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exchange since you offer to give up an issue which the state
won in litigation with another taxpayer, you receive the
benefit of the prospective assessment bar, and the state is
forced to drop the one issue tnat precipitated the legislation
in the Ffirst instance.

We remain open to other proposals that seek to resolve
outstanding issues between the state and the industry
prospectively in legislation (e.g. our initiative on gas
processing plants) or in regulations (in which we are making
progress by all accounts). On the other hand, we will actively
oppose measures such as HB 547 that intentionally attempt to
excuse oil companies from paying major portions of their past
tax obligations under AS 43.21 and AS 43.55.

I appreciate your initiative and our ability to speak frankly
with one another. I agree wholeheartedly with your sentiment
that assessments are claims by the state and that industry has
raised defenses to payment in good Taith. I fervently wish
that our debate over the statutes of Ilimitation does not
diminish our cooperative efforts to resolve our differences in
a way that fosters a stronger resource industry and a healthier
long-term relationship between it and the state.

Very truly yours,

Attorney General
BMB:pml

cc: Richard Eliason, Senior Legislative Liaison, Office of the
Governor



QUESTIONS AND ANSWERS
Statute of Limitations oil and Gas Taxation
CSSB 377 (former SB 185)

1. What is a statute of limitations?

A statute of limitations is a legislatively-created bar to the
prosecution of a claim in a judicial or quasi-judicial proceeding
based upon a specific lapse of tir.e since the claim arose.

2. What are tha current statutes of limitations
involved in oil and gas taxation?

There are two. The First is a three year statute on assessments.
That means that the department of revenue must issue an
assessment within three years of the filing of a return by a
taxpayer. The second statute requires the state to collect the
tax within six years of the assessment.

3. Why is there a need for legislation about the
statute of limitations?

Two separate lawsuits were filed by oil companies to challenge
the department of revenue®s application of these statutes. The
first, Tfiled by Exxon, and pending before the Alaska Supreme
Court, challenged the department®s use of amended assessments.
While the department has always issued amendments within the
three year period (or obtained waivers of the statute from the
taxpayers), it has frequently issued amended assessments after
the three year period has run. Exxon claims the state may not do
this. Tesoro separately challenged the six year statute of
limitations on collections, claiming that if the state has not
completed the hearing process and collected the taxes within the
six year period, the taxpayer is no longer obligated to pay. The
purpose of the legislation is to confirm the statute®s historic
interpretation and application of these statutes.

4. IT the matter is in the courts, why should the
legislature deal with 1t?

There are three reasons. First, the Tesoro lawsuit involving the
six year statute on collections was settled before the Alaska
Supreme Court could reach a decision (the state had won iIn the
Superior Court). Thus, there is no precedent that is binding and
taxpayers remain free to litigate that issue. Second, the
amounts at issue in the Exxon case before the Alaska Supreme
Court make it extremely desirable to have an insurance policy.
Finally, we anticipate many months to elapse between oral
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argument and a decision (more than 13 months had gone by between
oral argument in the Supreme Court and the parties®™ decision to
settle in the Tesoro case without decision). That delay will
adversely affect the ability of the state and individual
companies to negotiate fair settlements.

5. What does the administration®s proposal on the
statute of limitations contained in CSSB 377 do?

The bill clarifi s existing statutes of limitations. It makes
clear that the me limitations on assessment and collection of
oil and gas tax are suspended for as long as a tax appeal is
open. The bill iso makes a prospective change to the statute of
limitations on assessments, so that assessments may not be
increased after five years, even if a tax appeal takes longer
than that to resolve.

6. How does the proposal affect the three-year
statute of limitations on assessments?

The bill ensures that for all currently pending oil company tax
appeals, the department can amend its original assessments
upwards or downwards. This means that, if information comes to
the attention of the department of revenue during an appeal which
requires an adjustment, the department can determine the correct
tax amount. The bill merely confirms the department®s
longstanding interpretation of the statute of limitations 1iIn this
regard.

IAd What does the proposal do to the six-year statute
of limitations on collections?

The bill confirms the department®s interpretation of existing law
on the six-year statute of limitations that the limitations
period for tax collection is suspended until administrative and
judicial appeals by the taxpayer have been completed, and the tax
amount owing has been finally determined.

8. Does the proposal retroactively change the tax
laws?
The basic tax laws remain the same. The proposed legislation

merely improves the likelihood that the state will ultimately
collect what is found to be owing under the existing tax
statutes.



9. Does tho proposal iIncreasa oil taxes?

No. 7.t only affects the statute of limitations, not the tax
rates or substantive rules of tax liability.

10. Is the proposed legislation fair to the oil
companies?

Yes, 1t is. The bill ensures that the companies cannot avoid
paying the correct tax after the department has all relevant
information. The bill also ensures that the companies cannot
delay payment of taxes by appealing the department"s assessments,
and then avoid payment altogether on the technical ground that
the statute of limitations bars collection after the appeal is
over. In fact, to not pass the legislation would be unfair to
those companies who have settled the early years.

11. Does the proposed legislation affect all the oil
companies equally?

The bill will affect all oil and gas taxpayers with open audits
and assessments for tax years through 1993. The precise
financial effect cn individual companies will vary depending upon
the number of tax years still in dispute, but all oil and gas
producers will be affected by this proposed legislation.

12. How much money 1is really at stake?

Including interest and penalties, nearly three billion dollars in
back tax assessments (claims) are at risk from the oil companies”
statutes of limitations arguments. Final tax amounts owing the
state have not been determined in all these cases, however.

13. Does the proposal allow any closed or settled
cases to be reopened?

No. It affects only cases which are still open under an appeal
brought by the taxpayer.

14. What do other states and the federal government
do?

The federal statute specifically provides that the statutes of
limitations are suspended when a taxpayer appeals an assessment.
Other states have similar provisions, suspending the statute, as
well. In addition, Alaska®s other statutes of limitations have
been interpreted consistent with the department of revenue's



position. See e.g. Civil Rule 15(c), Alaska Rules of Civil
Procedure.

15. Why wasn®"t three years enough for the Department
to complete the assessment iIn the past?

There are good historical, practical, and legal reasons that the
process has taken so long. In brief, the tax owed depends on the
"value"™ of the crude oil. Value was difficult to determine early
on because the oil either was traded in distant markets or
internally processed (so there was no arms-length transaction).
In addition, the oil market was in a state of flux. The
Department was not at first prepared for the size of the problem
— over 5 billion barrels of oil had to be traced to final

markets. And, the companies controlled the information.

16. The companies have asserted that the Department
has always had plenty of resources to deal with
tha problems presented by these taxes. Is that
true?

In 1977, the Department had one auditor; in 1979, three more were
*ired, but none had any special oil £ gas experience. The number
of auditors increased to ten by 1983. At that time, there were
19 taxpayers TFTiling both monthly (production tax) and yearly
(separate i1ncome tax) returns. Unfortunately, the state- having
been unprepared at the beginning— spent the next decade playing
catch-up.

17. The companies have complained about the delays in
the process. |Is there anything to these
complaints?

The process has taken a lot of time. However, 1if any taxpayer
thought the delays it was experiencing were unreasonable, it
could have requested that appeal be taken to formal conference
immediately. They have almost uniformly chosen NOT to do this.
In fact, until 1990, when the interest rates increased, the
taxpayers had no incentive to move the cases along because they
don"t have to pay until the appeals process is completed.

18. Are oil company taxpayers at the mercy of the
department of revenue which can issue amended
assessments ad Infinitum?

No. In addition to requesting an accelerated process, each
taxpayer has the right to pay the disputed amount and file a
claim for refund, thus barring any additional assessments.



19. The companies have argued that this proposal
enacted into law will further delay settlement of
major tax litigation. Is that true?

No. The bill removes incentive to delay by making it clear that
the statutes of limitations are suspended during the appeal
process. This means that the taxpayers can no longer argue that
they do not have to pay any tax if the process takes more than
siX years. This can only encourage settlement of these tax
cases.

20. Many in the industry claim that the bill is unfair
because if ''changes the rules in the middle of the

game."™ Is this true?
No. The underlying tax structure 1is not changed one iota. It is
ironic, however, to hear this argument from industry. Its sense

of fairness did not impede the iIndustry®s willingness to
challenge Alaska®s oil tax structure and demand refunds from the
courts beginning in 1979. Though they lost at every stage of
litigation (through the United States Supreme Court in 1986),
they won the battle in 1981 by convincing the legislature that
too much was at risk for it not to abandon the separate
accounting income tax.

21. Does the statute of limitations bill affect any
non-oil and gas taxpayer?

No. The bill is limited to taxpayers that were subject to the
state®"s oil and gas separate accounting statute in effect between
1979 and 1981 and to the state®s oil and gas production tax,

AS 43.55.

22. Is the audit process really that complicated?

Yes, 1t is. Alaska"s production and separate accounting taxes
are based on the gross value of the oil at the point of
production on the North Slope, thousands of miles away from the
marketr where the oil was used or disposed of. Verifying the
value reported by a producer reguires tracing each month®s
barrels of production to their ultimate market, valuing the oil
in that market, and checking the transportation costs that are
deducted to arrive at a point-of-production value.

Between 1977 and 1986 alone, the department of revenue was
required to monitor

e over 5 billion barrels of oil produced on the North Slope;
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e some 15,000 tanker voyages and over 26,000 pipeline tariff
transactions to transport this oil;

e over 16,000 separate deliveries;

e delivery to third parties under more than 4,800 different
contracts;

e ANS crude oil exchanges for 105 other crude oils.

23. Wasn"t this information available because of the
state"s litigation with the oil producers over
royalty obligations?

The state did collect this information in the litigation with the
producers over royalty obligations. However, the royalty data
base was not completed until 1989. The Department is now making
extensive use of that data base.

24. Are ANCSA corporations affected by this
legislation In any way?

No. No ANCSA corporation has an outstanding assessment pending
before the department of revenue issued outside the three year
statute of limitation on assessments.

25. Will collection ol! the disputed back taxes
financially cripple any oil and gas taxpayer?

Generally speaking, the taxpayers have advised their shareholders
that they have reserves specifically set aside for various tax
claims, including Alaska"s. Typically some variant of the
following language is employed:

Settlement of the open tax matters is not
expected to have a material effect on the
consolidated financial position of the
company and, 1in the opinion of management,
adequate provision has been made for income
and franchise taxes either under examination
or subject to future examination.
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Does the statute of
limitations on
assessments bar
consideration of
ngw issues durinjr
taxpayer appeals®?
166-036-65

Dear Mr. Botelho:

You have asked whether the statute of Ilimitations on
assessments in AS 43.05.260 prohibits the Division of Petroleum
Revenue ('Division™) from raising new Issues during
administrative appeal proceedings. More specifically, you
requested advice on the following issues:

1) Can the Division amend an assessment after the
three-year statute of limitations iIn AS 43.05.260
has expired™*

2) Is the statute of limitations toiled for both
gas and oil production taxes if the assessment for
either gas or oil is appealed by the taxpayer?

<)) Can the conference or hearing officer
adjudicating a taxpayer appeal under AS 43.05.240
consider evidence vrelating to . new issues 1In
arriving at a decision concerning the correct
amount of tax due the state?
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For reasons discussed below, we have concluded that ()
iIf the taxpayer pays the amount cfta:: iIn the notice of
assessment, the Division may not reopen the matter and issue an
amended assessment after the statute of [limitations expires.
However, if anotice of assessment is timely 1issued within the
period of limitation under AS 43.05.260 and the taxpayer appeals
the assessment under AS 13.05.210, the statute or limitations 1is
suspended for the duration of administrative appeal proceedings.
The notice of assessment can be amended after conference and
hearing to reflect the decision withrespect to the correct
amount of tax due the state.

() Oil and gas production taxes under AS 13.55 are
separate taxes 1Imposed by different statutes for the purpose of
applying the statute of limitations. Therefore, if a taxpayer
pays the assessed tax for oil and appeals only the assessment for
gas, the Division may net 1issue an amended assessment for oil
production taxes after the statute of limitations has run.

(@) The statute of limitations does not prohibit the
hearing officer from considering evidence relating to new 1issues
material to the tax on appeal inarriving at a decision
concerning the correct amount of taxdue the state. During
administrative appeal proceedings the Division may introduce
evidence concerning a different theory or method of valuation or
new 1issues net addressed iIn the audit vreport and notice of

assessment appealed by the taxpayer.
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(@) The statute of limitations on assessments does not
orohibit the hearing officer from determining that the correct
amount of tax due the state 1is more than that stated 1in the
notice of assessment from which the taxpayer appealed.

I 5ACKGROUND

The factual situation giving rise to this request for
advice is as fTollows. In the past few years the Division has
conducted over 100 audits of returns filed by the oil and gas
industry for oil and gas production taxes and orl and gas
corporate income taxes. Very few of the audits resulted iIn no
change reports. Where the audits indicated a deficiency, the
Division gave the taxpayer notices of assessment and demand for
payment within the three-year limitations period under 43.05.260,
or an agreed-to extension of that period. In a few instances the
taxpayer did not appeal the notice of assessment and paid the
deficiency. In the great majority of cases, the taxpayer did
appeal from the notice of assessment. Only four or five of those
administrative appeals have  progressed to formal hearing
decisions. The remaining appeals (80-85) are still being heard
at the informal or formal level.

As the Division has gained more expertise in conducting
audits and more knowledge as a result of”discovery during the
administrative appeal process, it has identified additional

material issues noc discussed In the audit assessments conducted
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within the three-jear limitations period, and has issued many
notices of amended assessment to tho taxpayers more than three
vears after the returns were due, _he total tax cveficiencies due
to the second assessments tor ail taxpayers 1iIs estimated to be
approximately S66 million.

For example, 1iIn one case the Division initial!” issued
timeiv Notices of Assessment to the taxpayer- for gas production
taxes for 1977 and for oil production taxes for the same time
period. The taxpayer appealed the gas assessment and paid the
oil assessment. Subseauently, the Division issued Notices of
Amended Assessment for both gas and oil taxes which raised
additional issues not included in the original assessments and
increased the amount of tax. The notices of amended assessment
were 1issued more than three years after the returns were cue but
prior to a decision after formal hearing iIn the taxpayer®"s gas
tax appeal.

Ir. the second case, after audit of a taxpayer®s 1977
and 1978 production tax returns, the Division issued a timely
notice of assessment which assessed additional oil taxes for 1977
based on disallowance of some transportation costs and additional
gas taxes for 1978. The taxpayer .appealed both the 1977 oil
assessment and the 1973 gas assessment.. -The appeal 1is at the

informal conference stage. The Division now proposes to issue an

10
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amended assessment for oil taxes for 19~7 and for 1978 based on
the prevailing value of the oil.

In a third case the Division, has 1issued a Entice of
Amended Assessment for increased oil production taxes, based on
the addition of new issues, at the informal conference stage of
the taxpayer’s appeal from the original timely notice of
assessment for the oil production tax.

In each of these cases, the taxpayers have objected to
the notices of amended assessment ar. the ground that the Division
is barred by the statute of limitations 1in AS 43.05.260 from
issuing amended notices of assessment or from iIntroducing new
issues curing the administrative appeal proceedings.

1. LEGAL AITALVST.S

A. The natute of limitations on assessments is

su .nc'ed for the duration of administrative
appeal proceedings when a taxpayer appeals a
tinelv notice of assessment.

AS 43.05.260 provides, in part:

Limitation on assessment. (@) Except as provided

in AS 43.20.200(b), the amount of a tax imposed by
this title mustbe assessed within three years

after thereturn was filed, whether or not a
return was TfTiledon or after the date prescribed
by law. If the tax. is not assessed before the
expiration of the three-year -periou, no

proceedings may be iInstituted 1in court forthe
collection of the tax.

Certain exceptions tothe three-;-ear limitation are described

particularly in. subsection (b). For the purpose of  this

11
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discussion, we will assume char none of the express statutory
exceptions apply.

There 1s no express provision iIn AS 43.05.260 for
suspending the running of the period of Jlimitations during
administrative appeal proceedings. The First question is whether
the running cf the Ilimitations period under AS 43.05.260 is
suspended by operation of law for the duration of administrative
appeal proceedings when a taxpayer appeals a timely notice of
assessment.

Cases from states with statutes similar to AS 43.05.260
hold chat issuance of a notice of assessment within the statutory
period for assessing taxes suspends the statute of limitations
for the duration of administrative appeal proceedings, until
there is a final departmental decision on the correct amount of
tax, and that a change iIn the assessed amount as a result of the
administrative appeal process 1is not barred by the statute of
lamicatacns,

In Protest of Pentecost and Hodges, 98 ?.2d 606 (Okla.
1940), the Oklahoma Supreme Court upheld an additional assessment
made after the statute of limitations had run. In that case, the
Tax Commission gave- notice of a proposed additional assessment of
income tax within the two-year statutory *period ...Cc assessing
additional taxes. Throe weeks later, after tbr statute of

limitations had run but before the time for protesting the

12
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initial assessment had expired, the. Tan Commission notified the
taxpayer that the initial assessment had been cancelled and ar
increased assessment, based a. a different method of calculating
tan liability, was proposed. The taxpayer contended that the
increased assessment was invalid because it had been made arter
the statute of Ilimitations had run. The Oklahoma statute of
limitations on assessments did not expresslv orcvide for
sustention o e .or.s period during administrative
appears.

The Oklahoma Supreme Court upheld the validity of the
second assessment. The court impliedly held that the statute of
limitations was tolled by the timely filing oi an initial notice
of assessment. The court said this about thr amended assessment:

Assuming that the commissi . by its second pro-

posal did adopt a plan or method cf assessment

wholly unlike that pursued in the first proposal,

both proposals related to the tamo income, and the

last thereof can be considered iIn no other manner

than a mere amendment of the TFfirst. The mere

change in the process or plan of calculation can-

not give to the last proposal the character of a

new proceeding.

98 ?.2d at 609.

The court apparently analysed the amended assessment in
terms of an amendment to a complaint filed in court prior to the
expiration of the relevant statute of limitations to initiate a

civil action. It is a well established rule of civil procedure

that, once a complaint 1is tinely filed, the statute of

13
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limitations 1is tolled anc cces not bar amendments to add new
claims, including increased damages, provided that the new claims
arise from or relate to the same basic facts cr transactions
described 1iIn the original complaint. Bee, e.r., Jakeski

Holland, 520 P.2d 569 (Alaska 1S74) (amendment adding husband®s
consortium claim to wife"s claim arising cut of automobile
accident related back to date of complaint so that expiration of
limitations prior to amendment did not bar consortium claim.)

There are several other cases in which court?; have held
that a statute of limitations on assessments like AS A3.05.260,
which does not make an express exception for administrative
appeals, is tolled or suspended for the duration of
administrative appeal proceedings, during which the tax liability
may be adjusted, when the taxing authority issues an initial
notice of assessment within the statutory period. First national
Bank v. Department of Revenue. 26A So.2d 33 (Fla. App. 1973); In
re "bods Coro.. 531 P.2d 1381 (Okla. 1975); Conversions and
Surveys. Inc. v. State, 521 P.2d 1203 (Wash. 197A) .

The taxpayers who have argued that the statute of
limitations In. AS A3.05.260 bars the Department from 1issuing
notices of amended assessment and from raising new issues rely on
the rase of Anacer.da Co. v. Department of Revenue, 582 P.2c A2l

(Mont. 1978), which held that amended tax notices, Iissued after

14
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“he expiration of the statutory Tfive-year period for assessing
tax deficiencies, were void.

In Ar.nccada the corporate taxpayers had agreed 1in
writing to extend until May 14, 1976, the title for the assessment
cf taxes for the years 1966 through 1969."" Before the May 14
deadline the Montana Revenue Department nailed notices of tax
deficiencies to each cf the corporations. The ccroorations
pretested. On January 25, 1977, the Revenue Department nailed
amended notices of deficiency iInforming the corporate taxpayers
that the Revenue Department was seeking deficiencies greater than
those set forth in the initial notices and also that the theories
for recovery were being changed. The corporations protested and
filed a declaratory judgment action 1in court seeking a ruling
invalidating the amended tax notices.

In Anaconda the Revenue Department argued that the

Montana statute 1/ which limited the time for assessing tax

v At 1iIssue iIn Anaconda was the Montana statute which
provided iIn pertinent part:

Ho deficiency shall be assessed or collected with j
respect to the year for which a return is Tfiled-*
unless the notice of additional tax proposed to e/
assessed is mailed within five years from the date
the return was filed. .(There before the
expiration of the period prescribed for assessment
of the tax the taxpayer consents in writing to ah
assessment after the time, the tax nay be assessed
(footnote continued)

15
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deficiencies was strictlv stature of limitations that was

tolled (apparently indefinitely) 1if an initial assessment was
served on the tanpayer within the five-year statutorv period or
within the additional time agreed upon by the parties in writing.
The court rejected this argument and held the statute was net
itrictly a statute of limitations but was also a limitation on
the power of the Revenue Department to reassess returns and make
changes 1In assessments. The court concluded that the amended
assessment notice 1issued iIn January 1977 was issued without
authority and that the Revenue Department could crl®™ proceed
against the corporations on the basis of the initial notices of
assessment mailed within the stipulated extension of the
statutory five-year period.

As you ar. see, the <case law iIn this area Iis
conflicting. anaconda and Protest of Pentecost involve similar
facts and similar statutes of limitations, but the Montana and
Oklahoma Supreme Courts reached different conclusions concerning
the validity cf amended notices of assessment. The reasoning of
each case seems valid, at least in part.

On the one hand, as reflected in Protest of Pentecost,

the statute of limitations on assessments iIs like a statute of

(footnote continued)

at any time prior to the expiration of the period
agreed upon.
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limitations on civil lawsuits because the purpose is to limit the
time in which a or :ceeriirg to collect additional tax can be
initiated, jJjust as the purpose. of a gene-al statute of
limitations is to limit the time iIn which an action for civil
damages can be initiated. IT the Department of Revenue has
initiated a proceeding to collect a ta:: deficiency by giving the
rccuired notice of assessment within the statutory period, a
chan.se bv the Department in the method of calculating the ta:: due
does not constitute a new and separate proceeding to collect a
deficiency, and therefore should net be barred by the statute cf
limitations.

On the other hand, as the court recognised iIn Aneconca,
a statute cf limitations on tar. assessments is somewhat different
than a "mere'" statute of [limitations because administrative
agencaes have only those powers specifically conferred upon them
by tho. legislature. Thus, amendments to assessments must be
authorised by statute to be valid. The court in Anaconda did not
consider the effect of a tarpryer appeal and whether there was
any statutory authority for the Montana Revenue Department to
make changes 1In assessments as a result of administrative appeal
proceedings.

The certin.cnt Alaska statutes .do expressly authorize
nnencmc-r.ss to assessments as a result of administrative appeal

proceedings. AS 43.05.2*0, 43.05.145 and 43.05.260 together

17
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provide that (1) the Department will issue a Motice cf Assessment
within three years of the date the return is cue or filed, @)
the proposed assessment will either become final within 60 davs
if the taxpayer does net appeal, or () if the taxpaver does
appeal, the proposed assessment will be amended after hearing to
reflect the conference or hearing officer®"s decision concerning
the correct amount of tax cue. AS 43.05.240 clearly authorizes
the Department to amend assessments more than three years after
returns are filed nr due where amendment 1is nursuanc tc decision
of the conference or hearing office- at the conclusion of the
administrative appeal proceedings.

The statutes do not expressly provide for amendments to
assessments by the auditor after the original notice cf
assessment 1is issued but before rederermination of the amount of
tax due after conference and hearing of the taxpayer®"s aopeal.
However, the statute expressly authorizes the conference and/or
hearing officer to redetermine tax liability. It follows that
the audit staff must have some means of notifying the taxpaver
and hearing officer of a change 1in position if the audit staff
discovers an error in the original assessment before the
conference or hearing in the taxpayer®s appeal. As a oractical
matter, therefore, the Division may 1issue some Tform of notice
during administrative appeal proceedings to notify the taxpayer,

as well as the conference or hearing officer, of a rmoDosed

18
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penalty may appl” to the department within 60 days
iron the date of. trailing the notice required to be
given to the perron by the department, giving
notice of the grievance, and requesting an
informal conference. At the conference the person
aggrieved mav nreser.t arguments arc evidence
relevant to the amount of tax or penalty due the
state. ft the department determines that a
correction is warranted, the department shall make
the correction.

() A person aggrieved by the action of the
department in Tfixing the amount of a tax or in
imposing a penalty may apply tc the department and
request a formal hearing. ...

(©0 At the formal hearing the department may
subpoena witnesses and may administer oaths and
make 1inquiries necessary to determine the amount
of the tax or penalty due the state. The person
aggrieved may present araum.enLO and evidence
relevant to the amount of the tax or penalty duo
the state. If the department determines that a
correction 1is warranted, the department shall make

7 provide
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argument3 oreaor.tec, determines that a correction
warranted.

The fact that the legislature provided in AS "i3.n5.2A0
fcr an administrative appea.l1 from the notice of assessment
necessarily implies that the amount o: he taxpayer®s liability
for additional taxes. it any. not final until the
administrative appeal proceedings are over ar.c the Department
makes a Tfinal decision with respect to the tar. assessment. Also
implicit is the fact that the Department cannot take enforcement
action tc collect the total assessed deficiency until a.fter the
administrative appeal process is completed and there is a final
assessment. 3/

AS A3.05.240 contemplates that the assessman or
r.cc.~lonai aue M__ oG inailv determined the
administrative appeal process on the basi of the evidence

relevant to the amount of tax due which i submitted bv the

2/ The onlv express provision for delaying action tc
coiiect tar.es until after the administrative appeal process is
@mp InA.". is found in AS A3.20.270, which concerns the remedy of
distraint. That statute provides that the Department may collect
Xes by distraint and sale of the property of the taxpayer who
liable for the taxes and who hac noglecced or refused to pay

, thm ten days cf receiving notice a.c. demand for payment and

~-ho has not SDrcaiea frcm the assessment of the taxes ... undrr
sa A3, 05 .2A0." The rem.eav of distraint set cut in AS A3.20. 2.0
rrade applicable to state revenue statutes bv AS A3. 10.030.
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taxpayer and the Department during the informal conference and
formal hearing. nothing in the [language of AS 43.05.240
indicates chat the Department is limited to presenting arguments
and evidence related only to the issues and theories presented 1in
the audit report issued In connection with the original notice of
assessment. To the contrary, a literal reading of section 240
leads to the conclusion the department can consider any evidence
available®through the discovery process in order to determine the
correct amount of tax due the state and 1is not limited to
considering evidence relevant only to issues addressed in the
audit report and appealed by the taxpayer. Nothing iIn the sparse
legislative history of AS 43.05.240 indicates a contrary

legislative intent. 4/

4 AS 43.05.240 was enacted in 1976 by sec. 2, ch. 166,
SLA 1976 (CSIIB 2l11amS). The Jlanguage of the taxpayer remedy
section of the Act was unchanged from the language in House Bill
211 as introduced. The purpose of HB 211 was to provide
uniformity in the administration of the tax laws by providing one
set of administrative procedures with respect to taxpayer
remedies, penalti.es, interest, payment of taxes, and disclosure
of tax returns and reports, applicable to all tax laws, in lieu

of the separate procedures that existed at that time for each
tax.

The wording of AS 43.05.140 is very similar to the
wording of a statute it replaced, former AS 43.20.280, which
provided for taxpayer remedies under the Met Income Tax Act.

Former AS 43.20.280 was derived from sec.” 13, ch. 115, SLA 1949,
which provided, in part:

(footnote continued)
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Furthermore, the regulations interpreting and

implementing AS 43.05 240 put the taxpayer on notice that new
issues relevant to "he amount of tax due the state may be
considered during the formal hearing and that the tax liability
as determined in the notice of assessment or the informal
conference decision may be modified 1inthe hearing decision.
15 AAC 05.030 provides in pertinent part:

Formal Hearings, @ A formal hearing may
encompass all issues pertaining to the protest,

even If an 1issue 1iIs not presented by the taxpayer,
and may result 1iIn a decision which affirms,
rejects, or modifies any 1informal conference
decision or departmental action. The decision
will provide any appropriate relief, including but
not Hlimited to, the vremand of 1iIssues to the
appropriate division of the department for further
audit or investigation. IT the department

(footnote continued)

TAXPAYERS* REMEDIES. A. Petition to Tax
Commissioner. Any person aggrieved By the action
or tne Tax Jommiss ioner infixing the amount of
any tax or 1in imposing any penalty hereunder, may
apply to the Tax Commissioner within sixty days
from the date of the notice required to be given
him. by theTax Commissioner, giving notice of such
grievance, and request ahearing thereon. At such
hearing the Tax Commissioner may subpoena
witnhesses and may administer oaths and make such
inquiries asmay be necessary to determine the
amount of the taxdue to the Territory, and if a
correction is warranted, the Tax Commissioner
shall make same after such hearing.

The available legislative history for sec. 13, ch. 115, SLA 1949,
does not shed any more light on legislative intent.
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determines that the vresult of the division™s

decision 1is correct, the decision nay he upheld on

grounds other than those given bv the division.
The regulations also reflect the Ilong-standing and consistent
nolicy of the Department allowing a taxpayer to amend its protest
tc include new Issues at the formal hearing level.
15 AAC 05.030(Q)-

Moreover, the Department®s interpretation of section
240 tc allow both the taxpayer and the audit staff to raise new
iIssues and present evidence not treated iIn the audit assessment
resort 1is based on sound public policy. The administrative
appeal proceedings should afford the Division as veil as the
taxpayer the oDportunity to correct errors before the assessment
becomes final. The cii and gas gross production tax, which is
based on the value of oil and gas at the point of production, is
not simple or easy to administer. The tax statutes were
substantially amended several times 1in the Ilate 1970"s and
regulations have also been amerced. The taxpayers are, for the
most par., multinational corporations with substantial oil and
gas production in Alaska. A single error by an auditor or a
taxpayer in applying the tax statutes and calculating the tax due
during one three-vear audit np.riod can involve millions of
dollars. Millions iIn potential liability to n taxpayer and
potential revenue to the state should not hinge on a single.

auditor®s audit and assessment. Both the taxpayer and the audit
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scarf should have a full and fair opportunity to present all
issues and evidence relevant to the da:: on appeal for
consideration by the hearias; officer in deciding the correct
amount of tax.

Our conclusion that the broad language of section 240
authorises the hearing officer to consider all relevant evidence
and 1issues . determining the correct amount of taro a. ppoeal,
regardless cf whether the issue or evidence was included in the.
audit assessment report, does not end our analysis. The next
step is to consider AS 42.05.24C in connection with AS 43.05.260,
In accordance with a well established rule cf statutory
construction, all sections of an act must be construed together
so that all have meaning ar.c the purpose cf each is given effect.
Matter of Hutchinnsonls Estate. 537 P.3d 1074 (Alaska 1973).

An argument can be made that AS 43.05.3.40 must be
construed together with AS 43.05.260 to Qlimit the Department
hearing officers to considering only evidence relevant to issues
addressed in the 1initial audit assessment and appealed by the
taxpayer in order to give affect to the inter.t of se.ction 260 to
limit the time beyond which additional assessments can be made.
However, it is our opinion that construing section 240 literally
to allow the Department hearing officers to- consider all evidence
relevant to the actual tax liability of the protesting tax.raver,

including consideration of new issues net addressed in the
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initial audit assessment which might lead to a hearing decision
increasing the amount of tax liability, does not contravene the
purpose or intent of the section 260 limitation on assessments.

The purpose of the statute of limitations on
assessments was discussed in Commissioner of Internal Revenue v.
Wilson. 60 F.2d 501, 503, 504 (9th Cir. 1932), quoted by the
Supreme Court of Montana in Anaconda, 583 P.2d at 424:

The purpose of the limitations statute was to

fix a time beyond which steps to enforce

collection of a tax might not be iInitiated.

Congress intended that when the period of

limitation had run, the taxpayer should no longer

be subject to uncertainty as to his liability to

the government. ...

The government had four full years 1iIn which

to make the assessment, and it 1is not anomalous

that Congress considered it fair, after the 4

years expired, to give the taxpayer the privilege

of settling forever his tax liability for the year

involved iIn return for prompt payment of the only

deficiency asserted during the 4-year period.

Applying this reasoning to AS 43.05.260, the purpose of
the statute of limitations on assessments iIn section 260 is to
provide some measure of certainty to the taxpayer by fixing a
deadline for the Department to initiate an action to collect a
tax and by providing the taxpayer with the opportunity to settle
torever his tax Hliability and close his financial books after
three years. This purpose is served when the Department gives
the taxpayer a notice of assessment, which initiates a claim for

additional taxes, within the three-vear statutory period. The
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taxraver has the opportunity to Tfinally settle the question of
tax Uliability by paying the assessed amount. If the taxpayer
pays the assessed amount and rices not appeal from the notice of
assessment, the matter is closed anc the Department cannot, after
the three-year statutory period, take any further action- to
collect additional tax by issuing a notice of amended assessment.

If, however, the taxpayer chooses to contest liability
by filing an administrative appeal under AS 43.05.240, the
cuestion of the amount of tax owing must necessarily remain open.
The purpose of the limitations statute to provide some certainty
and finality to the determination cf the taxpayer®s liability
simply dees not apply where the taxpayer himself chooses to
contest tax liability.

Even when the taxpayer appeals, however, there is an
end to the process of determining the tax liability. When the
administrative appeal proceedings under AS 43,05.240 are
completed and a final departmental decision 1iIs adopted with
respect to the taxpayer®s Iliability, the Department cannot
initiate a new proceeding to collect additional taxes or
recompute tax liability for the years adjudicated. Therefore,
construing section 240 ar.c section 260 to allow the Department to
present, and the hearing officer to consider, all 1issues and
evidence relevant tc the actual liability of the taxpayer for the

taxes being appealed does not create the possibility of an
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unlimited series of additional assessments or uncertainty about
the taxpayer®s liability for an indefinite period of time.

I/le have fTound some cases which specifically consider
the question cf whether a statute of limitations a. assessments
restricts the evidence or 1issues that can be considered by a
bearing officer iIn a taxpayer appeal. The cases support our
conclusion that the Ilimitation on assessments iIn AS 3. 05.260
does not restrict or limit the hearing officer"s consideration of
new issues and evidence relevant tc the ccrrect amount of tax due
during administrative appeal oroceedings under AS 43.05.240.

In Cooner Smith v. Bragalini, 165 M.Y.S.Pc 325 CI'Y.
Sup. Ct. 1957), the court held that the statute. limitations on
assessments did net prevent the Mew York To:: Commission from
considering new and additional evidence iIn determining the
taxpayer®s actual tax liability at a hearing on the taxpayer®s
application for refund. In that case, during the formal hearings
on the taxpayer®s appeal, information not previously possessed by
the tax commission came to light, and on the basis of that new
evidence, 1t was determined that the amounts of net income
subject to tax were substantially greater than thosa upon which
the original assessments were based. On the basis of this new
evidence and theory cf liability, the commission held that the

taxDsver was not entitled to anv revision or refund.

i
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The taxpayer appealed to court, arguing that the
original assessment could r.ct be properly based upon or bolstered
by new evidence which the taring authority did not possess prior
to the running of the three-year statute of limitations. The
court rejected this argument, noting that the statute of
limitations on acsessner.tr, was concerned with the amount of the

ta:: anc not with the baris of its determination. 5/ 165 N.Y.S.?,d

In liebes v. Commissioner of Internal P.e”er.ue, 63 ?.2d
870 (Oth Cir. 1953). the courr of appeals rejected the argument
that the statute of limitations on assessments iIn the federal tar.
cede limited the new claims which the commissioner could raise iIn
proceedings before the Doarc of Ta:: Anneals when a taxpayer
petitioned for a redetermination of deficiency assessment. At

issue In that case was the ir.ternlav between two sections of the

Y Decause this was an action for refund by the taxpayer, it is
not clear whether the tax commission could have collected
additional tax beyond the amount originally assessed from the
taxpayer based cn the determination of increased tar liabilicy

durin.g the hearing on the taxpayer®s appeal. The court"s
statement that the Ilimitaticr.s statute was concerned with the
amount of tax implies that the state might be limited to
collecting the amount assessed within the statutory limitation
period. However, the case does clearly establish that a statute
of limitations c¢n assessments dees rot mlimit the evidence,
issues, or theories that a hearing officer na™ consider in

deciding whether to affirm the amount of tar. assessed..
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federal - code. the four-year statute of [limitations on

assessing canes ar.c the statute giving the Board of Ta- Appeals
jurisdiction to redetermine the correct amount of the deficiency
even If that amount is greater chan that asked for in the
original deficiency notice, 1if a claim for the additional amount
iIs asserted by the commissioner at or before the hearing.
(Revenue A.ct 1926, Section 308(e), I U.S.C.A. ? 1102(a)-.)

The taxpayer arsued that the stanutorv provision
alloving the commissioner to assert claims for additional tax
amounts during the administrative appeal proceedings should be
construed iIn conjunction with the statute of [limitations
provision to mean that the commissioner could only raise claims
that were not barred bv the statute of limitations. The court
rejected this argument and held that Congress intended that the
Board of Tax Appeals should have the power to redetermine the
correct amount of tax, even if a clain for the correct amount was
made by the commissioner after the statute of limitations on
making assessments had run. This holding was affirmed 1iIn later
federal tax cases. Telr_elbaum w . Commissioner of Internal
?.c-"cnue, 346 F._.2c 266 (7th Cir. 1965): Weaver v. Commissioner of
Internal Revenue, 25 T.C. 1067 (1956).

Although those federal cases, arc not controlling

;ecause of the differences 1In language between che state ar.c
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federal tax statures, 6/ 'te cases are relevant for the reasoning
by which the courts have held that the statute of limitations on

assessments does net prohibit introduction of new claims durins a

taxpayer®s appeal. For the purpose of our analysis, it is
significant that in Liebes the court of appears did not apply the
rule that any doubt should be resolved in favor of the taxpayer
where a taxing statute is susceptible of two constructions. See.
e.t., r.nconea, 532 ?.2d 121, 123. Instead, the court of appeals
appnec the rule that the rights of the government are never
roreclosed, except by statutory”’ language clearly indicative of

such ourtose. 63 r.2d at 372.

me id™Mi cases re not controlling with respect to the
question of whether the Alaska Department cf Revenue can raise
new 1issues and claims for additional tax amounts during an
administrative appeal hearing under AS 13.05.216 because the
language or section 210 1is substantially different from its
counterpart in the federal tax code, 26 U.S.C. 8 6211, which
trovices:

PETERIINITATEI.OriS 3Y TAJ® COURT (@) Jurisdiction as to
increase of defieiencv additional eamounts, a:
aecicrons ro the tax axcent nrcvacec ov
section /ubj, the Tax Court shall have
jurisdiction to redetermine the correct amount of
the deficiency even if the amount so redetermined
iIs greater than the amount cf the defiaier.cv,
notice of which has been mailed to the taxpaver.
and to cecermine whether any additional amount, or
addition to the tax should he assessed, if c.lain
therefore is asserted by the Secretnrv at or
before the hearing or a rchearine, .. .
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C. The statute of Limitations does not prohibit
the conference or hearing officer free, deter-
mining that the correct amount of m:: due the
state is more than that stated in the notice
of assessment from which the  taxpayer
annealed.

The next 1issue raised by this opinion reeuest Iis
whether AS 43.05.240, construed with AS 43 05.260, authorizes
hearing officers tc determine that the taxpayer owes a greater
amount of tax than that stated in the notice of assessment from
which the taxpayer appealed. An increased assessment is a likely
possibility whenever a hearing officer considers new 1issues or
claims raised by the Division. However, that is not necessarily
the result. If the taxpayer prevails on a major monetary issue,
the original assessment would be abated e”er iIf the Division
prevailed on a lesser, new 1issue. Under these circumstances,
consideration of a new 1issue merely serves to offset an
abatement.

Furthermore, an increased assessment nay result fron a
hearing officer"s decision without consideration of any new
issues. For example, 1iIn a pending case a taxpayer appealed the
audit staff"s determination of the point of production for gas.
The hearing officer decided the point of production is the sales
meter - a ooinc downstream from the ooint used bv the audit staff
in the original assessment. In this case, resolution of the

single 1issue appealed by the taxpayer resulted iIn an increased

assessment.
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AS 43.05.2 40 auchorir.es che hearing officer to
determine chc ccrrecc amount of cax due che scacc; ic does not
specifically ar.c expressly anchorice hearing officers Co increase
che assessment beyor.c che ailcounc seated in che notice of
assessnenC appealed by che taxpayer. If che question is
litigated, che oucccrce ma well hinge on Che rule of scacucorv
construction chat che court chooses to apply 1iIn interpreting
AS 43.C5.240 sr.c AS A3.05.260.

If chc court applies che rule chat in construing cax
statutes doubts should be resolved in favor of the taxpayer, the
court would most Ulikely conclude that AS 43.05.240, construed
together with AS 43.05.260, does not authorise the Department to
rake corrections in chc state"s favor ana iIncrease the assessed
amount. 7/ Although the Alaska Supreme Court has applied this

rule of statutory construction in a tax case, Union Oil Comuara*

Me have found one reported case in which a state court held
vac language in a municipal charter authorising the Board of
e.sscssors  to review and make corrections™ when an aggrtevea
u:paver applied to have a property assessment reduced did not
ithoriae the Board of Assessors to iIncrease the assessment
;yond theamount originally assessed. People ex ml “lew York
id H. J. Telephone Co. v. MNeff. 44 U.Y.S. 46 (N.Y. Sup. Ct.
"97), affirmed, 15611.Y. 701. The municipal charter provision

issue in that case was substantially different than
) 43.05.240. Section 240 is broader in that w»t expressly
:chori?.es the Department tc discover and oroducn evidence
icessary ''to determine the amount of the tax or penalty due the
rate” as wlell as authoriring the Department to rake a correction
: the assessed amount if a correction 1is warrsrtod.
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v. Department of Revenue, 560 ?.2c 21 (Alaska 19“7), i1t applies
an opposite rule m a tax case involving che statute of
limitations on assessments .

In recent cases involving interpretation and i|i|i|'
application of AS 13.05.260, the Alaska Supreme Court has applied “

the rule that statutes of [limitations barring assessment and

I
collection of taxes are strictly construed 1in favor of the -
government. Department of Revenue v. Alaska Pulp America. Inc., ms*
671 p-2d 263, 271 (Alaska 1922) (AS 13.05.260 does rot apply to 3
bar assessment of returns tiled prior to January 1, 1976, the
effective date of Section 260); Green Construction Co. V. I
Department of Revenue, 671 ?.2d 260, 263 (Alaska 1983). J.uisl
There 1is also support iIn federal case law for applying Ird"

a rule of statutory construction resolving doubts in favor of the
government, rather than the taxpayer, 1iIn ca”es involving the
meaning or application of a statute of limitations on
assessments. As previouslv discussed, in Liebes v. Ccmnissioner
of Internal Revenue, 63 F.2g 870 (9th Cir. 1933), the court of '}'i
appeals applied the rule of statutory construction chat the
rights cf the government are never Tforeclosed, except b;r
statutory language clearly indicative or suer, purpose, instead or

applying the rule that doubts should be resolved in favor cf the

taxpaver.
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Aj.thqugn iIn the case or otr.er statures or

limitations ir may be argued that they should be

construed liberally as statutes of repose, many

cour*ts have taken the view that linitations in the

case of taxes will be strictly construed in favor

of the Government,,.. IThecrer this is a rule of

construction that is entitled to general

applicability nay be questionable, but it has real

merit t/hen applied to an assessment statute.

The court of appeals iIn "ahr. cited 10 J. |llerter.s, Law

Federal Income Taxation, 5 57.01 (1976), which states that

statutes limitations barring assessment anc collection or
taxes justly due anc unpaid receive a strict construction in
favor of the governner.t, and linitations in such cases "."ill noc
be presumed in the absence of clear legislation.

To summarise, consideration of the language of
AS 13.05.240. the purpose of the statute of Ilimitations, and
application of the rule of statutory construction that the rights
of the government are never foreclosed, except by statutory
language cleariv indicative of such a purpose, Lead us to
cone luce. tha't the statute of limitations does r.ot prohibit a
departmental hearing officer adjudicating a taxpayer apDeal under

AS 13.05.240 from deciding that the correct amount of tax cue the
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state is more chan che amount seated iIn che notice of assessment
from which the ta::o«"rer annealed.

D. Oil and gas production Cares are separate

tar.es for the purpose of applying the statuo
cf limitations cn assessments
.S necessary to emphasise the limited
circumstancesur.cer which newissues car be raised and
assessments amended.

First, it should be emphasised that if no deficiency is
assessed within che three-year statutory period, or if a Notice
of Assessment is timely issued andthe taxpayer pays che amount
cf tax assessed ar.c does r.oc appeal, the Departmentis prohibited
by che statute of limitations from issuing a notice or am.encea
assessment after he expiration of che three-vear stacucorv
period. Changes 1iIn assessments after the three-year statutory
period under AS A3.05.160 arc only authorized as a result of
administrative appeal proceedings, and changes are limited co the
particular tax ar.c years on appeal.

Furthermore, for the purpose of aopiyir.g the statute of
limitations, the oil and gas production taxes must be treated as

Although che nil and gas prcduccion eaxes are
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both contained in AS 13.55, they are separate taxes established
by separate statute. 3/ AS 13.55.011 Levies the tax cn cil
production and AS 13.55.016 establishes a separate tax, based on

a different rate, for gas production.

8/ Our conclusion that ci anc gas orocuctton taxes are

separate taxes for the our:mose or applying t : statute of
limitations 1In AS 43.C5.260 " does net consider and is net
inter.aec to precJ.uce, the dossibilitv that lere mav be

circuns tances under which the Deparmer.t can reopen a closed tax
year to make a. adjustment e”en though the tax was not appealed
and none of the express exceptions in AS 43.05.360(b) apply,
A.ssune, for example, that a taxpayer appealed an oil tax
assessment fo 1977 on the ground that part of the production is

taxable as gas, not oil The taxpayer did not include the
crsputeci concer.sate in its 19// gas tax returns mo no
assessment was made. IT the taxpayer prevailed on this issue 1iIn

the oil tax appeal, the gas tax assessment might be reoper.cc and
amended to reflect the additional gas tax from the disputed

condensate. In such situation the courts would probably hold
the t.ixoaver is estCDceri from asserting the statute of
".imitations a a bar tc reopening the (as production See

Stevenson V. Burgess, 57" P.3d 733 (Alaska 1977).

The IDS Code provides fcr reopening a tax year that
otherwise 1i1s closed by the statute cf limitations to the extent
It is necessary to make a. adjustment in the closed year to
rectify a double exclusion of an 1item of income or double
allowance of a deduction resulting from an ad.judicator™” decision
with respect to the correct treatment of the item in another tax

vp.ar. See litigation or 1limitation provisions, 36 1J.S.C.
5 1311-1JP IT a court allowed the Department to reopen a
closed tax year on an estoppel theory, it would probably apply
he federal law regarding mitigation of limitations. In this

example the 191 grs tax could be reopened only for the limited
turnose of acdiTig the volume of disputed gas tc the gas tax base.
The 1977 gas tax would not be open for general reassessment and
consideration of other 1issues.
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The conclusion that the oil production I ar.c pas

production ta:: are separate taxes for che purpose of applying the
statute of Hlimitations 1is supported by cases iIn which state
courts have consistently held that income taxes and excess
profits taxes are two separate and distinct taxes for the purpose
of applying the statute, cf Hlimitations on assessments. See,
c.r., Hank v. Columbus Auto Surnix. 1Inc., 101 :M7.2d 415 (Him.
1960), in which the court held that the statute of Limitations on
deficiency assessments did not start running with rcsnect to the
excess profits tax when the taxpayer Tiled income tax returns
which provided all the information necessary to calculate any
excess profits tax owing, but did not TFfile excess profits tax
returns.

The fact that the Department has required taxpayers to
use one form with two reports in filing oil and gas production
tax returns does net alter the conclusion that the two taxes are
separate and must be treated as such for the purpose of applying
the statute of limitations on assessments. The legal effect is
the same whether two separate returns or one return with two
reports arc used.

Dor example, 1if a taxpayer provides all the required
information on the return relating to oil.tax Liability but fails

to complete the report for gas tax liability, the taxpayer has ir.

38

Ro o

¥ﬁ==



Bruce Sotolho October 16, 1984

Oe uty Commissioner Page b
Docartment of Reverer

06 00f6-05

crrecc n_ec: an cil tax recurr. ar.c liass tniiea to n¥s = gas cax
recurr. The vresult 3 ZzTia\ Che statute of limitations on
asso.ssmer.cs begins running for oil, bur r.a for gas. In this

sicuacion rhe taxpayer oould roc reasonably contend that the
stature of Hlir.irations begins running for gas because the
taxpayer has filed a return for oil and gas tares.

Applying the sarte rationale to another erarerle, if the
Division 1issued a notice of assessment for both oil and gas
production taxes for the same tar year and the taxoayer naic the
assessment for oil and appealed the assessment for gas, the
statute of Hlimitations would be suspended for the gat rar only.
The Division could not issue a notice cf amended assessment for
oil after the three-year limitation period entires. Tor could
the Division introduce evidence relating tc new Issues concerning
oil tax liability in an administrative hearing on the taxpayer-®s
appeal of a gas tax assessment because that evidence is not
relevant or material to the correct amount cf gas tar. due the
state.

Cur conclusion that oil and gas production taxes must
be treated as separate for the purpose of applying the statute of
limitations 1is alto supported by chc rationale cr '3"otost or
Pentecost and “dodoes . 98 P. Id 606 (Okla. 1940). In upholding the
validity of an amended increased assessment for income taxes, the

court iIn that case emphasizec that the same income was involved
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and the amended assessment merely chanseri the method of
calculating the ta:: due. The court implied that, if the amended
assessment had treated additional income from another source, the
increased assessment would probably have been considered a new,
time-barred assessment rather than a valid ™"amendment” to the
original assessment. Thus, Protest of Pentecost strcnai”
suggests that an assessment on the Zalue of a caxoayer®s gas
production cannot be validly ™amended™ curing the taxpayer-™s
appeal of the gas tax assessment to iInclude an additional
assessment on the taxpayer®s oil production.
Il conclusion

Finally, we will apply the Jlaw ard conclusions
discussed above to the three example cases that gave rise to this
opinion reci”.esc. In the first case the taxnaver annealed a gas
tax assessment tor 1977 ar.d paid an oil tax assessment for '"977.
-he Division 1issued Notices of Amended Assessment for both oil
and gas taxes ir. February 198A, after informal hearing 1iIn the
taxpayer"s gas tax appeal. The Notice of Amended Assessment for
the oil tax is invalid because a change iIn assessment 1is barred
ny the statute or limitations. The Notice cf Amended .Assessment
:or gas may ororerlv be treated bv the heartna o:nicer as
motion, to vreopen che hearing record. .Since the statute of
—-imitations 1is suspended for the 1977 gas tax assessment until

the hearing officer"s decision 1is 1issued and adopted bv the
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Department, AS u3.05.26Q dees not prohibit: tta hearirr officer
iron ccnsiceratin? new 1iIssues materia
I Tewever, the considerations discussed, in Infernal
Conference Decision S&-55-3 suggest that the net; issues
SaCUit not ne consieeree at this Lata stage or the appea
proceedings. 9
In the second case, the :a::Da’cr appealed an assessment
cr ci. for 197 not tor 1 and an assessment tor rtas tor
_vto 10. statute or limitations has expired for 1973 oil tax
“laoilit* ire thererore .978 oil tax cannot be re-ooened for
assessment basee on prevailing value Jowove:
limitations coes not car the Division from railsin? near Issues
oil production curme:

nfcrmal conference same result adplLies tc che third case

74 Although the statute of limitations 1iIn section 960 does not
S5ar the audit staff rrcm raisin? non; issues during administrative
appeal proceedings, the Director has decided as a matter of
policy that the practice should be limited to. situations where
the audit staff Cr. shew good cause. Whether new issues should
be introduced in an appeal proceeding requires consideration and
balancing of a number of factors, iIncluding the reason the issue
was overlooked by the audit staff iIn preparing the audit
assessment report, the timing of raising new issues, and whether
the taxpayer will have a reasonable anc fa. oopotcur..f”

':)'éfinpc to che new issues Informal Conference mceisicn

-5D-3.



in which the Division has raised
taxpayer®s oil tax liability at the

the oil tax appeal.
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John K. SJIONG. Appellant.
V.

STATE of Alaska, DEPARTMENT OF
REVENUE, Appel'ee.

No. 4255.
Supreme Court of Alaska.

Jan. 23, 1981.

Taxpayer, a nonresident crab fisher-
man, appealed from an order of the Superi-
or Court, First Judicial District, Thomas B.
Stewart, J., upholding the State's assess-
ment of net income tax against him. The
Supreme Cor.-t, Burke. J.. held that: (1)
there was sufficient nexus to justify imposi-
tion of tax; (2) nonresident crab fisherman
was not exempt from tax under interstate
income law; (3) apportionment formula was
valid; and (4) the Superior Court did not
abuse its discretion in awarding attorney
fees to the State.

Affirmed.

1 Taxation ¢=956

In order for tl e State to constitutional-
ly tax a nonresident, the nonresident must
be sufficiently involved in local events to
forge some definite link, some minimum
connection sufficient to satisfy due process
requirements. U.S.C A.Const. Amend. 14.

2. Taxation c¢c=956

Where the state of Alaska was giving
something to nonresident crab fishermen
fishing off coast of Alaska in international
waters for which he could ask a return, i. e,
supplies, employment, and a market for sale
of goods, and taxed income of fisherman
was derived from sources in the State, there
was sufficient nexus to justify imposition of
income tax. AS 43.20.010-13.26.350; AS
43.20.130(e), (e)(1) (Repealed); U.S.C.A.
Const. Amend. 14.

3. Commerce 074.15

Under commerce clause, net income
from interstate operations of foreign corpo-
ration may be subjected to state taxation
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provided the levy is riot discriminatory and
is properly apportioned to local activities
within taxing state forming sufficient nex-
us to support the tax. U.S.C.A.Const. Art.
1. 88 cl 3

4. Commerce =3=62.75

A state may not impose a tax which
discriminates against interstate commerce
by providing a direct commercial advantage
to local business relative to interstate busi-

ness. U.S.C.A.Const, Art. 1, 8 8, cl. 3.

5. Appeal and Error o0=>761

Where a point is not given more than
cursory statement in argument portion of
brief, the point will not be considered by
the Supreme Court.

6. Commerce c==7*L15

In order to qualify for exemption from
imposition of net income tax under the in-
terstate income law, a business must solicit
orders which are sent out of state for ap-
proval and then make deliveries into the
state. 15 U.S.C.A. § 381(a).

7. Commerce g=74.15

Activities of nonresident crab fisher-
man who fished off coast of Alaska in inter-
national waters and sold catch to Alaska
processors was not exempt under the inter-
state income law from paying Alaska’s net
income tax, although activities of fisherman
in state allegedly consisted soleiy of deliv-
ery of goods previously ordered under con-
tracts negotiated outside of the state. 15
U.S.C.A. § 381(a).

S. Commerce *=62.80
Constitutional Law ¢=285.2
Taxation ¢c=1005

Apportionment formula is valid under
due process and commerce clauses oniy if.
as a tax measure, it assigns to the state
income that can reasonably be said to result
from activities or properties within its bor-
ders. U.S.C.A.Const. Art. 1, §8 S, cl. 3;
Amend. 14.

9. Taxation <3=1083

Heavy burden is placed on a taxpayer
challenging a state's allocation of his in-
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come for taxation purposes to prove by
clear and cogent evidence that income at-
tributed to state is out of all appropriate
proportion to business transacted in that
state or has led to a grossly distorted result.

10. Constitutional Law c= 285.2

Taxation <€=>1005

Due process does not prohibit a tax
apportionment formula which considers out-
of-state activity in evaluating local activity
of taxpayer. U.S.C.A.Const. Amend. 14.

11. Taxation c=956

Alaska's net income tax apportionment
formula taking into account sales, property
and payroll of nonresident was merely cal-
culated to assign to the State that portion
of net income reasonably attributable to
business done in the State and as such was
constitutional. U.S.C.A.Const. Art. 1, § 8,
cl. 3; Amend. 14.

1005

In light of failure of taxpayer, a non-
resident crab fisherman, to show that tax
assessment was out of all appropriate pro-
portion to business transacted in the State
as a result of the State’s use of port-dav
formula rather than vovage-day formula in
the apportionment formula, employment of
port-dav formula was upheld.

12. Taxation

13. Taxation ¢g=>1075

A 907f allocation of nonresident crab
fisherman’s income to the State did not
produce gross distortion in apportionment
of his net income tax, although over 9570 of
his business activity was conducted outside
the State, as all of fisherman's sales were
made in the State. AS 43.20.130(e)(1) (Re-
pealed).

14. Taxation 5=962

Because allocution formula was consti-
tutional on its face and had not produced
grossly distorted result in assessment of
nonresident crab fisherman's net income
tax liability, apportionment formula was
valid. AS 43.20.010-43.20.350.

1. 15 U.S.C. § 381 (1976).

2. Sjong testified at the revpnue board hearing
that he Operates his fishing vessel between 5
and 150 miles from the coast line of Alaska.
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15. States m5=215

In action involving assessment of net
income tax against nonresident, trial court’s
award of attorney fees to the State was not
an abuse of discretion. AS 43.20.010-43.20.-
350.

Douglas M. Fryer, Moriarty, Mikkelborg,
Broz, Wells & Fryer, Seattle, Wash,, and
William B. Rozell, Faulkner, Banfield, Doo-
gan & Holmes, Juneau, for appellant.

Joseph K. Donohue. Teo C. Spengler,
Asst. Attys. Gen., Avrum M. Gross, Atty.
Gen,, Juneau, for appellee.

Before RABINOWITZ. C. J.. and CON-
NOR, BURKE and MATTHEWS, JJ.

OPINION

BURKE, Justice.

This case involves the constitutionality of
the Alaska Net Income Tax Act, AS 43.20.-
010-.350, as applied to non-resident crab
fishermen who fish off the coast of Alaska
in international waters and sell their catch
to Alaska processors. Appellant John K.
Sjong, on behalf of eleven other Wash-
ington State fishermen, claims that the
State of Alaska has no jurisdiction to tax
his net income, and that to dc so would
violate the due process and commerce claus-
es of the United States Constitution, and
section 3S1 of the Interstate Income Act.1

John K. Sjong is a commercial king crab
fisherman who resides in the State of
Washington. He has fished commercially
for at least ten years, and for eight of those
years he has owned and operated his own
fishing wvessel. His fishing vessel is li-
censed. registered, and harbored in Wash-
ington with Seattle as its designated home
port. He fishes exclusively in the interna-
tional waters surrounding Alaska2and sells

As provided by 43 U.S.C. § 1312 (1976), a state
“may extend its seaward boundaries to a line
three geographical miles distant from its coast
line."
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his catch only to Alaska processors and can-
neries.

In preparation for the fishing season,
Sjong outfits his vessel and hires a crew in
Seattle. Most of the crew members are
W ashington residents, but should a crew
member quit or become sick during the
season, emergency replacements will be
hired in Alaska. Provisions are also taken
on in Washington. Although Sjong tries to
take enough food and fuel to iast the entire
voyage, he often purchases fresh food and
extra fuel while in port in Alaska.

Prior to journeying to the fishing
grounds, Sjong negotiates a market and a
price for his catch in Seattle with represent-
atives of various processing companies.
Once the fishing season starts, Sjong will
come into an Alaska port once even' ten to
fifteen days to deliver his catch to a pro-
cessing plant, At that time, possession as
well as risk of loss and title is transferred
from the fisherman to the processors. Pay-
ment for the catch is made in Seattle after
the fishing season has ended.

Depending upon the extent of his catch,
Sjong will make anywhere from twenty to
thirty trips into port each season to sell his
crab. While in port, he obtains supplies
which enable him to continue his fishing
activities: the most important being bait
which is purchased from the local canneries
and processors. Sjong also enters Alaska
ports to obtain emergency medical treat-
ment for sick or injured crew members, or
to have emergency repairs performed on his
equipment. The ports are also open to his

3. AS 43.20.280 (repealed In 1976) provided:

(@) A person aggrieved by (he action of the
department in fixing the amount of a tax or
in imposing a penalty may apply to the de-
partment within 60 days from the date of the
notice required to he given to him by the
department, giving nonce of the grievance,
and request a hearing. At the hearing the
department may subpoena witnesses and
may administer oaths and make inquiries
necessary to determine the amount of the tax
due to the state, and if a correction is war-
ranted, the department shall make the cor-
rection after the hearing.

(b) Within 30 days after hearing and deci-
sion by the department, the taxpayer may file
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vessel in case shelter is ever needed from
storms.

On October 10, 1974, the Alaska State
Department of Revenue notified Sjong that
they had assessed his personal net income
tax for the years 1970, 1971, and 1972, and
that he owed $32,481.89 in unpaid taxes.
Pursuant to AS 43.20.280,3 Sjong applied
for a hearing on the matter. The Depart-
ment concluded that Sjong had sufficient
minimum contacts with the state to be sub-
ject to the net income tax statutes, that his
activities in the State were not exempt
from taxation under the Interstate Ircome
Law, and that the exact amount of his tax
would be determined by the apportionment
formula provided for in the state tax stat-
utes. Sjong appealed the Department’s de-
cision to the superior court; again, all issues
were resolved against him and the taxation
was upheid.

In this appeal he raises four arguments in
opposition to the taxation of his net income:
(1) the tax violates the fourteenth amend-
ment due process clause: (2) the tax vio-
lates the commerce clause: (3) the tax vio-
lates section 381 of the Interstate Income
Act: and (4) the apportionment formula
employed by the state results in an unfair
allocation of his income.

I. DUE PROCESS

[1] The first issue on appeal is whether

the taxation of Sjong’ net income consti-
tutes a taking of property without due
process of law. The fourteenth amendment

a complaint in the superior court in the judi-
cial district in which he resides, naming the
department as defendant, setting out the
facts, and stating reasons why the action is
erroneous, and praying relief from it, and the
clerk of the court shall issue summons in the
regular manner.. ..
AS 43.20.280 was repealed in 1976 by ch. 166,
? 3 SLA 1976 and has been replaced by AS
43.05.240. A number of changes in the tax law
were made in 1976, but since this case was
initially brought under the old tax statutes,
those statutes then in effect will govern the
resolution of this matter.
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due process clause “ limits states from ex-
tending their powers of taxation beyond
their borders. As such, any attempt to tax
extra-territorial values would be an uncon-
stitutional taking of property, In order for
a state to constitutionally tax a non-resi-
dent, the non-resident must be "sufficiently
involved in local events to forge 'some defi-
nite link, some minimum connection' suffi-
cient to satisfy_due process requirements."”
Northwestern”States Portland Cement Co.
V. Minnesota, 3ss u.s. -150, 465, 79 s.Ct. 357,
366, 3 L Ed.2d 421, 431 11959), uoting Mil-
ler Brothers Co. v. Maryland, s47 u.s. 340,
344—45, 74 S.Ct. 535, 533-539, 98 L.Ed. 744,
74S (1954). John Sjong contends that his
contacts with the state are so minimal that
there is an insufficient nexus upon which to
base a tax.

In determining what constitutes suffi-
cient minimum contacts for the purposes of
taxation, the Supreme Court has adopted
the following basic test first suited in VWIS
consin v J.C Penney Co, 311 u.s. 435, 61
S.Ct. 246, 85 L.Ed. 267 (1940): “That test is

. whether the taxing power exerted by
the state bears fiscal relation to protection,
opportunities , and benefits given by the
state  1N€ Simple but controlling guestion
IS whether the state has given anything for
which It can ask return.” 311 U'S. at 444,
61 S.Ct. at 250, 85 L.Ed. at 270-71 (empha-
sis added). _As we staled in North Slope
Borough V. Puget Sound Tug & Barge, ses
P.2d 924, 928 (Alaska 1979):

Due process requires that a tax be related

"to opportunities, benefits, or protection

conferred or afforded" by the taxing au-

thority and such a relationship exists "if

4, The due process clause of the fourteenth
amendment provides:

Section 1. All persons bom or naturalized in
the United States, and subject to the jurisdic-
tion thereof, are citizens of the United States
and of the state wherein they reside. No
Slate shall make or enforce any law which
shall abridge the privileges or immunities of
citizens of the United States: nor shall any
state deprive any person of life, liberty, or
property, without due process of law: nor
deny to any person within its jurisdiction the
equal protection of the laws.
U.S.Const. Amend. XIV, § L
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the tax is fairly apportioned to the com-
merce th_ere]Bcarrieq on.» Ot V. Missis-
sippi Valiev Barge Line Co, 336 u.s. 169,
174 [69 S.Ct. 432, 424], 93 L.Ed. 585, 589
(1949).
Therefore, our task is to determine whether
the protections, opportunities, and benefits
given to Sjong by the suite provide a suffi-
cient nexus to uphold the taxation of his
net income.5

[2] As the record in the case indicates,
Sjong makes approximately twenty to thir-
ty trips per season into various Alaska ports
to sell and deliver his catch of crab to
processors and canneries. While in port,
Sjong purchases any and all needed supplies
and, among other things, makes use of
emergency services when necessary.

Sjong argues that all of the services and
benefits alluded to by the state are availa-
ble to any person who travels interstate and
should not be the basis for the imposition of
a tax. What must be recognized, however,
is that unlike the services rendered to an
ordinary traveler, the services, benefits, and
protections offered to Sjong are directly
related to generating his income. Without
the opportunity to purchase fresh bait and
supplies, he would be severely hampered in
his ability to continue his fishing ventures.
Further, the availability of emergency
medical services, repair facilities, and crew
replacement in Alaska clearly benefits his
business operations, as does the opportunity
to sell his crab without the expenditure and
delay of a lengthy trip.

It is precisely this notion, that the bene-
fits afforded to the taxpayer are directly

5. in previously decided cases, contacts which
were adjudged to be sufficient 10 uphold taxa-
tion included: maintaining a leased office and
several salesmen within a state to solicit or-
ders, Sorthwestem States Portland Cement Co,
v. Minnesota, 358 U.S. 450. 79 S.Ct. 357, 3
L.Ed.2d 421 (1959): registering as a corpora-
tion to do business within a stale, Wisconsin v.
J.C. Penney Co.. 311 U.S. 435, 61 S.Ct. 246, 85
L.Ed. 267 (1940): and maintaining a sales ser-
vice office in the state which served five other
states, Williams v. Stockham Valves & Fittings,
Inc., 358 U.S 450, 79 S.Ct. 357, 3 LEd.2d 421
%1950). See also the cases cited in note 15 in-
ra.
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related to "business income generation,"”
which is central to a resolution of this issue.
In Alaska \v. Pettonia, 69 \Vash.2d 460, 418
P.2d 755 (1966), the Washington State Su-
preme Court applied this concept in uphold-
ing Alaska's taxation of the net income of a
nonresident seaman employed on a vessel in
Alaskan waters.

As in the instant case, the Washington
Supreme Court was faced with the question
of whether Petror.ia had sufficient mini-
mum contacts with the State of Alaska so
that taxation of his income would not vio-
late due process. By applying the business
income generation concept, the court deter-
mined that there were sufficient contacts to
justify imposition of a net income tax.

The defendants argue that the
benefits afforded seamen are do mini-
ms-, ... that virtually the only benefits
available from the stale of Alaska to
seamen such as the defendants are the
protection and benefits they are afforded
by the state when they are on shore in
strictly a tourist or recreational capacity.

This argument ... is impressive; how-
ever, it overlooks a most significant ele-
ment considered in applying the test of
benefits in determining minimum connec-
tions. Probably the most significant ben-
efits in the eyes of these defendant sea-
men are the wages they contemplated
receiving for their serv'ces during the
course of the vessel's voyage. The busi-
ness productivity generated by Alaska
was accountable for the wages earned by
the defendants when they were in Alas-
kan waters.

418 P.2d at 758.

The court went on to conclude: "We are
satisfied that the benefits of employment
afforded by this economic activity of the
state of Alaska constituted minimum con-
nections within the rule to avoid a denial of
due process under the Fourteenth Amend-
ment to the United States Constitution."
Id. at 759.

6. In State v. Oitndrant. we upheld certain state
laws and re%ulations relating to crab fishing
beyond the three-mile state jurisdictional limit
in the Bering Sea on the grounds that the State
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Similarly, the state in this case has ar-
gued that Sjong is also a direct beneficiary
of the economic activity of the state. As
Sjong testified, he fishes only off the Alas-
ka coast and sells exclusively to Alaska
processors. His income is derived solely
from the market Alaskan canneries and
processors provide for his fishing skills. In-
deed, his crab fishing might be rendered
totally uneconomic if he were foreclosed
from selling to Alaskan processors and had
to return to Seattle to sell his catch.

The main distinction between che instant
case and the situation described in the Pe-
rron/a case is that Petronia earned his in-
come while employed on a vessel in Alaskan
waters. Here, Sjong catches crab outside
of Alaska in international waters and then
sells them within the state. We do not
believe this distinction presents a signifi-
cant difference, for even though Sjong
fishes in international waters, the activities
of the state have a substantial effect on his
activities. As the state has pointed out, the
particular industry which Sjong is involved
in, the crab industry, has been fostered by
the policies of the state and protected by its
various police powers. See Stale v. Bun-
drant, 546 P.2d 530 (Alaska 1976), rehearing
denied, 547 P.2d 838 (Alaska 1976).6

What is of primary significance in deter-
mining the legality of the tax is whether
the income was derived from sources in the
state. AS 43.20.035(a) states that the in-
come of non-residents is taxable income
when it is "attributable to sources in the
state." Since Sjong’s income is derived
from the sale of crab to Alaska processors,
that income should be subject to the income
tax. Where the crab were actually caught
makes no difference.

Sjong also contends that income is earned
where the skill is employed to earn that
income. Ir. Petronia, for example, that por-
tion of Petronia’s work performed while his
ship was in Alaskan waters was considered
to have been income earning and taxable in

had a legitimate objective in regulating the tak-
ing of crab outside the State In order to con-
serve the crab resources existing within the
State. Id. at 554,
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Alaska. Applying the same reasoning,
Sjong claims that since the labor to catch
the crabs was employed in international
waters, no taxable income can be attributed
to the state. This argument, however, fails
to draw a distinction between income which
is the direct result of an individual's labor,
and income derived from the sale of goods,
such as crab. Absent a sale, the skill and
labor used to catch crab would result in no
profit or income to the individual.

In Bass, Ratcliff & Gretton. Ltd, v. State
Tax Commission, 266 U.S. 271, 45 S.Ct. S2,
69 L.Ed. 282 (1924), the United Slates Su-
preme Court upheld a state franchise tax
assessment based on sales within the State
of New York by a British corporation that
manufactured ale outside the state. The
corporation argued that because it was not
incorporated in New York and did not
maintain its principal place of business
there. New York could not levy a tax mere-
ly by reason of its having sales in the state.
The Supreme Court said that where "its
profits were earned by a series of transac-
tions beginning with the manufacture in
England and ending in sales in New York

.—the process of manufacturing result-
ing in no profits until it ends in sales,—the
state was justified in attributing to New
York a just proportion of the profits." 266
U.S. at 282, 45 S.Ct. at 84, 69 L.Ed. at 2S7.
Similarly, the process of fishing results in
no profits until the catch is sold to proc-
essors in Alaska.7

Sjong also argues that the actual sale of
the crab catch takes place in Washington,
ie, the contract is negotiated in Wash-
ington and payment is made there. The
only saie-related activity occurring in Alas-
ka is the delivery of the goods, and delivery

7. In the alternative, Sjong argues that no in-
come is earned wtil payment is made and
since all payments .vere made in Seattle, no
income should be attributed to the state. Vari-
ous courts have held, however, that the actual
place where mcome payments are turned over
to the taxpayer is not determinative of the
source of the income for purposes of state
income tax. See Petition of Union Elec. Co. of
Mo.. 349 Mo. 73, 161 S.W.2d 96S, 972 (1942);
In re Kansas Citv Star Co., 346 Mo. 658, 142
S.\V.2d 1029. 1039 (1940). Furthermore, a tax-
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alone should not subject him to taxation.
In support of this he cites the Supreme
Court's decision in Miller Brothers (Co. w.
Maryland, 347 U.S. 340, 74 S.Ct. 535, 98
L.Ed. 744 (1954), where the Court held that
a Delaware store could not be held liable
for Maryland use taxes on merchandise sold
to Maryland residents because of a lack of
minimum contacts. The only contact that
the store had with the taxing state was that
its truck occasionally entered the state to
deliver the previously ordered goods. Sjong
argues that since his boat enters the state
only to make deliveries, this should not con-
stitute a sufficient nexus to uphold taxa-
tion.

The situation in Miller Brothers is to be
distinguished from the case at bar. First,
in Miller Brothers the delivery truck en-
tered the state sporadically; it did not
make all deliveries. All sales were made
outside the state, and the sales made to
Maryland residents constituted only a por-
tion of the total of Miller Brothers’ overall
sales. Here, the taxpayer admits that he
has been fishing in Alaska for ten years,
and sells exclusively to Alaska processors,
His principal source of income is the money
which he receives in payment for crab deliv-
ered to those processors. The amount of
business activity is certainly more substan-
tial than that in Miller Brothers.

Second, more than "mere delivery" of
goods is taking place within Alaska. W hat
in fact is occurring is the consummation of
the sale of Sjong's crab. AS 43.20.-
130(e)(1)s states that “[sjales of tangible
personal property are in this state if (1) the
property is delivered or shipped to a pur-
chaser ... inside this state ...." There-
fore, a sale has taken place when the crab

paver cannot escape a tax on income from
sources within the state by billing from the
outside or by setting up his machinery so that
the income is_paid to him in another state.
Gross Income Tax Div. v. Bartlett, 228 Ind. 505,
93 N.E.2d 174. 177 (1950).

(==

AS 43.20.130(e) repealed by ch. 70, § 13, SLA
1975. However, since this case was instituted
under the prior tax statutes, those statutes then
in effect will govern the resolution of this mat-
ter.
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are delivered to the processor in Alaska
under a previously negotiated contract.9

In conclusion, because the state is giving
something for which it can ask in return, in
the form of supplies, employment, and a
market for sale of goods, and the taxed
income is derived from sources in the state,
there appears to be a sufficient nexus to
justify imposition of the tax.

II. COMMERCE CLAUSE

[3] The commerce clause of the United
States Constitution 10 places restraints upon
the taxing power of states similar to those
of the due process clause. In fact, these
two constitutional limits overlap to a great
extent. The courts, however, have usually
placed considerations of minimum contacts
and sufficient nexus under the due process
heading, while questions regarding the
proper apportionment of income to the tax-
ing state and the discriminatory impact of
taxes are covered by the Commerce Clause.
Central Greyhound Lines v. Mealey, 334
U.S. 653, 661, 68 S.Ct. 1260, 1265, 92 L.Ed.
1633, 16-10 (1948). See also Moorman Manu-
facturing Co. v. Bair, 437 U.S. 267, 277-79,
98 S.Ct. 2340, 2346-2343, 57 L.Ed.2d 197,
207-08 (1978). Hence, "net income from
the interstate operations of a foreign corpo-
ration may be subjected to state taxation
provided the levy is not discriminatory and
is properly apportioned to local activities
within the taxing State forming sufficient
nexus to support the [tax]." Northwestern
States Portland Cement Co. v. Minnesota,
358 U.S. 450, 452, 79 S.Ct. 357, 359, 3
L.Ed.2d 421, 424 (1959).

9. Under the Uniform Commercial Code the
transaction which occurs in Alaska constitutes
a sale. UCC §2-106(1) provides that a "sale
consists in the passing of title from the seller to
the buyer for a price." Commenting on this
section one authority states: "The transfer of
title is the essential element or the distinguish-
ing characteristic of a sale of goods." R. An-
derson. Uniform Commercial Code § 2-106,
§ 2-106:5 at 235 (2d ed. 1970). In testimony
before the Department of Revenue, Sjong's at-
torney said; "I think for the purposes of what
we're discussing, the risk of loss passes at the
time the crab is delivered. So | would say that
title of the crab is with the vessel until such
time as it is delivered to the processor.”

The test used by the United States Su-
preme Court to determine the validity of a
tax under the Commerce Clause was recent-
ly expressed in Complete Auto Transit. Inc.
V. Brady, 430 U.S. 274, 279, 97 S.Ct. 1076,
1079, 51 L.Ed.2d 326, 331 (1977). There,
four factors were analyzed to determine the
validity of the tax: (1) whether the activity
taxed had a sufficient nexus with the tax-
ing state: (2) whether the tax is fairly
related to benefits provided by the state to
the taxpayer; (3) whether the tax was fair-
ly apportioned to local activities; and (4)
whether it discriminated against interstate
commerce. As the nexus consideration and
questions of the relationship to services pro-
vided by the state has been dealt with in
the previous due process discussion supra,
and the apportionment question will be dis-
cussed infra, the only issue which we will
consider here is whether the tax discrimi-
nates against interstate commerce.

[4,5] A state may not “impose a tax
which discriminates against interstate com-

merce ... by providing a direct commercial
advantage to local business” [relative to
interstate business], Boston Stock Ex-

change v. State Tax Commission, 429 U.S.
318, 329, 97 S.Ct. 599, 606, 50 L.Ed.2d 514,
524 (1977), quoting Northwestern States
Portland Cement Co. v. Minnesota, 358 U.S.
450. 458, 79 S.Ct. 357, 362, 3 L.Ed.2d 421,
427 (1959), There appears to be no indica-
tion that this situation is present here. As
neither party has briefed this argument,
this point will not be consideredll and
whether the commerce clause will be violat-
ed by imposition of the state net income tax

10. The commerce clause is set forth in article |
of the United States Constitution: “The Con-
gress shall have the power to regulate
commerce with foreign nations, and among the
several states, and with the Indian tribes; ..."
U.S. Const, art. I. §S.

11, Where a point is not given more than a
cursory statement in the argument portion of a
brief, such point will not be considered by the
supreme court. Lewis v. State. 469 P.2d 689
(Alaska 1970). See also Kristich v. State, 550
P.2d 796 (Alaska 1976); Miller v. City of Fair-
banks. 509 P.2d 826 (Alaska 1973).
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should be determined in light of the other
overlapping areas of discussion.

1. INTERSTATE INCOME
LAW EXEMPTION
Sjong's third argument in support of his
contention that there is no jurisdiction to
tax him is that the State is prohibited from
taxing his activities under section 381(a) of
the Interstate Income Law.12 Public Law
86-272 was enacted in 1959 as a congres-
sional limitation on the Supreme Court’s
decision in the Northwestern States case,3
in response to a tremendous outcry from
interstate businesses who saw themselves
potentially subject to numerous state and
local taxes.

The pertinent part of section 381 states:
Imposition of net income tax

Minimum standards

la) No State, or political subdivision
thereof, shall have power to impose, for
any taxable year ending after September
Id, 1959, a net income tax on the income
derived within such State by any person
from interstate commerce if the only
business activities within such State by or
on behalf of such person during such tax-
able year are either, or both, of the fol-
lowing:

(1) the solicitation of orders by such
person, or his representative, in such
State for sales of tangible personal prop-
erty, which orders are sent outside the
State for approval or rejection, and, if
approved, are filled by shipment or deliv-
ery from a point outside the State

The only case in which the United States
Supreme Court has interpreted the Inter-

12. Pub.L. 86-272, codified at 15 U.S.C. 8§ 381-
354 (1976).

13. 358 U.S. 450, 79 S.Ct. 357, 3 L.£d.2d 421
(1959).

14, See S.Rep. No. 658, 86th Cong., Ist Sess..
reprinted in (1959) U.S. Code Cong. & Ad.
News. pp. 2548. 2549-50.

15. The twenty-first amendment gives to the
states power to requlate sales of alcoholic bev-
erages, Section 2 of the amendment provides
that "ftlhe transportation or importation into
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state Income Law is apparently Heublein,
Inc. v. South Carolina Tax Commission, 409
U.S. 275, 93 S.Ct. 483, 34 L.Ed.2d 472 (1972).
The holding of that case, however, actually
had very little to do with section 381. Heu-
bleinconcerned a South Carolina liquor reg-
ulation and the interaction between that
regulation, section 381, and the twenty-first
amendment to the United States Constitu-
tion.15 The Court concluded that even
though the regulation required an inter-
state business to undertake activities within
the taxing state which would take it beyond
the ambit of section 381 protection, the
state was not deliberately attempting to
structure its regulations so as to justify
imposition of a tax. The regulation was
held valid and “8§ 381 does not apply.” 409
U.S. at 2S4, 93 S.Ct. at 489, 34 L.Ed.2d at
480.

Of the lower court cases which have in-
terpreted Public Law 86-272, practically all
have been concerned with interpretation of
the word “solicitation.” The strongest line
of cases comes from decisions of the Oregon
Supreme Court. The first case, Smith,
Kline <t French Laboratories v. State Tax
Commission. 241 Or. 50, 403 P.2d 375, 377
(1965), interpreted the term broadly by
holding that it included all "lesser, included
phases" of solicitation, such as pre-solicita-
tion promotional work, so that such activi-
ties alone would not cause an interstate
business to lose its section 381 exemption.
The Oregon Supreme Court has, however,
in subsequent decisions, significantly nar-
rowed its interpretation of this key term,
and has excluded from interstate tax ex-
emption any activities not directly leading
to the placing of orders.

any State for delivery or use therein of
intoxicating liquors, in violation of the laws
thereof, is hereby prohibited." U.S.Const,
amend. XXI.

16. For example, in Olvmpia Brewing Co. v.
Dep't. of Revenue, 266 Or. 309, 511 P.2d 837
(Ore.1973), cert, denied, 415 U.S. 976, 94 S.Ct.
1561, 39 L.Ed.2d 872 (1974), the presence of
beer kegs by which retailers could dispense
draft beer destroyed the section 381(a) exemp-
tion and was sufficient to justify imposition of
the state corporation income tax. Other activi-
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Sjong contends that because his activities
in the state consist solely of the delivery of
goods previously ordered under contracts
negotiated outside of the state, he should be
exempt from taxation. He argues that sec-
tion 381(a) should not be read so narrowly
as to require all those activities described in
the section to be presen for exemption
from taxation. He relies heavily on Smlt )

line to support this view. However, as
the Oregon court's interpretation of the ba-
sic holding of Smlth, KIine has narrowed
considerably, we feel his reiiar.ce on a broad
construction of section 381(a) is untenable.

[6,7] In their decisions, the superior
court and revenue board held that in order
for an interstate business to qualify for a
section 381(a) exemption, the business activ-
ities must conform strictly to the language
of the statute. We agree with this inter-
pretation of section 381(a); that in order to
qualify for the exemption, a business must
solicit orders, which are sent out of state
for approval, and then make deliveries into
the suite. Since Sjong's acts concern only
the third part of the described activity—de-
liveries—it does not come within the statu-
tory exemption.

Looking at the original legislative intent,
this would seem to be a correct interpreta-
tion. As the bill was originally passed to
cover the types of activities litigated in the
Northwestern States case, and the activities
there consisted of in-state solicitat. m cou-
pled with out-of-state approval and deliv-
ery, the mere act of delivery should not be
sufficient to bring an interstate business
within the scope of section 381(a) coverage.
In fact, the Senate Report specifically
states, "[t]Jo qualify, however, all such or-
ders must be sent outside the State for
approval or rejection, and if approved, must
be filled by shipment or delivery from a
point outside the State." 17 This seems to

ties which the court found went beyond solici-
tation included: replacing and servicing dam-
aged merchandise. Miles Laboratories, Inc. v.
Dept of Revenue. 274 Or. 395, 546 P.2d 1081
(1976): holding consultations and contracts for
sale of goods. Iron Fireman Mfrg. Co. v. State
Fa\Commn. 251 Qr. 227. 445 P.2d 126 (1968):
and collection by salesmen of initial deposits on
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indicate exactly what types of activities
were intended to be protected by the bill.
To interpret Sjong’s activities as falling
within the exemption of section 381(a)

would controvert the legislative intent.

Furthermore, what is occurring in the
case at bar is not the mere delivery of
goods, but also the sale of tangible personal
property within the state, and such sales
are not covered by the section 381(a) ex-
emption either. In conclusion, Sjong's ac-
tivities go beyond the solicitation and deliv-
ery requirements of section 381, and are not
exempt under the Interstate Income Law.

V. THE APPORTIONMENT
FORMULA

Having determined that the state has
jurisdiction to tax Sjong’ net income, the
next issue we must address concerns the
proper apportionment of the tax. Sjo .g
contends that the apportionment formula
adopted by the Department results in an
unfair allocation of his income to the state.

(8]
ensure that only activities within the taxing
state are subject to taxation. An appor-
tionment formula is valid under the due
process and commerce clauses only if, as a
tax measure, it assigns to a state income
that can reasonably be said to result from
activities or properties within its borders.
Northwestemn States Portland Cement Co.
v. Minnesota, sss u.s. 450. 402, 79 s.ct. 357,
364, 3 L.Ed.2d 421, 429-30 (1959). In ana-
lyzing the apportionment formula, we uti-
lize a two-step process. First, sve must
address the question of whether the appor-
tionment formula as a whole is constitution-
al. Second, if it is found to be acceptable, it
must then pass the test of fairness as ap-

lied to the individual taxpayer's situation.

orfolk & Western Railway Co. v. North

merchandise. Hertf Jones Co. V. State Tax
Commn, 247 Or. 404 430 P.2d 998 (1967). For
a discussion on the Oregon line of cases, see
Hartman, "Solicitation" and "Delivery" Under
Public Law 86-272: An Uncharted Course. 29
Vand.L.Rev. 353, 364-77 (1976).

17, [1959] U.S. Code Cong. & Ad, News, p. 2548,

The purpose of apportionment is to



976 Alaska
Carolina, 297 U.S. 682. 685, 56 S.Ct. 625,
627, 80 L.Ed. 977, 980 (1936).

Concerning the first step, the United
States Supreme Court, in reviewing appeals
on the proper allocation and apportionment
of taxes, has refused to impose strict consti-
tutional restraints on a state’s apportion-
ment formula. Recognizing the artificiality
of such formulas, lhe Court states a readi-
ness to sustain any formula reasonably de-
signed to determine the net income attrib-
utable to business done in the taxing state.
"[R]Jough approximation rather than preci-
sion" is sufficient. Intemational Harvester
Co. v. Bvatt, 329 U.S. 416, 422, 67 S.Ct. 444,
447, 91 L.Ed. 390, 395 (1947), cilinp Illirois
Central Railroad Co. v. Minnesota, 309 U.S.
157, 161, 60 S.Ct. 419, 422, 84 L.Ed. 670, 674
(1940). "Unless a palpably disproportionate
result comes from an apportionment, a re-
sult which makes it patent that the tax is
levied upon interstate commerce rather
than upon an intrastate privilege, this
Court has not been willing to nullify honest
state efforts to make apportionments.” In-
temational Harvester Co. v. Bvatt, 329 U.S.
at 422-23, 67 S.Ct. at 447, 91 L.Ed. at 395.

[9] Therefore, a heavy burden is placed
on a taxpayer challenging a state's alloca-
tion of his income to prove by “clear and
cogent evidence" that the income attributed
to the state is "out of all appropriate pro-
portion to the business transacted in
that State,” or has “led to a grossly distort-
ed result.” Moorman Manufacturing Co. W
Bair, 437 U.S. 267, 274, 98 S.Ct. 2340, 2345,
57 L.Ed.2d 197, 205 (1978), quoting Hans
Rees' Sons v. North Carolina ex El. Max-
vell, 283 U.S. 123, 135, 51 S.Ct. 385, 389, 75
L.Ed. S79, 908 (1931) and Norfolk & West-
ern Railroad Co. v. Missouri Tax Commis-
sin, 390 U.S. 317, 326, 8S S.Ct. 995, 1001, 19
L.Ed.2d 1201, 1208 (1968).

18. Revenue Ruling 74-2, dated February 20.
1974, was promulgated in response to a request
from Sjong on the question of the proper allo-
cation and apportionment of income to the
state trom fishing operations. Revenue Ruling
74-2 is reprinted in (1974) Alaska Tax Reports
(CCH) ' 200-160.

19. AS 43.20.130(a) (repealed ch. 70, § 13, SLA
1975) provided:
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In the original assessment of the tax, the
Department of Revenue relied on Revenue
Ruling 74-2 18 which stated:

It must be remembered that the fishing
vessel must have actual business activity
in more than one taxing jurisdiction to
apportion, The mere fact that a boat
winters in Seattle or some other port does
not give it nexus in that state ... If all
fish products are taken in international
waters and sold in Alaska only, appor-
tionment shall not apply and all income
from fishing is to be reported to Alas-
ka... .

On the basis of this Ruling, the Department
originally refused to apportion Sjong's in-
come and allocated the entire sum to the
State. Following Sjong's protest, hearings
were held and sufficient contacts with the
State of Washington were found to require
apportionment. The Department employed
the formula outlined in AS 43.20.130(a),19
resulting in an allocation of approximately
S5-92% of Sjong's income to the State for
the years in question.

The apportionment formuia takes into
consideration three factors: Sales, property,
and payroll.  AS 43.20.130(e)(1) provides
that "sales of tangible personal property
are in this state if (1) the property is deliv-
ered or shipped to a purchaser . inside
this state regardless of the f.0.b. point or
other conditions of the sale The
Department concluded: "The crab are tan-
gible personal property delivered to a pur-
chaser within Alaska and regardless of the
other conditions of the sale (for instance, a
market negotiated outside the State) are
assignable to Alaska for purposes of the
sale factor." Because all of the sales of
crab were made in Alaska, 100% of sales
was allocated to the state.

(@) All business income which cannot be
directly apportioned and allocated to this
state shall be apportioned to this state by
multiplying the income by a fraction, the
numerator of which is the property factor
plus the payroll factor plus the sales factor,
and the denominator of which is three.
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Applying the standard provided in AS
43.20.130(g),20 the property factor was cal-
culated on the basis of the "port-day" meth-
od. This consists of a ratio of the number
of days spent in ports inside the state to the
total number of days spent in ports inside
and outside the state. For purposes of fish-
ing vessels, the port-day method excludes
idle time between fishing seasons or be-
tween charters, but does include time spent
stocking the boat with supplies and ready-
ing it for departure on a fishing voyage,
cleaning it up after a voyage, and time
spent delivering fish and taking on addi-
tional supplies during the fishing season.

The hearing examiner noted two alterna-
tive means of calculating the payroll factor:
[W]here the income producing activity is
attributable to the operation of a vessel
on the high seas as in fishing activities,
the payroll of employees engaged in
operating the vessels, should be assigned
to the State pursuant to the “port day"
method [but] where the port day
method does not reasonably approximate
the value of wages accountable for by the
business generated by Alaska, the payroll
factor should be determined by reference
to the corresponding sales of fish or crab.

Relying on the provisions of AS 43.20.-
130(g), the hearing examiner also appor-
tioned the payroll factor pursuant to the
port-day method. However, the Depart-
ment of Revenue rejected the examiner’s
calculation and chose to adopt a different
means of apportionment.. In light of the
fact that the earnings of the fishing crew
were directly dependent upon the sale of
the catch of crabs, the Department calculat-
ed the payroll factor on the basis of sales in
Alaska, Le., 100%.

20. AS -13.20.130(e) (repealed ch. 70. § 13. SLA
1975) provided:

ig) The value of vessels operating on the
high seas and compensation of employees
engaged in operating the vessels shall be ap-
portioned to the state in the ratio which the
number of days spentin ports inside the state
bears to the (otal number of days spent in
pons inside and outside the state. The term
"days spent in pons" does not include peri-
ods when ships are tied up because of stnkes
or withheld from the Alaska service for re-
pairs. or because cf seasonal reduction of
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[10,11] Sjong contends that since more
than 95% of his business activity is conduct-
ed outside of Alaska, a formula which allo-
cates approximately 85-92% of his income
to the state is manifestly unfair. The
courts, however, have upheld allocations
which take into account income earned out-
side of the taxing state's borders, so long as
the values can be "reasonably attributable”
to activities occurring within the taxing
state. In Wisconsin \v. J.C. Penney (o., 311
U.S. 435, 445, 61 S.Ct. 246, 250, 85 L.Ed. 267,
271 (1940), the Court said there was nothing
unconstitutional about a tax which is con-
tingent upon events brought to pass with-
out a state, so long as there is a nexus
between such tax and transactions within a
state for which the tax is an exaction. Due
process does rot prohibit a formula which
considers out-of-state activity in evaluating
the local activity. Intemational Harvester
Co. v. Bvatt, 329 U.S. at 423, 67 S.Ct. at 447,
91 L.Ed. at 395. So, in the instant case, che
mere fact that the sales of crab in Alaska
are contingent upon negotiations in Seattle
and crab fishing in international waters
should not act to invalidate the tax. Our
task is not to determine whether this for-
mula is the best method of apportioning
income, but merely whether it is fairly cal-
culated to assign to the state that portion of
net income reasonably attributable to the
business done in the state. This it seems to
have done.

The second step is to determine whether
the formula as applied to the individual
taxpayer has produced a fair apportion-
ment. The taxpayer has made two chal-
lenges to the apportionment scheme. He
first challenges the employment of the port-
day formula in calculating the property fac-

service. Days in port are computed by divid-
ing the aggregate number of hours in all
ports by 24. The value of aircraft and auto-
motive vehicles operating as freight and pas-
senger earners from, to, and inside the state
and compensation of employees so engaged
are apportioned to the state in the ratio
which tne number of days dunng which the
services are rendered inside the state bears to
the total number of days dunng which the
services are rendered inside and outside the
state.
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tor, and argues that a vovage-day formula
be used in its place. The "vovage-day"
formula would apportion the vessel’s in-
come or. the basis of a ratio of the number
of days in the state to the number of da
nside and outside of _the state. ge UC
enbach Steamship Co. v. Franchise Tax
Board, 219 cal.App.2d 710, 33 Cal.Rptr. 544,
547 (1963). This, he claims, would take into
consideration time spent making repairs on
the boat, and negotiating a market for his
crab catch; factors which the “port-day”
formula does not take into account.

[12] Sjong has not shown that the port-
day method results in a gross distortion of
his tax. True, he has argued that one for-
mula may be slightly fairer than the other
and may better represent his particular ac-
tivities. but courts do not usually invalidate
an assessment unless the tax is "out of all
appropriate proportion to the business
transacted ... in that state.” HanS Rees'
Sons v. North Caroling, 283 u.s. 123,135, 51
S.Ct. 385, 389, 75 L.Ed. S79, 908 (1931).
This he has not shown, and in light of his
failure to do so, the employment of the
port-day formula should be upheld.

[13] Sjong’s second argument ir that the
Department should not have n"' .ed 1009c
of the sales and payroll to th> state when
over 95?2c of his business activity is conduct-
ed outside the state. The statute in ques-
tion, AS 43.20.130(e)(1) provides that "Sales
of tangible personal property are in this

state if (1) the property is delivered or
shipped to a purchaser inside this
state.” All of Sjong’s sales are made in

Alaska and a 90To allocation of income to
the state does not produce a gross distor-
tion. In fact, failure to allocate sales to the
state in which they are made would gTeatly
underrepresent the extent of the taxpayer's
activities within the state.

Finally, under AS 43.20.140,21 the Depart-
ment had the discretion to base the payroll

21, AS 43.20.140 is repealed by ch. 70 § 13. SLA
1975.

22. Seenote 3, supra.

23. AS 14.20.205 provides tenured teachers a
right to judicial review of their termination as
follows:
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factor on sales if it determined the port-day
formula did not fully represent the extent
of the taxpayer's business activity in the
state. Given that Sjong’s earnings were
dependent upon sales, it is hard to conclude
that there was no reasonable basis for its
decision.

[14]
constitutional on its face, and has not pro-
duced a grossly distorted result in the as-
sessment of Sjong's tax liability, we hold
the Department's apportionment formula
valid.

V. ATTORNEY'S FEES

The final issue ir, this appeal is whether
the superior court abused its discretion in
awarding $1,775 to the state for its attor-
ney's fees. Because he had a statutory
right to appeal the decision of the taxing
authority to the superior court,2 Sjong con-
tends that the court erred. He relies upon
our decision in C”Sp v. Kenal Peninsula
Borough School District, ss7 p.2d 1168
(Alaska 1978).

In C”Sp, we reversed an award of attor-
ney's fees against a dismissed tenured
teacher in his unsuccessful appeal to the
superior court from his employer's decision
to terminate his contract.23 In our opinion,
we stated: "Given Crisp's statutorily guar-
anteed right to contest his dismissal in the
courts, we think it would be manifestly
unreasonable to penalize the exercise of
that right by allowing an award of an
attorney’s fees to the school district.” dv
at 1169 (footnote omitted) (emphasis in
original).

Upon further reflection we realize that
our statement in CrISp may be subject to
misinterpretation. In that case we were
influenced by the importance of the right
being asserted. In a very real sense Crisp's
entire future was at stake, due to the dam-
age likely to be done to his professional

Judicial review. 1f a school hoard reaches a
decision unfavorable to a teacher, the teacher
is entitled to a de novo trial in the superior
court. However, a teacher who has not at-
tained tenure rights is not entitled to judicial
review according to this section.

Because the allocation formula i
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reputation b;, the school board’s action.
Because of chis we concluded that the risk
of liability for the employer’s attorney’s
fees was an impermissible burden to place
on one in Crisp’s position. 587 P.2d at 1170,
n. 7.

There are a multitude of administrative
decisions, however, including the one in the
case at bar, having consequences far less
significant. Many of these decisions are
appealable to the courts. As to these, the
rule announced in Crispdoes not apply. In
such cases the courts may continue to assess
reasonable attorney's fees against the los-
ing party. See Rules 29(d) and 45, Alaska
R.App.P.; Kodiak Western Alaska Airlires,
Inc. v. Boo Harris Flying Service, Ic., 592
P.2d 1200, 1204-05 (Alaska 1979).

[15] Since we are unable to say that the
superior court's award of attorney's fees in
this case amounted to an abuse of discre-
tion, we uphold the award.24

The judgment of the superior court is
AFFIRMED.

GOLDIES, INC., Appellant,
V.
ALASKA HOTEL & RESTAURANT EM-

PLOYEES HEALTH AND WELFARE
FUND, Alaska Hotel and Restaurant

Employees Pension Trust and Legal
Trust, Appellees.
No. 5078.

Supreme Court of Alaska.

Feb. 6, 1981.

Suit was brought to recover payments
allegedly owing to union trust funds. The

24, Sjong also argues that because this appeal
Involves a question of genuine public interest
brought in good faith, it would constitute an
abuse of discretion to award attorney's fees
against a losing party. Gilbert v. State. 526

Superior Court, Third Judicial District, An-
chorage, Milton M. Souter, J., granted sum-
mary judgment for the trust funds, and
employer appealed. The Supreme Court,
Matthews, J.. held that: (1) employer's obli-
gation to pay into union trust fund was
part of its employees' compensation, and
thus actions of union in failing to perform
condition of collective bargaining agree-
ment whereby union -orally agreed to at-
tempt to organize and picket employer’s
competitor, whether or not such condition
was legal, did not defeat employer's obliga-
tion to make employee benefit contribu-
tions, and (2) there was no error in award
of liquidated damages.

Affirmed.

131.4

Employees, beneficiaries of trust
funds, were third-party beneficiaries of col-
lective bargaining agreement between un-
ion and employer under which employer
was required to make monthly payments to
the trui funds.

1. Labor Relations

as

2. Labor Relations «=>131.6

Employer’s obligation to pay into union
trust funds was part of its employees' com-
pensation, and thu3 actions of union in fail-
ing to perform condition of collective bar-
gaining agreement whereby union orally
agreed to attempt to organize and picket
employer’s competitor, whether or not such
condition was legal, did not defeat employ-
er's obligation to make employee benefit
contributions; employer’s remedy was to
sue the union for damages or seek rescission
of the agreement.

3. Labor Relations e=»131.6

Invalidity or illegality of a collective
bargaining agreement does not alter em-
ployer’s duty to make employee benefit con-
tributions.

P.2d 1131, 1136 (\Alaska 19741 A tax dispute
which primarily concerns the taxpayer's OWN
tax liability is not the type of public interest
Euit contemplated in Gilbert. Such is the case
ere.
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Th* Honorable Pat Pourchot U | 'TV?C

Finance Committee oo o+ WJ
Alaska State Legislature
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Juneau, Alaska 99811

nA

Re: Expedite Collection of Disputed
Taxes

Dear Representative Pourchot:

Some members of the Legislature have expressed concern regarding the
delay 1n collecting disputed taxes. Olsputed taxes Include all assessed
taxes vMch have not been paid and which the taxpayers*are appealing. A
proposal has been raised 1n the Interim Report of the House Finance
Subcommittee on 011 and Gas (January 17, 1586) to require prepayment of
disputed taxes at some stage 1n the appeal process. The 01! and Gas
Section of the Attorney General's Office hasbee.i Involved In reviewing
this proposal from a constitutional perspective.

The Department of Revenue has reviewed the Interim Report and the
draft of the 011 and Gas Section's opinion. The Department is concerned
that the Legislature may not be aware of the <& feet the prepayment of
disputed taxes requirement will have on various types of taxpayers. The
Interim Report mentions only the affect prepayment of disputed'taxes will
have on the oil and gas Industry. However, as pointed out In a foot note
In the draft decision by the Attorney General's Oil and Gas Section, a
prepayment requirement will also affect non-oil and gas corporations.
This 1s because the current Income tax laws governing the oil ard gas
industry are under the corporate net Income tax provisions of AS 43.20
et, seo. ever since the separate Income tax provisions of AS 43.21 et.
scg. regarding the oil and gas Industry were repealed. Equal protection
safeguards require that all taxpayers of the same class under each type
of tax be 3uhject to the same tax provisions. Lehnhausin v. Lake Shore
Auto Parts Co.. 410 U.S. 356 (1972); In the Matter of the Tax Appeal of
Slwoson Manor. Inc.. 548 P.2d 246 (Haw. 1976). Therefore, corporations

that will be affected by any requirement of prepayment of dtsputed taxes
will include small corporations, Msh processors, timber Industry, nearly
bankrupt corporations, etc., as well as the dl and gas corporations.

Based on 'the Department's experience regarding the ability of these
noh-oll and gas corporations to pay assessments which, they challenge In
good faith, w* find their 1'naMl.lty to pay will prevent them from
exercising their due> process right to> appeal.

3LifiiTIFFX FYHIBIT S *



Additionally, we find tfta* the due process rights of *11 corporate
taxpayers, oil and gas corporations *ndoon-0ll and gas corporations, may
be violated by requiring early prepayment of disputed tarn during the
department's administrative appeal process. There Is a difference

between the department's appeal levels and due process protections
afforded at each level, which 1s more pronounced concerning appeals under
>5 43.20 et. seo.. Since the Attorney General's 011 and Gas Section

deals with oil and gas production tax cases under AS 43.SS et. seg.. u
1s not familiar with the difference 1n the appeal procedures under AS
43.20 et. seg.. Therefore, their draft decision does not consider these
differences nor the practical aspects of the appeal process at a prograa
-Tevel vhtch-aead to be discussed.

Further, prepayment of disputed taxes after completion of the
administrative appeal process may violate due process protections because
of the inability to pay, as well as usurp the authority of the judicial
branch of government. There are a nutaber of legal restrictions and
practical concerns which must be emphasized -involving the Judicial
branch's authority to determine whether prepayment of disputed .taxes
Should be required.

Host importantly, the prepayment of disputed* taxes will have a
monumental and detrimental effect on the Department's entire operation,
emphasis, and ability to successfully litigate tax challenges.

*

We propose Chat the collection of disputed taxes may be expedited
more  successfully through other approaches .hen the prepayment
requirement. Many of these approaches have been i cently adopted. Other
could be adopted through the assistance of the legislature.

In this letter, ue outline the handling of disputed tax controversies
by comprehensively examining the assessment and appeal process,
discussing the reasons for delays, and comparing these procedures to the
practices of the federal government and other states. We also address

the affect the prepayment requirement will have on the various levels of
the Department's and the court's appeal process. Lastly, but most
Importantly, we explain alternative approaches to prepayment currently
adopted or proposed that will expedite the collection of disputed taxes.

I. The Assessment And Appeal Process

The tax administration procedures of the Oepartraent of Revenue are

outlined through statutes, regulations. Internal Revenue Code, Treasury
Regulations. Department hearing decisions.. Department Tax Rulings, case
law, etc.. However, the oaslc premise underlining effective tax

administration 1s voluntary compliance by taxpayers. Thus, the duty to
determine the amount of taxas due 1$ upon the taxpayer, applying the
various applicable tax provisions and guidelines. The Department' serves
a watchdog function in-Insuring, compliance. This.results 1n-assessment.*



Issued to taxpayers for additional taxes. Under current law, the

taxpayer that agrees to th* assessment H required to pay. If the
taxpayer disagrees with the assessment and appeals, ' paymnt 1s not
required wuntil the appeal Is finally resolved. *The appeal process
Includes both administrative and Judicial levels of review. AS
43.05.240; IS AAC 05 et. seo,. There are two levels of administrative

appeal within the Department, the Informal conference and the formal
hearing. Appeal after the formal hearing decision Is to Alaska Superior
Court. Th* appeal process can proceed through the courts to the U.S.
Supreme Court. Final resolution of the appeal occurs after exhaustion or
waiver of Judicial appeal rights. This Is when the disputed taxes must
..be paid as..well as attorneys fees. 1f the final determination 1s against
th* taxpayer.

ThU section comprehensively examines the Department's assessment and
appeal processes, reasons for delays, and the affect prepayment of
disputed taxes will have. Additionally, vecompare the assessment and
appeal process and prepayment requirements tothe federal and other state
tax processes.

l - * * %

A. The Assessment Level Of Review

Tha Audit Division 1s responsible for revlewlng tax returns and
monitoring taxpayers through audits to Insure that taxable Income 1s

properly calculated and reported. If the Olvlslon determines that an
adjustment 1s required, 1t will |Inform the taxpayer that either more
taxes are owed or a refund 1s warranted. If -ore taxes are due, an
assessment notice will be Issued. This nnotlca m required within three

years of the filing of the return, although ther Is no time 1lcnkt 1f no
return or a fraudulent return 1s f.tled. AS 43.-.5.260. This three year
Unit 1s referred to as" the statute of limitations for assessments. This
statute of limitations can be waivedif the taxpayer agrees to an
extension of time for assessment.

As a practical matter, assessments are often made when the three year
statute of limitations period Is aboutto expire. The reason 1s that
there arc very few auditors compared to taxpayers, and that audits of
taxpayers, especially large multi-state and multi-national taxpayers like
the oil and gas companies, can take years to complete. These assessments
are often very high as compared to the final adjusted assessment made
during the appeal period. The reason -1s that auditors oust make an
aggressive although reasonable evaluation 1n order to Insure that the
State receives the money 1t 1s entitled to. They can not later amend the
assessment after the statute of limitation <for assessments has expired.
tfT"Attorney General's Opinion ho. 2 (Oct. 16. 1984) at 35 funder certain
conditions assessments can be amended, but as a matter of policy, there
must.by a showing of good cause by the Audit Division, considering the
reasons vhy’the issue was overlooked by the Audit Division, timing of the
newly-raised issue, and the taxpayer's ability to respond).



1 goxson* for delay ,

There a number of reasons for delays during the assessment period.
Waivers of the statute of Ilimitations for assessments do occur. This
results In assessments being Issued much later than three years after the
tax return Is filed. Hany taxpayers realize 1t 1s In their best interest
to be cooperative and have an adequate audit performed. Otherwise, an
auditor will charge* the maximum tax because there has not been time
tnougft to thoroughly review the taxpayer's records which may reveal
deductions and credits for business exoenses. Additionally, the waiver
way be signed because a tax Issue may affect several years or it Is such
a new lIssue that more tl»c 1s needed to evaluate Us tax consequence
"(market price of oil. prevailing values, transportation costs associated
with transporting oil and gas). ATTo, there may be other taxing
Jurisdictions at a state or federal level or other audits underway that
are dealing with the same Issue or taxpayer. It 1s not an
administratively sound practice to |litigate the same Issue for each
taxpayer for each tax year considering the expenditure of money-and
staff. The delays are calculated to save administrative costs and Juggle

ethe limited audit staff.

The taxpayer has the right to appeal an assessment. AS A3.04.240; 15
AAC 05.010. The taxpayer has SO days after being notified of an

assessment to ftlt a written appeal with the Department. 15 AAC
05.010(a). The taxpayercan request an Informal conference, or bypass
the Informal conference and proceec to a formal hearing. 15 AAC

05.010(a)(S), The Taxpayer is not required to ay the disputed taxes,
but must pay all undisputed taxes.

It should be clarified that prepayment of ilsputed taxes does not
occur after the audit stage. There has been seme disagreement whether
the 011 and Gas Corporate Income Tax provisions of AS 43.21.070 required
a prepayment of taxes that could later be appealed. This provision only
addresses the Initial payment of the 011 and Gas Corporate Income Taxes
by the taxpayer. Unllte other taxes in which the taxpayer submit: the
tax payment with the return, under the 011 and Gas Corporate Income Tax
provisions, the taxpayer riles thereturn with the department which
notifies It of the amount to pay. AS 43.21.070. This does _not
constitute a prepayment of assessed taxes resulting from an audit. Even
under the 011 and Gas Properties Production Tax provisions of, AS 43.55
et. sen., there 1s no prepayment of disputed taxes, what does occur 1s a
requirement to make estimated tax payments under IS Aﬁe 55.165. These
estimated tax payments only apply to taxes due after 1984 concerning the
oil valuation. There 1s an expedited appeal process through the refund
and credit provision ofl5 AC 55.165 to handle any later dispute
concerning overpayment.



2, Prepayment after Assessment

The taxpayer 1s not required and should not be required to pay the
assessment at this, stage in the Department's administrative procedures

because no hearing has been held, In cases Involving desk audits, the
taxpayer may never have even been contacted by the Department until the
assessment notice 1s received. It Is well established that before the

payment of disputed taxes and the taking of any property right, due
process requires that adequate notice and a hearing occur. Connlssloner
v. Shaolro. 424 U.S. 614 (1976); Puentes v, Shevln. 407 U.S. 67 (1972);

RHEPFROgy Kelly. 397 (U.S. 254 (1970).

As a" practical matter, if prepayment was required after the
assessment, taxpayers would not be "as cooperative 1n providing the
Information during the three year audit period, or in waiving the statute
of limitations. This would require more employment of discovery devises
(subpoenas, summons, Interrogatories, depositions, etc.), which would be
costly 1n both time and money to the state. Additionally, the prepayment
requirement may prescribe a different assessment approach than the
aggressive approach nov followed. Since disputed taxes are often reduced
at later stages of theadministrative process. 1t may not be reasonable
to require the maximumperceived assessment. This could result In the
State losing millions of dollars of taxes.

. Additionally, the assessments would not be as well prepared as they
now are because of the uncooperative feellngs which would begin to

permeate the process'. The Audit Oivision may not be able to sustain
their Initial burden of proof that the assessrmt is warranted. Thus,
tax c.ises will be Irreparably lost at the asscss”™-nt level.

5. Informal Conference

The informal conference Is the first level of review of a challenged

assessment. A- conference officer discusses the assessment with the
taxpayer through correspondence. In-person, and/or through telephone
conferences. A number of contacts may be required to complete review. A
written decision will be issued upon completing the informal conference.
15 AAC 05.020(c). The taxpayer has 30 days after an Informal conference
decision to file written notice requesting a formal hearing. 15 AAC
05.030(b).
6.

One point that must be emphasised Is that "'the Informal conference'is
not a hearing in which the due process protections regarding the right to
appeal apply. In the matter of Taxpayers (Pseudonvmedl. Revenue Hearing
Oeelslon 84-27 (Oct. 17, 1984) at 21-23. The actual conduct of the
hearing 1s a one-on-one conference between the taxpayer's representative

and the division's representative. We emphasis In the terminology
employed that this level of review |Is a ‘conference* rather than a
hearing. No rules of evidence are employed. There Is no Impartial-

hearing officer to examine the evidence presented'by both.sides of the



controversy. In fact. 1n many of the previous inforwal conferences
before the development of the Appeals Section of the Audit Division, the
tnfomul conference officer often participated In'the assessment for
which he/she was now reviewing.

Thera 1s another reason why the first level of review after
assessment 1s designated as a “conference*and not a hearing. Thl* level
of review wasestablished to provide a review level which would be
non-adversartal. Unlike the formal hearing 1n which the Appeals Section
does take an adversary rale on behalf of the Audit O0lvlslon, the
atmosphere of the Informal conference 1s to provide an opportunity for
discussion” At this stage of vreview, the taxpayer often supplies
documents or other forms of evidence .to”~support Its position, or presents
a legal analysis why 1t disagrees wlth~th* assessment. In many cases In
which only a desk audit occurred, this is the first opportunity that the
taxpayer has had to discuss the matter with a Department representative.
The Informal conference decision often results in abatement or partial
abatement of the original assessment due to new evidence. In recent
years with the development and maturing of the Appeals Section, they have
been authorized to negotiate and settle cases. that realistic from a
practical viewpoint the State would not likely prevail. As a result of
this nonadversarlal approach, the expertise of the Appeals Section, and
the ability to settle cases, nearly 9055 of all assessment disputes are
resolved at the Informal conference level of review.

1- Reasons For Oelav

There are a number of reasons far delay at :ne Informal conference
level. Many of these reasons arc Ildentical to -iose experiences at th*
assessment level, which have already been dlscussrd. The time frame for
holding an Informal conference may vary, dependng on the number of
Informal conference officers, the complexity of the Issues, stays and
consolidations of appeal, the availability of the pertinent officials of
the taxpayer, etc. t,lralted staff to review each appeal request has been
.a major contributing factor to delays. For example, before the Petroleum
Revenue Division was merged Into the Audit Division In 1985. only one
Informal conference officer existed to handle all tax appeals under the
Oil and Gas Corporate Income Tax provisions of AS 43.21 et. seq L1 Oil and
Gas Properties Production Tax provisions of AS 43.>5 et. seq.. and the
Oil and Gas Exploration, Production aod-Ptpellne Transportation Property
Taxes provisions of AS 43.5b et. sen.. Additionally, a great deal of the
assessment actions were stayed until resolution of certain basic issues.
For example, nearly all appeals arising under assessments of 011 and Gas
Corporate income Taxes (AS 43.21 et; seqg.) were stayed due to the
constitutionality challenge wnich has only been recently resolved by ARCO

v. State of Alaska. Department of Revenue. P.2d , Supreme Ct. No.

2965 (August 16, 1985). appeal denied by the U.S. Supreme Court on

January T3, 1986. As previously mentioned, 1t would be cumbersome,

fxpensive and non—effec.tiYe for the,.DepartpeptS. to litigate all .ti(ase.s
* L '

L] " L] L N ) L]



Involving the same Issue. Even If the Ocp«rtment was successful In cach-
es?* 1t separately pursued. administrative costs are not reimbursable
when attorney fe*s and costs are awarded. Additionally, it allows the
Department to carefully screen |Its similar cases and orocecd with the
*best4 test cast, further delays are due to th* fact that the Informal
conference officer 1s faced with Issues of first Impression or cases
which require more development to successfully litigate.

2. Prepayment after informal Conferenc*

If prepayment of. disputed taxes 1s required after the Informal
conference decision, the State will not be as successful In resolving tax
-controversies at this early stage of review. The nature of the Informal
conference will become adversarial. VIIW» the weight of ocyment breathing
down the taxpayer's neck, the taxpayer will be more defensive and less
Informative 1n providing Information and discussing Its 'tax position.
Part of the reason for this change In atmosphere will be that attorneys
will enter the tax appeal process at an earlier stage of review.
Currently, the taxpayers’ representatives Involved in the Informal
conference are accountants, CPA. internal tax counsel, or officers and
officials of th* corporation. The presences of attorneys will create i
procedural nightmare of discovery tactics, objections, motions, and
briefs. This will require the Audit Division's Appeal Section staff to
be attorneys or represented by attorneys In order to effectively
respond. The admlinlstratlve costs of the Informal .conference will soar
because of the delays and the expense of hiring attorneys.

Additionally, if prepayment 1s required after the Informal conference
decision, the Informal conference procedures w‘'l require amendment In
order to adhere to due process requirements. »¢ entire format of the
conference will change to a hearing, with an 1 .partial hearing officer
and advocates from the Audit Olvislon, recorded, etc. This will cause
additional expenses. In reality, though,, this uni simply be a duplicate
of the formal hearing process. Therefore, this stage of review.will be
revoked. This is the stage of review that 1s conducive to settling 3W
of all tax disputes. Thus, the case load facing the formal hearing level

will overwhelming.

If the informal conference procedures are not amended to resemble a
hearing level of review, another practical result is that taxpayers will
be-inclined .to waive this levei of review and proceed to formal hearing.
Taxpayers will want to be afforded their full due process rights and
safeguards provided 1n a formal hearing 1f prepayment 1S required. Hany
taxpayers even now waive Informal conference because they wish to nave
th* matter resolved by a non-division representative 1n a quasl-Judldal

forum that adheres to a trial approachto review. It has be«n our
experience that appealed tax cases that .have not been subject to ar
informal conference level of review areill-prepared for th* type of

review procedures, conducting.at the formal hearing level. Th* facts an



L] L] *

not organized nor agreed to. The Issues are not forauUtcd-. Both
parties, the taxpayer and the Audit Division, are not faaiHar with the
dispute, Lengthy delays In the fortoal hearing process occur because a
number of prehearing conferences are required for stipulations of facts,
to prepare, mark and exchange the exhibits, narrow the Issues, order
discovery, respond to /notions, present briefs, and summons witnesses.
Even after the formal hearing, the record must often remain open to
address new evidence-or Issues that arise at the hearing. It has often
taken a couple of years from assignment of a formal hearing to closing of
the record 1n these types of cases. The chaos that can be created at the
formal hearing level by such universal waiver of the Informal conference
could Jeopardize the trial level status which the formal hearing level
-now maintains. If the.courts determine that procedural]* the formal
hearing 1s inherently defective in nbt*being able to be conducted review
In a manner reflective of a trUIl with Us organized format, de novo

review may be exercised by the courts. It 1s not likely these” cases
would simply be remanded because of the Inherent nature of the problem at
the formal hearing level. Oe novo would very likely result 1n the need

for a new court system established exclusively to hear coorplex tax cases.
C. . Formal Hearing

The formal hearing 1s the trial Ilevel for. tax disputes. A Revenue
hearing examiner Is appointed by the Commissioner to serve as a hearing

officer for the .appeal. A formal hearing 1s often preceded by a
prehearing conference, briefing, and discovery requests. A formal
hearing. like an Informal conference, can be conducted through
correspondence, In-pcrson, and/or by a telepho. 4 conference. Usually,

the actual hearing 1s 1n-person regarding tax matters, with the Appeals
section representing the Audit Division and the Taxpayer represented by
one or more representatives (attorneys, CPAs, accountants, corporate

officers and officials). The Alaska rules of evidence are followed
although relaxed concerning such Issues as admission of hearsay
evidence. The procedural rules established 1n 15 AAC 05.030 are
followed. Full due process safeguards are provided with adequate notice

and full opportunity to be heard by an Impartial hearing officer. For
large taxpayers, major disputes, or when a number of taxpayers request
consolidated hearings, the actual hearing can take days. The record
often remains open after the hearing to allow both sides to present all
the evidence, they want into the record or additional briefing, and to
allow the opposing party the opportunity to examine and state any
objection to any such new evidence and to file a responding brief.

A formal hearing decision is |Issued after the record is closed and
reviewed. Formal hearing decisions have precedential value and must be
followed by taxpayers and the Oerart.men+. Although the decision In its
original . form is confldentla 1-'unless confidentiality -1s waived by the
taxpayer or Is appealed, a pseudonymed and abstracted versionof *the
decision will be released. Taxpayers are often successful at the formal
hearing Ieveli of review,' »From ,1982- - 198A. the taxpayer has won near(l(y



50X of trh* tax cases or tax amounts at issue. Unsuccessful taxoayers
have the right to appeal this final administrative decision to Superior
Court. These taxpayers art required to pay all undisputed taxes. The
courts review Is Halted to an appeal on the record, with the taxpayer
and the Department: not allowed to raise new Issues nor present new

evidence.

1. Delays In The Formal Hearing Process

Delays hav« occurred in the formal hearing process for seme of the
same reasons previously mentioned. Limited staff and a growing backlog
N~ of cases are major explanations for delays. The Hearing Examiner Section
i "“handles not only tax appeals,but 'other revenue appeals Including
permanent dividend appeals, games of chance and skill appeals,
enforcement appeals, child support appeals, etc. Until recently, there
was only one to two hearing examiners. There are now four. There was a
large backlog of cases which has now been greatly reduced. The goal,
which should be reachedthis year, is for Issuance of a decision within
Six oonths of the closure of the record.

Delays have also resulted because of stays pending resolution of a
numOer of tax cases before the courts, both, at the federal and state
levels. Additionally, as previously mentioned, delays occur because the
hearing officers have left the records open in cases In order to Insure
that both the taxpayer and Audit Division i.ve presented their entire

case.

2. Prepayment of Qlsputed Taxes After Formal -faring

The Department's concern regarding requiring prepayment of disputed
taxes after the formal hearing decision is that It willJeopardize th*
right of taxpayers to appeal to the courts because they are unable to pay
the taxes. This factor is addressed wunder current court rules, by the
right to file a supersedeas bond. |In particular, the small corporations
and corporations which are experiencing economic deoressions (fisheries

business, timber Industry. etc.) will suffer.. Bankruptcy,
reorganizations, or curtailing of business operations may result in order
for tnese corporations to attempt to raise the money to appeal. Many
will never be able to appeal because of the lack of money.

It has been our experience that the type of Issues that taxpayers
continue to appeal to tne courts are Issues of first impression and/or
which the taxpayers bring 1n good faith, fne court process of review ly
too costly and Ilengthy for most taxpayers to argue a- frivolous or
non-meritoHous appeal, and th*1lr business operation and tax strategy too
interdependent to make a novel and wuosuoportaole tax position. A
taxpayer who brings a frivolous appeal or who stonewalls the Department's
official position can be sanctioned through penalties. This is because
formal hearing decisions have the precedential forc* of law, and all
.taxpayers are required for all later tax years to adhere to the decision.



Additionally, tiia Department 1s concerned the atuwiphere of. the
fonaal' hearing cay change because of the pressure of prepayment. Hary of
these concerns are expressed 1ft the last section concerning the Informal
conference. The taxpayers «y attempt to postpone payment by instigating
a ecircus* approach to the hearing. The hearing process may be besieged

by motions, discovery requests, delay tactics, objections and
Jurisdictional challenges, etc. Again, as previously mentioned, this
could Jeopardize the. trial level status of the formal hearing end allow
de ngyg review at the court level. The courts do not have the same

degree of expertise and specialized knowledge concerning tax matters as
the Department, nor the awoant of personnel required to handle de novo
review of tax cases. 'Additionally, these types of delays will gravely
'"raffect the""administration of taxes. . The Audit Division relies upon the
formal hearing decisions being issued Ts soon as possible 1n order to
give the Audit Division direction involving other similar tax cases.

Other concerns of the Department center around the authority of the
Jadiclary to determine 1f prepayment should be required. This will be

discussed in the next section. g
0. Judicial Review

An appeal from a formal hearing decision is to Alaska Superior
Court. AS 13.05-.210: 15 AAC 05.010. The appeal 1s on the record, with
no .do novo review. This means there is no trial at the court level of
review, but an appellate review. As previously noted, this means both

parties will not be able to Introduce new issues, facts or evidence. The
only time tfte court would provide de novo review generally involves when
abuse of discretion by a hearing officer occurs. In most cases, the case
uni simply be remanded to the Department for review by another hearing
officer. However, If the court finds the formal hearing appeal
procedures inherently Inadequate, 1t will conduct Us own de . novo
review. Appeal from a superior court decision Is to Alaska Sup.ctne

Court, and from there to U.S. Supreme Court 1F cert 1$ accepted.
1, OclavS In The Judicial Review Process
There have been a number of cases appealed to superior court. The

major balk of appealed <cases are resolved through* settlement and
negotiations at the superior court and meven the Alaska Supreme Court

levels. Settlements arc encouraged by law based on the costs of
litigation and the delays and confusion of the law while a case |Is
pending. Based on the ritualistic procedures of Judicial review, the

limited number of Judges, and the complexity* of the tax issues. It can
easily take five to seven years 'to proceed to Alaska Supreme Court.
There are few Alaska Supreme Court decisions Involving Department of
Revenue tax. appeals, particularly 1n relationship to the number of cases
that are appealed”™. Nearly two-thirds of alT the* Alaska Supreme Court
decisions Involving these- tax appeals have occurred /It the last four
years. All of these’ cases .were fe.solved In the Department's favor, with
eone remand. - *

«



2; Prepayment After'JudlclaT Sevlev .

. Xy w ¥

Tha courts do not require prepayment of disputed £ax*s. Appellate
Rules 204(d) and 602(c) specify that a sup*rs«adea* bond Is all that Is
required to bo posted. This usually results In simply a surety bond
being posted.

The Court requires bonding in both dv1l and criminal cases. In
criminal cases, bonds are required to Insure the appearance of a
defendant 1n court proceedings. In civl’ -:asei. bonds are required to
insure that parties do not spend the dlsr I moneys. Thus, In requiring
bonding In tax disputes, the court 1s In.~rmg that payment will occur 1f
”the matter Ti resolved 1n the State's fa*vuw.

The Department, through the Attorney General's Office, challenged the
substitution of bond for prepayment of the disputed taxes through motions
filed In at least one superior court case. BP Alaska Exploration. Inc.
v. State of Alaska. Department of Revenue. 3 AN-80-7289 (November 19£Q).
The motions relied upon a regulation of- the Department, IS AAC 0S.653.

which required payment even 1f the taxpayer appeals, and the refund
provisions of AS 43.05.240 to cure Improper payment. The court rejected
the arguments. Court rules take precedent over any other conflicting
statutes or regulations. Alaska Const. Art. 1V, 5 15, Thus, 1f th*
Legislature proposes prepayment of disputed taxes. It will be required to
repeal or amend the appellate rules by a 2/3majority vote of the members

of both houses. Alaska Const. Art. 1V, § 15.

It should be noted that the court rules do not require payment in
full 1n other administrative appeal disputes. There may also be an equal
protection challenge regarding why*taxpayer disputes warrant prepayment
while other olsputes do not. There has not been any tax case 1n which a
taxpayer has exercised |Its appeal rights to the courts and has not paid,
iherefore, 1t may be difficult to find a rational basis for requiring
prepayment of disputed taxes.

One possible basts for requiring prepayment 1s suggested- In the
Interim Report, to prevent either frivolous appeals and delays. It has
been the Departments experience that cases challenged |In the courts
Involve Issues of first Impression, often involving Interpretation of new
laws. Many of the Issues that are now beginning to appear before the
courts concern oil and gas tax Issues which are often extremely unique to
Alaska and of first impression.

Even. If the court justified the prepayment of disputed taxes, there
may be the ramification that the court may reaulre other disputed moneys'
to be paid before court challenges can be filed In order to prevent equal
protection challenges. This may effect the State challenges, and require
the State to prepay disputed moneys to challenge actions of others.-



Evirn 1f the Legislature 1s successful In amending «th* court rules,
due process and even equity concerns may overrule any statute 1f a
taxpayer 1s -unable to appeal' because it lacks the disputed tax aaount.
It 1s evident from the recent federal case of Texaco*. Inc. v. PennzoU,
Inc. that courts art conscious of preserving the appellants right to
appeal, even to th« point of not requiring full bonding. In that
particular case, a U.S. District court ruled that a one billion dollar
bond was sufficient for Texaco, Inc. to appeal the twelve billion dollar
trial Judgment against |It. Part of the <court's position was that a
twelve billion dollar bond would paralyze Texaco's business.

£. federal Tax Assessment And The Appeal Processes

The tax assessment and appeal procedures concerning corporate Income
taxes for Alaska and the federal government are similar. The reason 1s
that Alaska has incorporated the federal provisions and case law under AS
43.20.021(a) and AS 43.20.300, with soa* modifications. Both the State
and federal systems operate on a voluntary assessment system. There are
also different administrative review levels for processing appeals In
both systems. Additionally, prepayment of dlsnuted taxes Is not required
by the IRS while the taxpayer Is administratively appealing the

assessment. In fact, the taxpayer need not pay upon -completing the IRS
administrative aopeal if it appealsto Tax Court rather than U.S.
district court or Court of Claims. If the taxpayer wishes to pay. It has

the same option as provided by Alaska law In paying under protest and
filing a refund claim.

There are major differences between the Alaska and federal tax
systems that explains the federal requirement f«.r prepayment Of taxes |If
a taxpayer proceeds from an administrative appeal to a refund clalo in
U.S. district court or Court of Claims. THe types of Issues appealed 1n
the federal system vary from those addressed In Alaska appeals. Our
appeals reflect Issues that are unique to state taxing authorities
(unity, apportionment, etc.), and are often unique to Alaska or oil and
gas production states. Additionally, based on the number of major
changes In our tax laws In the recent years, particularly Involving the
oil and gas Industry, interpretive issues constantly arise.' These issues
are of first Impression. The success rate of these types of cases s
difficult to determine. The federal system, which has operate for years
under the same basic laws with some amendments, does not experience the

variety and large percentage of "new" issue cases. Often, the Issue
centers around application of the law because of distinguishing facts
rather than new Issues. .

Another major difference between Alaska and the federal tax system |Is
that the federal government can operate at a deficit. Therefore, 1f the
disputed tax monies are spent and a refund U Ilater ordered by the court,
the budget will simply reflect a deficit for. the spent monies. However,
Alaska operates on a balanced budget. * If taxpayers were ordered to pay
disputed taxes which ewere ¢« later determined not to be owed, .the. monies
would' have .to be avallab-le for refund- out of the current budget or

reserved monies.. . * - ‘e



Kzny of the other states also adopt th* federal provisions and case
law concerning corporate Incase tax assessment and appeal procedures.
Many states provide for differ«»t levels of review, .the earlier level
being more Informal than the final appeal level. Most states do not
require prepayment during the administrative appeal process, although
soma require payment .at Tatar levels of judicial review. Th* prepayment
requirement for disputed taxes 1s often United to certain types of taxes
that would therefore effect a limited group of taxpayers. 5?g Tn the
Hatter of the Tax Apodal of Slmpscn Kannor, Ine”. 548 P.2d 246 (Haw.
1976) (excise taxpayers required to pay before proceeding to Tax Appeals
-Court, although net Income, real property, public service company And
bank franchise taxpayers could appeal“"ul Lhout prepayment of disputed

taxes).
6. . Escrow

If prepayment of disputed taxes 1s required, how the funds wtll be

handled requires an In-depth review. The major concern 1s that the
monies must not be spent. Our balanced budget requires that fcha funds be
reserved to Insure reimbursement 1f the taxpayer wins the appeal. The

method to preserve the funds may cause some constitutional problems. K
dedication of funds Issue may arise. 'Whatever system 1s developed, an
escrow account system or separate fund. 1t must be emohaslzed that the
moneys not be spend before resolution of the appeal. Resolution of cases
can take years, especially those Involving the oD and gas companies in
which the facts and issues are still evolving und developing based on
marketing data and refined production techniques. Court review alone
could take years considering the complexity of the Issues. It will be
difficult In the lean years ahead to reimburse moneys that have already
been spent 1f the taxpayer Is victorious In Us appeal.

The type of method 1mplomentod to reserve the money also requires

thorough review. Whether the Oepartmenc of Revenue, another State
agency, or a third party custodian should be In charge of the funds 1s of
consideration. Hart of tnat determination will depend upon how the fund

are characterlted, as trust moneys or State Income. Concerns such as
Investment prohibitions regardlhg trust funds, administrative costs, and
ownership of excess investment Income must be addressed.
1 I)) °

It should be acknowledged that one of the best systems of Insuring
payment currently exists through the court's bonding requirement. The
State has not experienced the problem that tax monies are not available
once the'appeal finally resolved against the taxpayer. Sbiely bonds.
In particular, Insure against such problems.

H. Retroactive Application Of Prepayment Requirement

i L] L]

The major, problem with applying retroactively .the prepayment

rggujz[ement at an administrative- level «Is ethat due process violations



wili occur 1f taxpayer are urwsble to contlnu* with their appeal. At a
court level, this requirement could also violas bonding agro«s*nts.

One point should be. emphasized. Retroactive 'provision* are not
-encouraged when they curtail the public's rights. The right to appeal Is
a substantive and substantial right that should not be abridged.

H. Alternative means to Expedite Collections

There are* number, of alternative proposals to prepayment of disputed
taxes which could expedite the collection process for appealed taxes.
'Host of these proposals have already been implemented. Others will
require the support of the Legislature.“"Wo maintain these proposals will
expedite collections of disputed taxes.

A. Existing Changes To The Department's Assessment And Appeal
Processes

L] * . 7*

At the audit level, assessments are progressing at a more rapid rate,
particularly concerning oil and gas businesses.- The. major-reason for
this change from previous practices Is that several years have now past
since passage of the various types of tax laws affecting the oil and. gas
Industry (AS 43.21 et. seq.. AS 4355 et. seg.. AS 43.20 .
Through experience, advanced marketing data, faral Harlty with the various
taxpayers' businesses, and firming of legal Usues and positions, audits
are shorter tn duration and more thorough. alst, resolution of certain
Issues has resulted In fever contested Issues. .".Jdltlonal staff sias also
been hired. Thus, the audits are better prepared, the facts stipulated,
and the Issues clarified which expedites the assessment as well as laterl
appeal processes. 1

At the Informal conference level, a major breakthrough in the dara of
backlogged cases was the Judicial resolution of the constitutionality of
the separate accounting approach under AS 43.21 et. seq.. ARCQ v. State
of Alaska. Department of Revenue. Alaska Supreme Ct. Op. Mo. 2965 (August
16, 1985, appeal dismissed by the U.S. Supreme Ct on January 13, 1986.
Now, the other Issues |Involved |In these challenged assessments are

progressing through Informal conferences. Since there are two major
Issues, ¢ transportation costs and valuation, resolution of these two
issues alone will nearly deplete the remaining backlog of cases.

Additionally,” the ARCO settlement will greatly Impact the amount of
taxes disputed under the 011 and Gas Properties Production Tax provisions

of AS 43.55 et. seg.. currently at the informal conference stage of
appeal. Additionally, settlement with one taxpayer often spurs other
taxpayers to settle. The remaining tax cases may be more quickly

resolved,.



* * * °

Anothgr major change 1s the transfer of* the *Informal conference
functions concerning oil and gas matters to the Appeals Section of the
Audit Division. Under the old Petroleum Revenue Qlvlslc’n, there was only
one conference officer. The Appeals Section has five conference staff
members who are generally attorneys, CPAs, or audit staff, with extensive
years of experience in tax matters. This 1s the same Appeals Section
which 1n recent years has been Instrumental In negotiating settlements or
resolving disputes of corporation tax appeals. Nearly 90X of all
assessment disputes are now resolved by this Appeals Section.

At the formal hearing level, the major change has been addition*!
staff, for years, one to two hearing examiners handled all appeals.
"It often took years to Issue a decision after the record had closed.
Now. the staff has expanded to four hearing examiners and a para-legal
assistant. The backlog of cases has been greatly reduced. The Hearing
Examiner Section, though, now handles a wider variety and larger volume

cf cases than In past years. Permanent fund dividend appeals, child
support appeals, and games of chance and skill appeals have created an
impact on how quickly decisions are Issued. Even with the Increased

variety and amount of case load, the Hearing Examiner Section should be
able to Issue a decision within six months of closure, of the record hy
the end of 1986.

At the Court level, a great deal of the appeal la»u«» have been
addressed In recent year. Within the last four years, approximately
two-thirds of alldecisions of the Alaska Supreme Courtconcerning

Department of Revenue tax appeals have been issued. Previously, only a
few tax cases had been decided by the Court. Additionally, there are not
that many remaining court appeals. The number of cases on appeal to the
superior courts and Alaska Supreme Court have been drastically reduced In
the last couple of years because these prior decisions resolved a number
of tax appeals and fewer formal hearing decisions are being appealed.

Another major change affecting the collection of disputed tax monies

was the increase in the tax interest rate. AS 43.05.225, establishing
the interest rate on delinquent taxes, was amended in 1982 from eight
percent to twelve percent. As a result, taxpayers no longer have the

Incentive not to pay and spend the disputed taxes expanding their
business or on other 1lnvest:nent opportunities while the appeal 1s
pending. The current interest rate is more compatible with the Interest
rates charged by cwnaerdal. lending institutions. We have been
experiencing a larger percentage of emaxpo®ers paying the tax to-stop the
Interest from running while they are appeali’rlrg. N .

B. Additional Proposed Changes

A proposal that could have the greatest impact in facilitating the
collection of disputed taxes 1s additional Department of Revenue .Staff.
The major need is for auditors at .the assessment level. Better prepared
and expedited assessments ulH. impact] the successful .Collection of



disputed taxes at every levah of appeal.-and shorten the delay tlae
between assessment- and collection, AS th* challenged assessment proceed
to Jnforwl conference, additional conference staff may be’ needed. Since
the Infernal conference staff usually resolves most disputes and will b*
able to narrow th* issues and select the test cases for formal hearing,
an expansion In the Hearing Examiner staff will probably not be required.

1. Summation

Th* requirement to prepay disputed taxes at some level in the review
process will not expedite th* resolution of disputed tax easts. Bather,

constitutional rights of due process will be violated 1f taxpayers are
unable to appeal because they do not TTave the ability to pay, or art. not
afforded a proper hearing. Additionally, It will detrimentally lopalr

th« strategy and ability of the Department to successfully defend its
assessments. The extent of the detrimental effect vrlll b* amplified
depending upon how early In the appeal process the requirement is
ieposed. Anadversary relationship will permeate the assessment and
appeal process which will end. the practice of voluntary compliance,
endanger the ability of the Department to obtain needed Information.
Jeopardized the Department's success rate in defending Its assessments
and decisions, delay the resolution process, and require additional staff
at every level of the assessment and appeal process.

Additionally, It is the Department's experience that artificial
deadlines for completing the various stages of the assessment and appeal
processes will- not expedite the collection pr)c*ss concerning disputed
taxes. The reasons for delays 1n the audit and appeal processes are
generally  not because of stall tactics exhibited by taxpayers. We rind
that taxpayer appeals are generally brought In good faith. Host appeal
Issues, particularly those which survive the initial stages of appeal,
concern Issues of first Impression. The State and the taxpayers both
want quick resolution of these issues because they Impact the State's tax
administrative process, affecting a number of taxpayers and tax years,
and the businesses* tax and operational strategy for later years. The
delays that due occur often result from strategy decisions exercised by
the State to select the best test case to litigate. Additionally, stays
and consolidations pending decisions in other Jurisdictions o» the same
Issue cause delays but result in saving non-reicnbursable administrative

costs. S e,

| | .

We also emphasize that the precedent does not exist at other state or

the federal level to require prepayment of disputed taxes, .particularly

during the administrative appeal process. Assurances would be required

to.Insure the safeguarding of the money, which is now adequately taken
care of by the bonding requirements of the court.

The expedition of collecting disputed taxes is better, accomplished
through other .proposals. Host of these proposals *hay* already been
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ImplcK>ented, Greater experience and knowledge at the audit level In
administering the new tax program** recent settling of major cases, more
proficient appeals staff and negotiated settlements of cases at the
informal conference level, reduction of appeal backlog at the formal
hearing leveland r*cent Alaska Supreme court cases have and will
greatly v*pedl1t8 the resolution of disputed tax cases. An Increase In
the Interest rate has already spurred early payment of disputed taxes,
legislative funding of additional staff at the assessment and Informal
conference levels will also greatly expedite resolution of currtnt and
future disputed tax controversies, and insure earlier payment of taxes

owed the State.

Sincerely,

druce K 8otelho )
Deputy Cofnalssloner. Taxation

[ Theresa HUlhouse
Revenue Chief Hearing Fxaalner

cc: Members 0f the House Finance Committee

Karen L. loeffler
Shelly J. Higgins
017 and Gas Section
Department of law
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OUTLINE OF PROPOSED COMPROMISE

Adopt Administration®s proposals for 5-year statute on assessment and 6-
year statute on collection, on a prospective basis beginning 1/1/94. No
retroactive provisions relating to the statute of limitations; no amendments
to AS 43.05.260 affirming purported "longstanding" practices of the
Department of Revenue; and no legislative findings and purposes.

Adopt Administration®s basic oroposal on gas processing plants and gas
plant liquids.

Adcot Administration®s proposal, with non-substantive clarifying changes,
for establishing through regulations a methodology for valuing oil in the
future. [ALTERNATIVE: Allow royalty settlement amounts to be used as
the taxable value prospectively, as currently proposed in HB 547.]

Allow past rcyaity settlement prices to be used as the final taxable value of
oii for purposes oi AS 43.55 and former AS 43.21, except for oil to which
the state®s claims for value over ceiling price apply.

Items 1 - IV would be embodied in "compromise™ legislation, which botn
industry and the Administration would suDport.

BP commits to exercise the ootion to use royalty settlement prices for past
oil taxes, assuming the "compromise™ legislation passes and becomes
law.

BP agrees not to claim defenses based on AS 43.05.260 and AS
43.05.270 in settlement negotiations.

The Department of Revenue agrees to adopt regulations similar to those
under consideration in the state-industry working groups reviewing the
Department®s proposed new production tax regulations.

Items V - VIil would be embodied ina "memoranoum of understanding"

executed by the Attorney General on behalf of the State and by duly
authorized representatives of DP.

OUTLINE- Qp "Tg-dPOSET> ComPltorn”
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Testimony of G.T. Theriot
Before the House State Affairs Committee
May 8, 1994

Mr. Chairman, members of the Committee, my name is Tom Theriot.
Il am the Manager of the Alaska Interest Organization for Exxon Company,
U.S.A. In this position, | have management stewardship for Exxon's
production interests on the North Slope of Alaska. Let me thank you up
front for allowing me the opportunity to testify before you.

I am here this afternoon to voice strong opposition to SB 377
because of the unfavorable statute of limitations provisions, which were
formerly SB 185. As you may be aware, Exxon has strongly opposed the

legislation since it was first introduced in April of last year, for reasons

I'll cite in a moment. Obviously, we support the position of the Alaska Oil
& Gas Association in opposition to the bill, and we do appreciate the
efforts of many others from the business community, including Alaska

Native corporations, and others who have come out in opposition to this

legislation. Our General Tax Counsel, Mr. Paul Sullivan, has testified in
opposition to this legislation on two occasions - In April of 1993 before
the Senate Judiciary Committee, and then again in April of this year
before Senate Labor and Commerce. I have provided copies of the more

expansive 1993 testimony for your reference. As you study it, should you
have any questions | will be happy to try to answer them.

I'll. be very brief this afternoon, and | really only want to touch on
the negative effects of the legislation from a businessman's point of view.
As M anager of Exxon's Alaska production assets , a primary
responsibility of mine is one of ongoing planning and consideration of

future investments. In looking at the legislation from the standpoint of



managing the business and making investment decisions on how best to

develop the oil and gas reserves, it is bad policy, it sets a bad precedent

in the State, and this legislation sends the wrong signal in terms of the
business climate here in Alaska. The retroactivity aspects of the bill,
back to 1976, are particularly onerous, and certainly erode our

confidence in my ability to do business in the state.

We recognize this is a business that involves risk, and we are
prepared to deal with what 1| call the traditional risks. For example, will
the recovery of oil live up to our production expectations? Can we
reasonably estimate the investments required to recover that oil? W hat
is a reasonable range of future prices to expect? Those are risks we
accept and learn to deal with to help us assess the economic viability of
investment opportunities.

What is very difficult to contemplate are the risks that materialize
for me as a businessman as a result of legislation Ilike SB 377.
Specifically, what are the tax and other state rules that effect the project?

When we invest, can we have the confidence that those rules won't

change? Or are we at risk that they might change? Not just for the
future, but maybe for the past too. It would clearly be desirable that our
investment decisions would not have to include this added risk - a risk

that further diminishes the attractiveness of that investment.

Obviously, we need <clarity and stability in the legislative and

regulatory climate in fiscal and other matters. We will always want that,
and will always ask the legislature to do what they can to help build that
climate.

Il am aware of some of the concepts that have been offered up in

the committee substitute, that purportedly add certainty to what taxpayers



and investors can expect in the State prospectively. Indeed, these
provisions may be beneficial, but at the same time, they are tainted as
they are part of legislation which provides for retroactive changes to
other aspects of the tax law. While these provisions lay out some ground
rules for doing business in the future, one would have to question for
how long? A year, two years, or until the State decides to change them
again? With passage of this legislation, precedent in the State would
suggest that the policy makers truly don't value the stability and certainty
that the business community so desperately desires.

For the reasons |I've stated, Exxon strongly opposes legislation
containing retroactive statute of limitations provisions as currently written
in SB 377. We urge this committee and legislature to reject SB 377.

Thank you for the opportunity to express Exxon's views on this bill.

I'd be giad to answer any questions you may have.



May 3, 1994

Honorable Ramona Barnes, Speaker
Alaska House of Representatives
State of Alaska

Juneau, Alaska

Dear Madam Speaker;

SB 3~7 was described to me this past weekend by a knowledgeable
04G Audit staff member as nothing more than a continuation of the
decade old problems between the A";G’s office (law) and the D.O.R.,
except in this case a billion dollars is at stake.

It is the position of experienced senior staff in the 0& Audit
Division of Revenue that their collection efforts and hearing process
protects the state on the issue of a six year statute of limitations.
They would like to see the matter adjudicated in Court.

Never in the history of the subject litigation process (from
audit to assessment to collection efforts and hearings) has the
Department Law or their expensive outside counsel advised the
State that a problem was believed to exist as to a defense by tax-
payers of a statute eof limitations expiration.

in my forty plus year career 1 have never heard of a taxing
authority revising the statute of limitations on a retroactive basis.
Such an action flies In the face of logic and fair play.

If, in fact, Law has failed iIn their counsel to Revenue over the
years, then a proper investigation would reveal their shortcomings
and the appropriate people, including outside counsel, could be held
responsible. Attorneys are always quick to litigate against other
professionals for malpractice. It"s about time their feet were held
to the fire when they screw up. They have Insurance coverage ac"
careers at risk.

My previous correspondence contained several germane points
which bear repeating.

...The basic problem between Law and Revenue for the past
decade has been the issue of '"control"™ over the collection
process,

...Tax issues were seldom debated during this bickering.

...The deep and expensive involvement of outside legal
counsel has cost the state tens of millions of dollars.

...Parties representing the state were and are"more iInterested
in perpetuating this litigation — [lifetime employment —
career enhancement — retirement benefits.

...The termination of Bill Floerchinger was purely retribu-
tion by Charley Cole and left the state without approp-
riate experienced leadership.

UTR. 5/3/cH
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..Billings by outside counsel represent either (1) padded
hours or (2) inefficient workmanship.

..Gov. Hickel was counseled by his two immediate prede-
cessors that his greatest problem as Governor would be
reducing the power"structure and personnel/budget
build-up in the AG"s office.

..Cole"s settlements during the past two years do not
resolve tax issues. These same disputed audit issues
will be back to haunt us iIn the future, employing more
attorneys, costing retirement benefits, etc.

..The working agreement between Revenue (Rexwlnkel) and
Law (Cole) in early 1992 has effectively destroyed the
functions the two departments were designed by the
Legislature to perform by Statute and Regulation. |If
the agreement isn"t illegal, it is cercainly illogical
and has destroyed the professional moral of the Oil &
Gas Audit Division.

The statute of limitations problem may be paramount at this
moment, but ugly nroblems will continue to haunt the Administration
and the Legislatur until someone pulls the plug on the excessive
power held by tha AG"s office and personnel. THEY ARE THE PROBLEM.

Department of Revenue (1991)



TESTIMONY OF
THE ALASKA OIL AND GAS ASSOCIATION

ON SENATE BILL NO. 185

March 22,1994

Good afternoon, Mr. Chairman and Members of the Committee. My
name isJoe Householder. lam General Tax Counsel for Unocal Corporation,
and lam here today to testify on behalf of the Alaska Oil and Gas Association
("AOGA"™) as chairman of the AOGA Tax Committee. Thank you for this

opportunity to testify on Senate Bill 185.

AOGA isa trade associationwhose 18 member companies account for
the majority of oil and gas exploration, production, transportation and marketing
activities in Alaska. AOGA absolutely opposes SB 185. This bill represents
unwise and unfair tax policy, liwould set lenibie precedent. Hwill provoke more
litigation than itwould resolve. Even the findings itpurports to make as
justification for what itdoes are incomplete, misleading or simply untrue. Letme
examine what SB 185 would do, inorder to explain our reasons for such strong

opposition.

SB 185 proposes toamend the statutes of limitations for taxes. There are
two of these statutes. One gives the Department of Revenue three years from
the time a tax return is filed, inwhich to audit the return and issue an assessment

for additional tax. The other gives the Department six years from the time it



issues a tax assessment, inwhich to go start legal proceedings to collect the tax
claimed in the assessment. There isno need for this legislation. Under current
law each of these statutes provides that the time period may be extended by
mutual agreement between the Department and the taxpayer, and there isno
limit to the number of times an extension may be further extended by mutual
agreement. Since the very beginning of oil & gas production in Alaska, ithas
been the general practice of oil and gas taxpayers to agree to extensions
whenever the Department asked for them. This iscommon practice both within
and outside Alaska. [Itisalso fairly well settled law, at least in the U.S., that once
a statute of limitations period has expired, itcannot be resurrected, despite the
willingness of the parties. That brings me to an interesting point with respect to
the subject matter here. While lam not personally knowledgeable about the tax
affairs of other AOGA members, lam familiar with those of Unocal. Unocal has
typically received itsassessments on, or after, the very last day of the extended
limitations period - which, by the way, may have been 10 years after the taxable
period. How then, could our appeal of the assessment be found to extend the
limitations period which has already expired by the time we file the appeal? Tl
tell you - the fact is that the Department is asking you to enact legislation which
will likely be unsuccessful in the Courts. [Itisonly the retroactivity they can be
interested in because they have not asserted a problem with receiving waivers

under current law.

Speaking of the courts, letme tell you what they say:

"[T]he purpose of statutes of limitations is to encourage promptness in the
prosecution of actions and thus avoid the injustice which may result from the
prosecution of stale claims. Statutes of limitations attempt to protect against the

difficulties caused by lost evidence, faded memories and disappearing



witnesses.” These aren"t my words, nor the words of anyone else with AOGA.
They are the words of the Alaska Supreme Court in Byrne v. Ogle,reported at

page 718 inVolume 488 of the Second Series of the Pacific Reporter.

Think about that for a minute. The purpose is "toencourage promptness
... and thus avoid the injustice which may result from the prosecution of stale
claims.” How might this "injustice"” occur? Because of "the difficulties caused by
lost evidence, faded memories and disappearing witnesses.”™ In other words, as
time passes itgets harder and harder to prove what exactly you did and why you
did it Statutes of limitations are supposed to letyou defend yourself while you
still have the evidence available todo it AOGA members are facing tax claims
based on events 15 years and more in the past. Not only do memories fade and
witnesses disappear during such a long time, but people may die and documents
may be lost or difficult to locate. Even corporate taxpayers may merge and

disappear altogether during such a long time.

Now, what does SB 185 propose todo? Well, section 2 would amend the
three-year statute of limitations to allow the Department of Revenue to "increase
or decrease the amount of tax dun by issuing or amending an assessment at any
time during the administrative consideration of a taxpayer grievance on an
assessment!.]" 1In other words, instead of requiring the Department todo its
audits and make itsclaims while the evidence is still fresh, itwill allow the tax
audits to drag on while the Department and itsoutside consultants try to invent
new ways of viewing the past All itwill need todo is issue an assessment for
substantial sums that *s full of mistakes or questionable claims, and that will force
the taxpayer to appeal. Under the proposed changes, there isno restrainton

how long the appeal process can go on and the Department could make



assessments indefinitely so long as itheld the appeal within the Department®s

procedures.

But SB 185 goes beyond being an open invitation for the Department of
Revenue to ignore the quest for prompt and reasonable audits. So far only a
handful of tax appeals have made itinto court and become public. But itisclear
from those that have become public, that the Department at various times in the
past has told taxpayers what the tax rules mean and how they should comply
with the law. Sometimes this advice came from the Department®s auditors during
an audit of the taxpayer. Sometimes itcame from the Commissioner of
Revenue. Sometimes ftcame inthe form of instructions on the tax return forms.
One would expect taxpayers to follow such advice when itisgiven. Indeed, if
they don"t follow itand don"t have a reasonable cause for not following it, they
can be subject under AS 43.05.220 to negligence and failure-to-pay penalties of

up to30% of the amount of their underpayment.

But as the years passed and the tax appeals dragged on and on,
something bad started to happen. The Department began getting new advice
from outside consultants and lawyers about how much more taxes could have
been due ifthe Department hadn"t given itsoriginal advice. Some of itsown
auditors also found ways to claim additional taxes ifonly the Department hadn"t
given that inconsistent earlier advice. And so the Department began issuing new
assessments which repudiated its earlier positions and itsadvice that taxpayers
had relied on. Instead, the new assessments asserted different positions under

strained and unexpected re-interpretations of the tax statutes and regulations.

SB 185 would ratify this process of retroactive revisionism. As long as the

Department still has a taxpayer®"s appeal pending before it itsaudit and litigation



teams would be free to develop radical new theories for yet more taxes and,
under SB 185, they could amend the assessment to incorporate those new

positions.

How does this square with the idea of "avoiding] injustice” due to
"difficulties caused by lost evidence, faded memories and disappearing
witnesses"” which the Alaska Supreme Court said was the purpose of a statute of
limitations? Well, of course, that"s a rhetorical question because it3 obvious SB
185 doesn"t square with that idea at all. Until a tax appeal finally makes itout of
the Department and into court — which could be 10, 15 or perhaps even 20
years or more after the fact — there would effectively be no three-year statute of
limitations at all under section 2 of SB 185 and no limiton the exposure that a
taxpayer may face simply for having appealed an assessment containing

mistakes.

Section 3 of SB 185 effectively removes the six-year statute of limitations
as well while a tax appeal ispending before the Department. That section
proposes to amend the six-year statute so that the six years don"t begin to run
until "the final administrative determination of the grievancef.]"” In other words,
the six years don"t start until the Department finally issues its final decision in the

tax appeal and the matter moves on to court.

So, between sections 2 and 3 of th” hill, there would effectively be no
statute of limitations at all until the Department has finished its consideration of

the tax appeal.

We InAOGA do not believe this issound policy for Alaska. It'snot fair
because a taxpayer who gets an assessment with mistakes in it, whether major

or minor, and appeals to have them corrected, should not be exposed to



unlimited liability for an open-ended period of time simply for making that appeal.

Taxpayers snould not be penalized for exercising their right to appeal.

It's also not a wise policy for Alaska. This isnot an easy time for the
Alaskan oil industry. Prudhoe Bay production has been indecline for five years
and isdown by 25% despite billions of dollars of continued capital investment
during that same period. This year and in the coming years other fields on the
North Slope will begin their own production declines. Cook Inlet oil production
has been indecline for over 20 years. On top of this, we have been hit by low oil
prices, which makes itthat much tougher tc continue the investments that need

to be made to slow down the rate of decline.

Each company up here iscompeting formoney against other parts of the
same company. None of us can afford tomake all the good investments that we
have opportunities for. So we only choose the best investments. Not just the
best economically — often the opportunities elsewhere are economically
comparable to the ones here. Insuch cases, ifwe are to make the Alaskan
investment instead of the other one, there has to be something else that gives
Alaska a competitive edge. SB 185 would *ake away some of Alaska"s current
edge in these decisions because iftwould increase the uncertainty about what our
tax obligations are. We can pay today exactly what the Department of Revenue
tells us to pay, but we would have no assurance that the Department will not
change itsposition in the iuture and try to apply the new position retroactively

back to today through the audit and appeals process.

Both ARCO and BP have said that half the North Slope production they
expect to see in the year 2000 — /jst sixyears from now — could come from

investments that have not yet been made. Isubmit that ifAlaska destabilizes its

&



