inwhich normally a
financial penalty would b* tha appropriata aanction (and Inwhich 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 ralmpoaltion 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 legialating on tha Californian modal.

6. Tha ICC urge* that tha boundary In water? 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 dadalon of tha Califomian 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 Bub*tftut* Si. ithopes that tha Alaskan legislature wiif be able to resolve the
worldwide unitary problem for tha foreign invaator In Alaska during the forthcoming
session.
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Description of Current Statt Corpororatt Incone Tax Practice

When a corporation (or related froup of corporations)
operates across state or national boundaries, competing tax
claias of the jurisdictions in which the corporate group
operates ire rocolvod by identifying th* iticoav attributable
to each Jurisdiction. Two different taxation aethods are in
use for asking this deterainatlon: separate accounting and
worldwide unitary coabinatlon.

Separate accounting is the aethod of taxation in use
generally throughout the world and is eaployed by the federal
governaent. Under separate accounting, taxable incoae is
deterained separately for each individual corporation. Any
impioper incoae or profit shitting between related
corporations for tax avoidance purposes is corrected by
requiring "arn's length" pricingi in related party
transactions. Tbot is, flows goods aud services between
related or coaaonly-owned corporations are required to be
valued at prices corresponding to those that would govern
transactions between unrelated entities operating at arn's
length. Under the separate accounting aethod, double
taxation between jurisdictions is relieved either through
cxeaption froa tax by the residence jurisdiction (usually the
place of incorporation or aanageaent control) of incoae
i*nv#a iNn tne source jurisdiction (the place the incoae is
earned), or by the residence jurisdiction granting a credit
for taxes pAid lo the source jurisdiction. The United States
federal tax law used the latter approach.

The alternative aethod, worldwide unitary coalination, is
currently used by seven states (Alaska, California, ldaho,
Montana, New Haapshire, North Dakota, and Utah) to detnraine
a aultinatlonal enterprise's state corporate tax liability.

Under this appiuach, the business incoae of all individual
coapanios in the coaaonly controlled enterprise which operate
In the sane general line of business (tho "unitary businoss")

as tho corporation or corporations subject to tho state's
taxing jurisdiction is aggregated, rogardltaa of (1) whether
tho other individual coapanloa are foreign or doatatic;

(11) whether tho other individual coapanloa have a tax nexus
with or presence in the stato in question; and (ill) whether
the incoae of the other individual conpaales would be treated
as derived froa foreign or doaestic sources under federal tax
rules or generally accepted International taxation
principles. A share of the aggregated lacoae of the
worldwide unitary group is then assigned or apportioned to
the taxing state on the basis of s forauls which is intended
to aeasure how auch of the activity of the unitary business
(and hence its incoae) is attributable to tha taxing
jurisdiction.

The apportionnent foraula generally used is based on relative
anounts of payroll, proparty, and salts. If, for exaaple,

25 percent of the payroll, property, and sales of the unitary
group is located in the taxing jurisdiction, then 25 percent

of the group's aggragate incoae froa the unitary busin627



would bo apportioned to that stato. Bocauso tho
apportionment foraula is concidered to assign tho approprlato
amount of Incone to a particular stato, no further aoasuros
aro takon to rollovo any multiple taxation of tho saao incoao
which aay ariso froa tho uso of dlIfforont Incoae sourcing
rules by other taxing jurisdictions.

Under tho worldwide unitary aethod, dividends paid by one
corporation to another vitnin tho unltar* business group aro
oliainated as intercorporate transfers. Under separate
accounting, in contrast, intercorporate dividends are
recognised explicitly as a flow of Incoae froa the
dividend-paying corporation to the dividend-receiving

corporation. A "water's edge" limitation on the unitary
aethod, i.e., excluding foreign corporations, would respect
the separate entity status of related domestic and foreign
corporations. It therefore gives rise to the question of how

dividends received by a U.S. corporation that is a aeaber of
a "water's edge" unitary group froa a foreign corporation
that is not a aeaber of the "water's edge" group should be
treated for state tax purposes. The question of state
taxation of foreign-source dividends is thus inextricably
linked to the issue of worldwide unitary taxation and, as
described below, is therefore addressed in the proposed
legislation.

Under present lav, state taxation of Intercorporate
dividends, foreign and doaestlc, exhibits a range of

actice. Though dividends froa a doaestlc corporation
ncoae tax, aost of these states also grant a
dividends-recelved deduction, frequently the IS percent or
100 percent deduction allowed under federal lav. As at the
fedetal level, the effect of this treataent is largely to
exeapt dividends paid by a doaestlc corporation froa state
corporate incoae taxation. Dividends received froa a foreign
corporation are subject to varying treataent, ranging froa
full allocation (and thus taxation) to the recipient's
coaaercial domicile, to apportionment, to either full or
partial exemption. Unlike the federal government, no state
alleviates international double taxation of foreign dividends
by allowing a foreign tax credit.

Reasons for Ada!nUtratlon Opposition to worldwide Unitary
Taxation

It has been the longstanding policy of the United States to
favor the separate accounting method for allocating incoae

among nations for purposes of taxation. Thin policy is
embodied in the Internal Revenue Code aad. in a central
feature in our bilateral tax treaties. Separate accounting

is also the international standard. The nodel ten treaties

blished by the Organisation for Sconoalc Cooperation and
%velopaent ("OSCD'1; and the United Nations ("UN") specify
that transnational incoae is to be taxed on a separate
accounting basis. Thus, continued state worldwide unitary
taxation is directly in conflict with federal and
internationally accepted practice and inpedes the ability of
the federal government to pursue this policy la its
International dealings.



Durinf tht debate over worldwide unitary taxation, foreign
governments have repeatedly petitioned the federal government
to act to curb atate uae of the worldwide unitary aethod.
Diplonatic notes articulating the probleaa caused by state
worldwide unitary taxation have been received froa virtually
every developed country in the world, including Canada, the
United Kingdom, Germany, France, Belgium, the Netherlands,
Italy, Switzerland, Japan, and Australia. The United
Kingdoa, in July, 1995, adopted anti-unitary retaliatory
legislation that would permit the U.K. government to
effectively Increase the U.K. tax on dividend distributions
from U.K. subsidiaries to their U.S. parent corporations

operating in worldwide unitary states. If implemented, this
legislation would clearly violate the U.S.-U.K. bilateral
income tax treaty. This legislation, by virtue of a

provision which makes possible the retroactive imposition of
heavy penalties, was having an adverse effect on the
willingness of U.S. companies to repatriate earnings of their
U.K. subsidiaries to the United States. (The U.K. has now
agreed to defer implementation of this legislation for the
time being.) The adoption of this legislation by the U.K.
illustrates that state worldwide unitary taxation is clearly
adversely affecting the United States' foreign economic
relations.

Foreign governments and businesses that are subject to
worldwide unitary taxation argue that this method of
computing state tax gives rise to double taxation of foreign
income. They also contend that worldwide unitary taxation is
administratively burdensome, particularly for foreign owned
companies. These results are inevitable as long as a few
states rely on a method of measuring incoae that is different
froa the approach used Hy the rest of the world.

Theoretically, if all jurisdictions, domestic and foreign,
were to adopt a uniform unitary aethod of taxation, and apply
it consistently, there would be no double taxation as the
foraula would not apportion the same Income to more than one

Jurisdiction. The problem, however, arises froa the fact
that combined reporting on a worldwide unitary basis is a
distinctly minority practice. In an environment in which

separate accounting is the generally accepted rule, state
taxation on a worldwide unitary basis creates a clear risk of
double taxation. Because labor costs, property values, and
profitability can vary greatly among countries, aa income
measurement system based on formula apportionment is in open
conflict with the international standard of separate
accounting. This is because foraula apportionment assumes
all parts of a unitary business are equally profitable
whereas separate accounting acknowledges that individual
corporations can earn different rates of return. Double
taxation will result if tho relative profitability of the
investment in the unitary tax state is less than that of the
affiliated overseas operations that are taxed abroad on a
separate accounting basis.

4/...



Stat* use of the worldwide unitary aethod alao creates
administrative burdens for taxpayara. Thor* ara substantial
coata aaaoclatad with collecting and converting accountini
data ganaratad by tha various foraign affiliataa of tbi
unitary group to a fora conalatant with U.S. atandarda.
Thaaa burdens can ba particularly acuta for foralgn-ovned
coipaniaa which ara not required to keep data under U.S. tax
and financial accounting rules on their non-U.S. operations
for any othar purpoaa.

Tha uaa of tha worldwide unitary aathod by sont states aay
alao inhibit and distort tha international flow of investment

capital. In the words of ono foroign govornaont, "tha
(unitary tax) aethod can chill international investaent and
decrease e fficier: allocation of resources and eaploynent
opportunltiot. lu particular, the unitary aethod can iapeda
foreign entry into the United States aarket." Consequently,
according to a group of foraign governaents, worldwide
unitary tax constitutes "... a serious obstacle to tha
further developaent of our trade and investaent
relationships.” (Note signed by the Ambassadors of fourteen

of our aajor trading partners). The United States is
strongly committee to encouraging the free movement of
international diract investment capital across national
boundaries. State use of the worldwide unitary aethod is
unacceptable because it can adversely affect this clearly
articulated federal policy. The United States, as the
country hosting the largest amount of foreign direct
investaent, has gained enormously froa the Inflow of foreign
investaent. If the use by soae of our states of the
worldwide unitary aethod inhibits the flow of capital, the
econoaic well-being of the country as a whole would suffer.
Some states aay be in a position in which their use of the
unitary aethod causes foreign Investors to turn away froa the
United States altogether (rather than shift investments to
other U.S. states).

In September 1913, in response to complaints rsisad by both
tht U.S. and foreign business community and foraign
governaents ever tne Supreme Court decision In Container
Cora, v. Franchise Tax board. Fratident Reagan asked then
Treasury secretary Donald Regan to establish and chair a
Worldwide Unitary Taxation Working Group. This group was
composed of roprosontstives of the federal goraraaent, state
governaents, and the business rneaunlry end v,« esked to
provide reeoaaendniloms suitable for roaolving the Issues
raised by worldwide unitary taxation.

At its final netting on Nay 1, 1914, the Worldwide Unitary
TariMon Cra«” igrsod em three principle* thet cheuld
guide atato taxation of the incoae of aultim etltM |
corporations:

Principle 1: "Water's edge” unitary combination for both
U.S. - and foreign-based coapanloa.
Principle 2: Increased federal administrative assistance and

cooperation with the states to proaott full
taxpayer disclosure and accountability.



Principle 3: Competitive ba'.nnce for U.S. multinationals,
foraifn multinationals, and purely domestic
businesses.

While che firat and third principles were to be adopted
voluntarily on a state-by-state oasis, Principle 1, in
particular, represented a clear recognition by the Working
Group that the separate accounting aethod was superior to the
worldwide unitary aethod in the international context. The
Administration was very hopeful that the state would be able
to resolve the worldwide unitary problea along the lines
advocated by the Working Group on a voluntary basis without
resort to federal legislative intervention.

Since the adoption of the Working Group Report some states
have changed their laws to confora to the Working Group
principles. Florida, Colorado, Indiana aad Oregon have
ceased taxing on a worldwide unitary basis. A Massachusetts
court decision iaposed lialtatlons on that state's use of the
worldwide unitary aethod and the state legislature has to
date refrained froa taking any action that would peralt
application of that nethod in the face of the judicial
decision. However, seven other states continue to use the
worldwide unitary aethod. In particular, efforts in
California to enact legislation Uniting worldwide unitary
taxation have foundered in the past two legislative sessions,
aost recently when the California legislature adjourned for
the year in Septeaber, 1915 without taking action on the
issue.

In transmitting the report of the Working Group to the
President, Secretary Regan indicated that he would recommend
restrictive federal legislation if substantial voluntary
progress had not been Bade on the worldwide unitary issue at
the state level by July 31, 1915. That date has long since
passed. We now believe that the time has coae for Congress
to act to finally resolve this serious international economic
problea.

State Taxation of Fcreim-Source Dividends

The taxation.of foreign-source dividends is directly related
to the issue of worldwide unitary taxation. A United
resolution of the worldwide unitary issue - such as an
agreeaent by states not to inpose worldwide unitary tax but
with no restriction on the taxation of foreign-source
intercorporate dividends - would cause other serious
probleas. In effect, this would be a "foreign only"
situation, freeing forelgn-owned multinationals froa the yoke
of worldwide unitary taxation while subjection U.S. based
multinationals to full taxation on their foreign dividend
incoae. Such a "foreign only" solution, if adopted, would
disadvantage doaestlcally controlled businesses. The Working
Group's third principle recognises the need for competitive
balance for domestic aultlnationals, foreign multinationals,
and purely domestic businesses. That principle requires that
legislation restricting state unitary taxation also address
the question of equitable state taxation of foreign-source
dividends. Unreliovad state taxation of foreign dividends is
not consistent with Principle 3.



Unrestricted stat* taxation of foraign dividends would
subject domestic buslnassas to sarlout doublt taxation of

foraign incoae. federal tax policy has long baan
characterised by its coaaitaant to avoid international double
taxation. Indeed, the United States has bean a leader in a

worldwide effort to establish taxing rules under treaties and
coaaonly accepted principles that ainialse international
double taxation. If a clear federal policy is not to be
undercut by state action, states aust conply with this policy
of eliainating double taxation and therefore be Halted to
taxing soae equitable portion of foreign source dividends.

The legislation does not aandate that any specific aethod of
dividend taxation be imposed on the states. In our view,
arguaents of state fiscal sovereignty strongly Indicate that
states should have leeway to tailor their own systeas of
taxation to the extent that they do not cause serious foreign
coaaerc* difficulties by resulting in systeaatlc overtaxation
and double taxation of U.S. business in contravention of
established federal and international policy. The
legislation therefore provides in broad terns for the
equitable taxation of dividends and suggests certain
guidelines that states could follow in satisfying that
standard. As an illustration of the flexibility of the
approach, the legislation would accept as appropriate the
treataent of dividends in such states as Colorado, Oregon,
Florida and Illinois, states which have been intiaately
involved in the worldwide unitary tax controversy.

Inforaation Reporting and Other federal Assistance

States have legitlaately contended In the Working Group and
elsewhere that they lack the resources and ability to nonltor
adequately transactions between aeabers of a water's edge
unitary group and related foreign companies outside that
group. The Treasury Departaent agreed with recoaaendations
of the Working Group to provide appropriate federal
assistance to the states in order to assure proper working of
the separate accounting aethod. The Working Group suggested
that aa annual inforaation return be filed with the Internal
Revenue Service by multinational companies. This return
would in turn be shared with the states aad with au.Uistate
audit agencies and would provide states with soae assurance
that corporations had allocated and apportioned the
appropriate share of the corporation's incoae to each state.
The report would also identify those related companies with
which serious Incoae shifting would be nest likely to arise.
In the suaaer of 1915, the Treasury Departaent published for
coaaent a draft of legislation implementing this reporting
system. Section 1 of the bill is based upon that draft after
taking into account the nany coaaents received froa affected
businesses and the various states. We believe that the
inforaation reporting system provided for in the bill is an
1 part of the solution to the worldwide unitary

71



In order to provide states with greater assistance the
Treasury Departaent also indicated in the Working Group an




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 removingI what many
see 1S 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 inthe U.S. (with taxjurisdiction
stoplplng_ at 'water'sedge.’) 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 urglng 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, for.eq_n corﬁoratlons justdon’tlike the prosPectofstate auditors
poking through their worldwide hooks. 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 itwas originally introduced last year, the bill toallow use of ‘water’s
eqlﬁe’ accounting would have applied only to foreign-owned co.mganles. Jomestic 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 forelﬂn corporations can base their Alaska taxon U.S. income. HB-12, as it was introduced this
year, is similar to the bill that passed the Senate last year.

While itis 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. PraporentsofHB-12initsext tresall
revenLe loss will be more thenoffset by newforel (}:nln,{—:slrrert, jobs andtaxespaid tothestate treesury. 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, inthe ARCO "separate accounting’ decision, approved use
of a different formula (separate accounting vs. the traditional ‘appotionment’ method) for a d|fferent class of
taxpayers, like oil producers, under special circumstances. But discriminating amonc]1 taxpayers required to use
the same formula (01l and non-oil companies now use apportionment) could rtn afou of the constitution, some
people argue. Qrefeature thet troubles Deagt, of RaverLe, whichintheendwill suppart e hill, istreedusion
of ofdvicencs earmed bgr?LorelngLbsdaryoﬂfe US ,orof&]wwtofery[ng/
earmed by an oversessfranchisee. Thet leaves 20 percent of dividenos and royalties to be oulucked inU
taxable inoore. 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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