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prope r ty as the s ta te , a s ta te c r e d i t is given f o r the tax paid to the 
m u n i c i p a l i t y . Oi l and gas proper ty taxes generated $96.2 m i l l i o n  in FY 88.

Sales and Use Taxes. Fuel taxes (AS 43.40) are lev ied at the ra te o f fou r 
cents per ga l lo n f o r  av ia t i o n fue l and 2.5 cents per ga l lon f o r j e t  f u e l , e igh t 
cents per ga l lo n f o r  gaso l ine and diese l fu e l , and f i v e  cents per ga l lon f o r 
marine f u e l .  S ix t y percent o f the revenues from av ia t io n fue l taxes are 
re tu rned to m u n ic ip a l i t i e s  tha t operate munic ipa l a i r p o r t s . Gross rece ip ts 
from fue l taxes con t r ibu ted $33.6 m i l l i o n  to s ta te revenues in FY 88.

A lc oho l i c beverage taxes (AS 43.60) are assessed based on a lcoho l i c content : 
malt beverages (one percent or more o f a lcoho l ) $0.35 per ga l lon , wine (21 
percent o r less a lcoho l ) $0.85 per ga l lo n , hard l i q u o r (more than 21 percent 
a lcoho l ) $5.60 per ga l lo n . Con t r ibu t ions from t h i s  tax are shared w i th 
p o l i t i c a l  subd iv is ions o f the s ta te . The FY 88 gross revenue from t h i s  source 
was $11.9 m i l l i o n .

C iga re t te taxes (AS 43.50) are lev ied at the ra te o f e igh t m i l l s  f o r each 
c ig a r e t t e  imported in to or acquired in the s ta te ; t h i s  is e q u i v ^ e n t to 16 
cents per pack. Two and a h a l f  m i l l s  are dedicated to school cons t ruc t ion and 
5.5 m i l l s  are paid to the general fund. In FY 88, the c ig a r e t t e tax generated 
$8.7 m i l l i o n ,  o f which $2.7 m i l l i o n  was dedicated to school cons t ruc t ion and 
$6.0 m i l l i o n  was deposited in to the general fund. Those revenues were from the 
sale o f over 54 m i l l i o n  packages o f c ig a r e t t e s , down from 62 m i l l i o n  packs in 
FY 87. The 1989 l e g i s l a t u r e  increased the undedicated po r t io n o f the c ig a re t t e 
tax to 12 m i l l s  per c ig a r e t t e , re s u l t i n g in a t o t a l tax o f 29 cents per pack.

In ad d i t i o n , the C iga re t te Tax Act requ i res annual l i c en s in g by the Department 
o f Revenue o f the fo l l ow in g : c -ga re t te manufacturers ($5) , d i s t r i b u t o r s  and 
wholesale d i s t r i b u t o r s  ($50) , vending machine opera tors ($25), and others who 
import c ig a r e t t e s in to nlaska ($25). These l icense fees generated $3,225 in 
FY 88, the m a jo r i t y  from $25 l icenses .

Licenses and Permits . Business l icense taxes on a lco h o l i c beverage l icenses, 
commercial f i s h i n g  l icenses , pro fess iona l and occupat ional l icenses , and 
var ious re g u la to r y permits con t r ibu ted $8.6 m i l l i o n  ( in c lu d ing the a lcoho l ic 
beverage fees mentioned above) in FY 88.

Nonbusiness l i c en se taxes inc lude rece ip ts from hunt ing , t rapp ing , and sports 
f i s h in g l i c en se s , and motor veh ic le in s t r u c t i o n perm i ts , t i t l e  t ran s fe rs , 
r e g i s t r a t i o n  fees , and d r i v e r s ' l icenses . In FY 88, these fees to ta le d $19.7 
m i l l i o n .

Investment revenues inc lude the investment earnings from the s ta t e ' s  various 
investment p o r t f o l i o s  and in t e r e s t on bank depos i ts . Investment earnings 
to ta le d $132.6 m i l l i o n  in FY 88.
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State Resource Revenues. Sta te ro y a l t y payments (AS 38.05) inc lude ro y a l t i e s 
from minera ls and o i l and gas. Depending on the type o f resource, ro y a l t y  
payments can be taken in k ind . Revenues from ro y a l t i e s  are apport ioned between 
the permanent fund and the general fund. General fund ro y a l t y  revenues to ta le d 
$694.8 m i l l i o n  in FY 88.

Other revenue sources w i th in t h i s  category are s ta te prope r ty sales ($3.8 
m i l l i o n ) ,  resource bonus sales ($5.6 m i l l i o n ) ,  s ta t e ren ta l revenues ($6.0 
m i l l i o n ) ,  and the sa le o f resources not c l a s s i f i e d  as minera ls such as gravel 
and t imbe r ($1.1 m i l l i o n ) .

F a c i l i t i e s - r e l a t e d  charges inc lude rece ip ts from a i r p o r t s , the f e r r y  system, 
food se rv ices , and othe r s ta te f a c i l i t i e s .  These charges to ta le d $32.3 m i l l i o n  
in FY 88.

S e rv ic e - re la ted charges inc lude rece ip ts from s ta t u t o r y  inspec t ion fees, the 
cour t system, and othe r s ta te serv ice charges. These fees to ta le d $7.5 m i l l i o n  
in FY 88. Another $16.4 m i l l i o n  was co l le c ted in miscel laneous revenues.

During FY 88, a spec ia l se t t lemen t o f $161.9 m i l l i o n  was paid to the general 
fund. The money was 49.5 percent o f the $322.9 m i l l i o n  Outer Cont inenta l She l f 
(OCS) "8 (g ) " or Dinkum Sands revenue sharing se t t lemen t . F i f t y  percent o f the 
set t lemen t was paid to the Permanent Fund and 0.5 percent to the Pub l ic School 
Fund. The FY 88 f ig u r e also r e f l e c t s  $2.1 m i l l i o n  in TransAlaska P ipe l ine 
Set t lement (TAPS) re ce ip ts owed to the general fund.

Revenue Imp l i c a t io n s o f Changing Alaska 's Corporate Income Tax

While a recen t U.S. Supreme Court case, S h e l l  O i l  Company ►. Iowa Department 
o f  Revenue , upheld s ta t e s ' use o f un i ta ry tax apport ionment to ca lc u la te taxes 
owed by m u l t i s t a t e  and mu l t i n a t iona l co rpo ra t ions , the de te rm ina t ion o f a 
cons is te n t form o f the un i ta r y tax s t i l l  remains to be decided. There are 
two s i g n i f i c a n t cases whose outcomes are l i k e l y  to a f f e c t A laska 's use o f 
worldwide combined repo r t in g .

In the f i r s t  case, the U.S. Supreme Court has agreed to decide F ranch ise  Tax 
Board o f  the S t a t e  o f  C a l i f o r n i a  v. Alcan Aluminum (No. 88-1400). The hearing 
f o r Alcan, a Canadian company, is to determine whether the f i rm  has standing 
to sue in fede ra l cou r ts over disputed taxes. I f  the p l a i n t i f f  p re v a i l s , the 
case w i l l  l i k e l y  go back to lower cour ts . In t h i s  case, Alcan is cha l leng ing 
C a l i f o r n i a ' s  r e l a t i v e l y  recent changes in corpora te ta xa t io n . Under pressure 
from fo re ig n f i rm s , C a l i f o r n i a  le g i s l a t o r s moved to repeal t h e i r  worldwide

7 "Supreme Court Approves S ta te 's Un i ta ry Tax ," O i l  & Gas J o u r n a l , Novem­
ber 14, 1988, p. 30, and "Iowa Wins Tax Fight w i th S h e l l , "  Governing, January 
1989, p. 15.
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combined re p o r t i n g form o f the un i ta r y tax , but faced oppos i t ion from U.S. 
m u l t i n a t i o n a l co rpo ra t ions on the grounds tha t the re s u l t would be be t t e r tax 
trea tment o f t h e i r  fo re ign compet i to rs . The compromise in C a l i f o r n ia was to 
drop worldwide combined repo r t ing f o r companies th a t complied w i th a va r ie t y 
o f requirements but to leave i t  f o r those which d id not . These cases are 
l i k e l y  to answer a number o f unresolved issues regard ing the un i fo rm i t y o f 
trea tment o f fo re ign -sou rce div idends and 80/20 corpo ra t ions by the waters edge 
and the wor ldwide combined repo r t in g approaches to ta xa t io n .

In a p a r a l l e l case, a C a l i f o r n ia sta te cour t ru led th a t C a l i f o r n i a ' s  use o f 
worldwide combined repo r t in g during the tax years 1970 through 1973 was 
con t ra ry to the na t iona l po l i c y favo r ing waters edge ta xa t io n , as expressed by 
the execu t ive branch o f the federa l government. The case is under appeal.

In summary, the re are three reasons most o f ten s ta ted f o r cons ider ing a change 
from wor ldwide combined repo r t in g :

worldwide combined repo r t ing reduces the a b i l i t y  o f the s ta te to 
a t t r a c t  fo re ign investment,

the fede ra l government s t rong ly discourages s ta te use o f worldwide 
combined repo r t in g , and

there is po te n t ia l f o r the app l i c a t io n o f worldwide combined
repo r t i n g by fo re ign mu l t ina t iona l corpo ra t ions to be declared 
uncons t i t u t io n a l by the U.S. Supreme Court.

The remainder o f t h i s  sect ion analyzes these reasons and discusses imp l ica t ions 
to Alaska o f changing the corporate income tax s t r u c tu r e .

E f f e c t on Foreign Investment. This is most impor tan t reason tha t several
s ta tes have re c e n t l y changed from orldwide combined repo r t in g to a waters edge 
approach. The v e rd i c t on whether these changes have a f fec ted fo re ign
investment, however, is not c lea r . John LaFaver, Montana's d i r e c t o r o f
Revenue, who moderated a panel on un i ta ry taxa t ion a t the Mu l t i -S ta te Tax
Commission in 1988, said

i t  s t r u c k me th a t the changes in the tax laws th a t we've seen 
now in the l a s t two or three years in a number o f s ta tes , 
moving away from worldwide to waters edge, have served to
s u b s t a n t i a l l y  increase the cost o f compliance f o r both
taxpayers and tax agencies. We have reduced the tax base in

8 S t a t e  P o l i c y  R e p o r t s , May 1989, p. 12.

C a l i f o r n i a  Super io r Court ; Gardner, J . ; Co lg a te -Pa lm o l iv e  Co. v. 
F ranch is e  Tax B oa rd , No. 319715, December 12, 1988.
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a number o f s ta tes , we have moved the s ta tes away • from 
u n i f o rm i t y , have sh i f t e d tho tax burden, and we have looked 
f o r  an economic boom tha t has not happened. There fo re , I have 
to wonder i f  somewhere down the road, we are going to have to 
r e - i n v e n t worldwide un i ta r y .

This conc lus ion is confirmed by surveys th a t in d ic a te th a t s ta te tax treatment 
i s , at bes t , ranked fou r th among corporate fa c to r s regard ing the lo ca t io n o f 
manufactu r ing p lan ts in the U.S. A fo re ig n co rpo ra t ion th a t wishes to 
inves t in a s ta te by cons t ruc t ing a manufactur ing p lan t w i l l  t r y  to f in d a 
lo ca t io n th a t o f f e r s cheap land and u t i l i t i e s ,  a s k i l l e d  labo r fo rce , low 
l i v i n g  cos ts , and cheap access to supp l ie rs and markets. As long as the 
p a r t i c u l a r  lo ca t ion can o f f e r these basic bene f i t s , one lo ca t io n is not very 
d i f f e r e n t from another. I t  is t h i s  in te r - c h a n g e a b i l i t y  tha t makes sta tes 
fe a r f u l o f fo re ig n th rea ts o f economic r e p r i s a l .

Foreign co rpo ra t ions th a t wish to inves t in resource ex t r a c t i o n have a more 
l im i t e d  cho ice ; they must go to the resource lo c a t i o n . Because i t  is so 
expensive to do business in Alaska, fo re ig n investments are usua l ly r e l a t i v e l y  
la rge in sca le and have high po ten t ia l p r o f i t a b i l i t y  to o f f s e t the high cost 
and r i s k s . In t h i s  investment c l ima te , the type o f taxes lev ied by a s ta te 
are probab ly a secondary cons ide ra t ion .

A re la te d ques t ion is the impact o f worldwide combined repo r t in g in de te r r ing 
the development o f Alaska as a manufactur ing s ta t e . I t  seems un l i k e l y  th a t 
Alaska w i l l  be able to compete in the near fu tu re w i th o the r s ta tes f o r 
manufactu r ing th a t does not depend on natu ra l resources. Alaska would have 
t ro ub le competing w i th o ther loca t ions based on the c r i t e r i a  mentioned above.

Federal Ac t io n to Ban the Use . c Worldwide Combined Report ing. I t  is qu i te 
c le a r th a t the federa l govern ant opposes the use o f worldwide combined 
re p o r t i n g . At t h i s  po in t , howt er , there is l i t t l e  ac t ion to ban worldwide 
combined re p o r t i n g because a l l s ta tes except Alaska have moved to waters edge 
ta xa t io n .

U.S. Supreme Court Ac t ion . As mentioned p re v iou s ly , the next chapter on the 
ap p l i c a t i o n o f un i ta r y taxa t io n is l i k e l y  to be w r i t t e n  by the U.S. Supreme 
Court . Based on the outcome o f cu r ren t law su i t s , Alaska may have l i t t l e  
choice but to change i t s  corpora te tax law.

La r ry C. Ledebur and Wi l l iam W. Hamil ton, "The Fa i lu re o f Tax 
Concessions as Economic Development In ce n t i v e s , " in Reforming S t a t e  Tax 
Systems, ed . , Steven D. Gold, Nat iona l Conference o f State Leg is la tu res , 
December 1986. Attachment B is a copy o f t h i s  a r t i c l e .
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Alaska Revenue Imp l i ca t io ns . From a revenue s tandpo in t , A laska 's corporate 
income tax accounted f o r $181.4 m i l l i o n , or 7.9 percent o f s ta te un re s t r i c te d 
revenues in FY 88. Of th i s  $181.4 m i l l i o n , $158.0 m i l l i o n  (87 percent) was 
paid by petroleum companies. Petroleum corpo ra t ions in Alaska include fo re ign 
m u l t i n a t i o n a l , U.S. mu l t i n a t io n a l , and U.S. domestic corpo ra t ions . Therefore, 
any change in corpora te tax law is l i k e l y  to re s u l t in a shakeup o f the 
petroleum in du s t r y . The $23.4 m i l l i o n  in nonpetroleum corporate income taxes 
was one percent o f Alaska 's FY 88 un re s t r i c te d revenues. A change in the 
corpora te tax s t ru c tu re would a f fe c t the tax l i a b i l i t y  o f nonpetroleurn 
co rpo ra t ions , but the impact on sta te revenue is about l / 1 0 th o f one percent .

According to in fo rma t ion from the O f f i ce o f the Governor and o i l  indus t ry 
o f f i c i a l s ,  the o i l indus t ry does not have a problem w i th Alaska 's use o f 
worldwide combined repo r t in g . The o i l indus t ry considers worldwide combined 
repo r t in g p re fe rab le to separate account ing. Because o f problems re la ted 
to the s h i f t i n g  o f income to minimize tax l i a b i l i t i e s ,  re tu rn ing to separate 
account ing might not be in Alaska 's long- te rm best i n t e r e s t . Given these 
cons ide ra t ions , there is l i t t l e  compel l ing reason f o r  Alaska to change 
corpora te ta xa t io n o f petroleum corpora t ions unless required to do so as a 
re s u l t o f cou r t dec is ions .

I t  is extremely d i f f i c u l t  to determine the revenue impacts o f changes to 
corpora te tax laws. Before changing i t s  tax law, the State o f C a l i f o r n ia 
spent two years and $1.0 m i l l i o n  to analyze the e f fe c t s - -a nd t h e i r  re su l t s 
were o f f  by $250 m i l l i o n . The Alaska Department o f Revenue (DOR) ind ica tes 
th a t they are not able to determine the revenue impact o f apply ing waters edge 
ta xa t io n to petroleum corpora t ions in Alaska. However, the DOR estimated ( in 
the f i s c a l note f o r  SB 118) tha t applying waters edge un i ta r y taxa t ion to 
fo re ig n mu l t i n a t io n a l corpora t ions would not decrease s ta te revenues by more 
than $60,000 and would be revenue neu t ra l . The DOR also concluded tha t 
apply ing the waters edge un i ta r y approach to a l l nonpetroleum corpora t ions 
would cost approx imate ly $3 to $4 m i l l i o n  annua l ly in foregone tax revenues. 
As a re s u l t o f t h i s  po ten t ia l loss in revenues, the governor 's b i l l  would 
apply on ly to fo re ig n corpo ra t ions .

Given the po te n t i a l bene f i t s o f modifying Alaska 's tax s t r u c t u r e - - p a c i f y i n g 
fo re ig n c r i t i c i s m , encouraging fo re ign investment, complying w i th federa l 
government oppos i t ion to the use o f wor ldwide combined repo r t in g , and

Spe c i f i c in dus t r i e s and corpora t ions vary in t h e i r  po s i t io n on 
corpora te income tax treatment based on how changes w i11 a f f e c t t h e i r  tax 
l i a b i l i t y  in a p a r t i c u l a r s ta te . For example, petroleum corpora t ions p re fe r 
worldwide combined repo r t ing over separate account ing in Alaska but take the 
opposite p o s i t i o n in C a l i f o r n ia .

12Steve K e t t e l , d i r e c t o r , Alaska Department o f Revenue, Income and 
Excise Tax D iv i s io n , personal communication, February 7, 1989.
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p rov id ing equal compet i t ive foo t in g to U.S. mu l t i n a t io n a l co rpo ra t ions - -a $3 
to $4 m i l l i o n  cost is r e l a t i v e l y  low. I t  should be noted, however, th a t many 
s ta tes expect increases in personal income tax revenues - - resu l t ing from 
employment growth- -and increase in sales tax revenues-- f rom increased economic 
a c t i v i t y - - t o  o f f s e t corpora te tax losses. Alaska cu r r e n t l y lacks both o f 
these veh ic le s f o r o f f s e t t i n g  losses.

With no s ta te personal income tax or sales ta x , Alaska cu r r e n t l y has a very 
narrow tax base-- taxes on the petroleum in dus t r y account f o r 85 percent o f 
u n re s t r i c t e d revenues. The 13 cents per pack c ig a r e t t e tax increase passed 
in House B i l l  80 dur ing the 1989 l e g i s l a t i v e  session is expected to increase 
s ta te revenues by approximate ly $4 m i l l i o n  annual ly--enough to o f f s e t the 
expected decrease in nonpetroleum corpora te income taxes. S im i l a r l y , repeal 
o f the ELF is expected to r e s u l t in an annual increase in s ta te revenues o f 
over $150 m i l l i o n .  Re ins ta t ing the personal income tax at about 1.9 percent 
would ra ise about $217 m i l l i o n  annua l ly in revenue and a one percent s ta te 
sales tax would ra ise $49 m i l l i o n  annua l ly . There fo re , because o f the options 
ava i la b le to o f f s e t any tax losses, mod i f i c a t i o n o f the s ta te corporate income 
tax is more a pub l ic po l i c y quest ion than a revenue quest ion.

★ ★ ★

I hope t h i s  answers your ques t ions . I f  you would l i k e  add i t iona l in fo rmat ion , 
please do not hes i ta te to c a l l .

Attachments
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STATE TREATMENT OF FOREIGN-SOURCE OIVIDEITOS 
Jean A. Walker, Committee on State Taxation
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of Balance 
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§290.21 Subd. 4(e), L. 1984, c. 502, 
eff. for taxable years beginning 
after 6-30-85 

X §290.21 Subd. 4(a), L. 1987, c. 268,
eff. for tax years beginning on/ 
after 1-1-87 

X §290.21 Subd. 4, L. 1988, c. 719,
eff. for taxable years beginning 
after 12-31-87

X §§27-7-15(1). 27-7-15(4){l),
27-7-23(c)(2)(B)

§143.431, Union Electric Co. v. Coale. 
347 Mo. 175 ()94fl)

X §15-31-113(1)
X §15-31-3 , I. 1987, c. 616, eff. for

tax years beginning after 12-31-87 
§77-2716(7), L. 1984. IB 1124, eff. 
for taxable years beginning on/after 
1-1-84

X §§77-A:I.III(a), 77-A:!.VI
X §77-A:3.11(b), L. 1986, c. 153, eff.

for tax years beginning after 
6-30-86

X §54:10A-4(k)(l)
X §§7-2A-2.N I  N
X §§206.9(a)(1) & (?) and (b)(2)

X §§105-130.7, 105-130.4(f)
X §57-38-01.8
X L. 1987, H.B. 1064, effective for

tax years beginning after 
12-31-88

55733.04(I)(2)
§2358.A.4.b
§317.267(2), c. I, Oregon Laws 1984, 

e f f .  f o r tax years beginning on/after 
I -  I-C6 

§§7401(3)1.(A) X (8)



Exempt

RHODE ISLAND 
SOUTH CAROLINAl)

2)

TENNESSEE
UTAH

VERMONT
VIRGINIA
WEST VIRGINIA 1) X

Exemption
Conditional

If BOX ownership of payor.

If 8OX ownership of payor.

If 50X ownership of payor.

Partial "

50X exclusion.

: i

Treatment 
of Balance 

Allocate Apportion Statutu(s) \

X

X

X I§44-11-11* 44-11-12 
§12-7-700(15) repealed I. IMS, S351, 
eff. for tax years beginning after 
12-31-84; $12-7-1120(2)

1112-7-415, 12-7-430 eddod L. 1985,
T 5351, eff. for tax year* beef Ming 

'• after 12-31-84c~fl2-7-ll20(f)

s-j g j f f l t K M B & i , '
• v ' - . ■/ wx: l i a s .

X"
*

i  {?■ " (HU «i

2
3) X

WISCONSIN
DISTRICT OF COLUMBIA

If 80X ownership of payor.

Worldwide Combination States*

ALASKA

for taxable y M r e  ending after 7-1-88

. ■ . t?’k \

t* dividends

• .*» , <», § i *
> >• r ’ •?

" v  y >
‘Dividends between combined corporations are eliminated from Income,, thus the Indicated tfdufcuofr. 
received by members of the combined group from corporations not Included In the coafelnitfiMt.'' ..\L •

■ r  ' •••
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n O ctober 7, 1985, the W ashington P o st reported:

Chrysler, M itsubishi Set Join t U.S. Venture 
Chrysler Corp. and M itsubishi M otors Corp. last night 
signed a $500 million agreem ent to  build 180.000 subcom ­
pact cars a year in the United States, beginning in 1989,
according to  industry sources------

The plant is to  be built in the B loom ington-N orm al, III. 
area, accord ing to  the A ssociated  P r e s s . . . .  T o  attract the 
plant, the A P  reported, the state o f Illinois and B loom ing­
ton-N orm al o ffered  the autom akers a bou t $10 m illion 
worth o f  land, $20 million in local real estate tax breaks 
over 10 years and various other incentives valued conser­
vatively at m ore than $100 million.

The jo in t venture between C hrysler and M itsubishi is 
expected to yield 2,500 production  jo b s  and 9,000 jo b s  in 
related industries when the plant is operatin g  on tw o 
shifta. the sources said.

Announcem ents such as that oi the Chrysler-M iisubishi joint 
U.S. venture have ripple effects throughout state legislatures and 
other state bodies involved in econom ic developm ent policy and 
program s. The clear im plication o f  the article is that the new facil­
ity was "a ttra cte d "  to  tho B loom ington-N orm al area because o f 
the package o f  incentives offered by  the state and locality. A s  a 
consequence o f this type o f  inform ation, or m isinform ation, states 
and local governm ents have joined  the race to provide broad and 
expensive packages o f  industrial assistance.

Since 1975, state subsidies/incentives to  business have pro­
liferated. States now  offer a broad array o f  incentives to firm s 
locating, expanding, or agreeing to remain in their jurisdictions. 
These include loans, loan guarantees, direct interest subsidies, lund 
write-downs, tax-exem pt financing, and equity  and near-equity in­
vestm ents, and in a few cases, outright grants (Table l ) .1 The 
centerpiece o f  m ost stute industrial finance program s, however, is 
tax concessions in the form  o f  exem ptions, deductions, credits, and 
abatem ents.1 This array o f  stute nnd local subsidies to industry has 
been descrilwd as a "w ell-stocked  candy s to r e ." ’

This rapid proliferation o f  state nnd local program s testifies to 
the widespread belief am ong policym akers und practitioners that 
an arsenal o f developm ent incentives is considered critical to inter- 
jurisdictional. interstate, and regional com petition  for industry

and jobs. D espite the creativity dem onstrated by state and local 
governm ents in provid in g  sophisticated  financial assistance pack­
ages to firms involv ing both public and private funds, subsidiza­
tion o f private enterprise to achieve public ob jectives  rem ains a 
malnourished art form . The effectiveness o f interstate business in­
centives in exerting any significant influence on firm location deci­
sions, however, is undem onstrated.

Table 1.

State Industrial Incentives

N u m b e r
I n c e n t i v e  o f  S l a t e s

G r a n t s  4

Debt Instruments
D i r e c t  I n t e r e s t  S u b s i d i e s  3
L o a n s

Direct State Loans 2 1
Private Development Credit Corporation 1 7

I n d u s t r i a l  R e v e n u e  B o n d s  
S t a t e - I s s u e d  2 2
L o c a l l y  I s s u e d  4 5

G e n e r a l  R e v e n u e  B o n d s  4
U m b r e l l a  B o n d s  1 0
L o a n  G u a r a n t e e s  1 1
I n d u s t r i a l  R e v e n u e  B o n d  G u a r a n t e e s  1 1

E q u i t y  a n d  N e a r - E q u i t y  F i n a n c i n g  

S t a t e - C h a r t e r e d  E q u i t y / V e n t u r e  C u p i l u l  C o r p o r a t i o n s  8

T u x  E x e m p t i o n s ,  C r e d i t s ,  D e d u c t i o n s ,  a n d  S p e c i a l  ' I V e a t m e n t

J o b  C r e a t i o n  T a x  C r e d i t s  1 9
I n v e s t m e n t  T a x  C r e d i t s  2 3
P r o p e r t y  T a x  A b a t e m e n t s  3 1
B u s i n e s s  I n v e n t o r y  3 5
G o o d s  i n  T r a n s i t  4 3
R e s e a r c h  n n d  D e v e l o p m e n t  4 3
P o l l u t i o n  C o n t r o l  E q u i p m e n t  3 7
I n d u s t r i a l  F u e l s  a n d  R a w  M a t e r i a l s  4 5  •
E n e r g y  a n d  F u e l  C o n s e r v a t i o n  M e u s u r e s  4 1

S o u r c e :  W i l l i a m  H a m i l t o n ,  L a r r y  l e d e b u r ,  a n d  D e b o r a h  M a t / ,  Industrial 
Ineentioex: Politic Promotion of Pnrate Enterprise ( W a s h i n g t o n .  
D . C . :  A s l u n  P r e s s ,  1 9 8 5 1 .  p p .  4 5 .



The United States Office of Management and Budget, after u 
two-year study, concluded:

The relative effectiveness of different forms of assistance 
such as grants, loans, and risk assumption for meeting dif­
ferent types of program objectives has not been systema­
tically reviewed in public literature. In the light of the 
scope, magnitude and importance of assistance as a tool of 
national leadership, much more needs to be known.4

The significance of this deficiency in the literature has been em­
phasized by Ix?ster Salamon:

The widespread use of tools like loans, loan guarantees, 
social regulation, insurance, government corporations, lax 
incentives, various types of grants and others— many of 
which in vo lve  the pervasive sharing of governmental 
authority w ith a host of "th ird  parties" . . . has signifi­
cantly altered the practice of public management.. . .  To  
come to terms with the new reality, it will be necessary to 
change the unit of analysis in public management and im­
plementation research from the individual programs or 
agencies to the generic tools of government action and to 
develop a system atic  body of know ledge about the 
dynam ics and characters, the d is tin c tive  "p o lit ic a l 
economies," and resulting advantages and disadvantages 
of different tools through which the public sector now 
acts.'

Existing Evidence

Varia tions  in business tax liab ilities  am ong states and 
municipalities are unlikely to play a major role in business site 
selection, location, or relocation decisions. Ex is ting  studies, w ith u 
striking degree of consistency, have failed to demonstrate a signifi­
cant relationship between taxes and location decisions of business 

firms.'

Studies

Major reviews of literature on Lax concessions document t his

No empirical analysis hus l>een able to find a significant 
''lalionship l>elween local taxes and economic develop­

ment.1

Only 3.3 percent of the new firms |in a survey), none of the 
expansions, and 6.3 percent of the new branch plants in­
dicated they would have located in another state in the 
absence of tax incentives."

Ta x  levels are either not applicable or of low concern to the 
typical relocating plant. . .  . |0 |n ly  about a quarter to u 
third of the relocating plants actually move to new loca­
tions with lower property tax rates. The bulk, -10 to 50 per­
cent. move within the sume taxing jurisdiction or to locu­
tions in towns with similar lax rules. Another quarter 
move to jurisdictions with higher properly tux rates.”

Despite the perception among policy makers that taxes 
matter and, therefore, a good incentive package should 
contain tux concessions, the overriding conclusion from 
previous research is that taxes do not play a significant 
role in a firm ’s choice of location among regions. Research 
also hus shown that the other nontax controllables con­
tained in state and local industrial incentive packages play 
little or no role in u firm’s interregional choice of location. 
But as the geographical urea diminishes, the importance 
of taxes and fiscal incentives increases. Transportation, 
energy, labor cost and market differentials tend to 
decrease as the area under consideration diminishes, muk* 
ing taxes a more significant locutional determinant.''’

Further, ii has been argued that the uvailabilitv of special sub 
sidies lor business has increased to the fw>ml that most states now 
offer standard types of business location incentives." To  the extent 
that this is the case, the usefulness of these subsidies in affecting 
‘interstate cost differentials is "washed out."

Surveys

Corporations do not identify tax concessions us significant fac­
tors in location, relocation, or expansion decisions. Roger Schmen- 
ner, in a far-reaching examination of determinants ol l>ehuvior of 
large firms, identified the most imporiunl influences in national 
plant location decisions (Table 2).11 'I he seven ct .ions viewed us



"m u s ts " center on proxim ity to markets and supplies, labor condi­
tions and costs, and amenities. "K ase  in obtaining environmental 
perm its" is the only "m u s t "  directly amenable to government ac­
tion in the short term.

A  survey of influences on plant location decisions in Michigun 
produced similar results (Table 3). Am ong the most important fac­
tors are access to markets and suppliers, local cost considerations, 
and labor supply and quality. lx>cal property taxes are important, 
ranking fifth. Ta x  concessions, on the other hand, ranked 16th 
among the 23 most important influences.

Finally, a 1981 survey of 500 of the 1,000 largest U.S. industrial 
corporations assessed the importance of factors in locating plunls 
in the continental United States (Table 4). In this study, "s ta te  and 
local attitude toward taxes and business and industry" (i.e., tax 
structures and rates) ranked fourth in order of importance. "F in a n ­
cing inducements" ranked 15th, with 77 percent of the responding 
firms indicating that these inducements were " fa ir ly "  (29 percenti. 
“ qu ite " 132 percent), or "ex trem e ly " <16 percenll important. It ap  
pears, therefore, that some forms of financial incentives, although 
not rvofssanly tax concessions, are important in the site locat.on 
dwriHion*- ol a rriajority of larg% corporations in u»e L

Table 2.

Influences on Plant Location Decisions-National 

Plant Openings in A l l  Industries

P e r c e n t  o f  P l a n l M
F a c t o r s  V i e w e d  a s  " M u s t s " C i t i n g  F a c t o r

F a v o r a b l e  l a b o r  c l i m a t e 7 f i %
P r o x i m i t y  t o  m a r k e t 5 5
A t t r a c t i v e  p l a c e  f o r  e n g i n e e r s / m a n a g e r s  t o  l i v e 3 5
P r o x i m i t y  t o  s u p p l i e s ,  r e s o u r c e s  ( i n c l u d i n g  e n e r g y ) 3 1
I x j w  l a b o r  r o t e s 3 0
P r o x i m i t y  t o  e x i s t i n g  f a c i l i t i e s  o r  d i v i s i o n / c o m p a n y 2 5
E a s e  i n  o b ‘ l i n i n g  e n v i r o n m e n t a l  p e r m i t s 1 7

S o u r c e :  R o g e r  S c h m e n n e r ,  “ L o c a t i o n  D e c i s i o n s  o f  L a r g e  F i r m s :  I m p l i c a -
t i o n s  f o r  P u b l i c  P o l i c y , "  Commentary, J a n u a r y  1 9 8 1 .

T a b le  3.

Influences on Plant location Decisions Michigun 

(Kslublishment Weighted)

C r i t e r i o n  T o u l  S a m p l e

A c c e s s  t o  m a r k e t s 1
L u n d ,  b u i l d i n g ,  r e n t  c o s t 2
L u b o r  c o s t 3
S k i l l e d  l a b o r  p o o l <1
L o c a l  p r o p e r t y  t a x e s 5
I V a n s p o r l u t i o n 6
S p e c i a l i z e d  s u p p l i e r s 7
Q u a l i t y  o f  l i v i n g 8
R u w  m a t e r i a l s 9
E n e r g y 1 0
Q u a l i f i e d  p r o f e s s i o n a l s 1 1
S t a t e  t a x e s  o n  b u s i n e s s 1 2
F i n a n c i n g  a n d  c a p i t a l 1 3
L a b o r / m a n a g e m e n t  r e l a t i o n s 1 4
U n e m p l o y m e n t  c o m p e n s a t i o n  c o s t 1 5
T a x  i n c e n t i v e s 1 6
A l t i t u d e  o f  s t a t e  g o v e r n m e n t 1 7
C r i m e  r a t e s 1 6
W o r k e r s  c o m p e n s a t i o n  c o s t 1 9
L i c e n s i n g  a n d  s t a t e  r e g u l a t i o n s 2 0
W a t e r 2 1
S t a t e  u n d  l o c a l  g o v e r n m e n t  s e r v i c e s 2 2
A c c e s s  t o  u n i v e r s i t i e s 2 3

S o u r c e :  P a t r i c i o  A ,  B r a d e n  a n d  S u s a n  R .  R i d e o u t . " L o c a t i o n  D e c i s i o n
M a k i n g  i n  K x p o r t - O r i e n t e d  B u s i n e s s  a n d  I n d u s t r y "  I A n n  A r b o r :  
D i v i s i o n  o f  R e s e a r c h .  G r a d u a t e  S c h o o l  o f  B u s i n e s s  A d m i n i s t r a ­
t i o n .  U n i v e r s i t y  o f  M i c h i g a n .  1 9 7 8 ) .  p .  1 1 1 - 1 3 .

Recent Experience

Three examples of site selection decisions of major corporations 
that received national attention. Microelectronics and Computer 
Technology Corporation (MCC). General Motors' Saturn Plant, 
and Volkswagen, provide additional evidence on the possible role of 
Lax concessions.

Both M CC  and General Motors were vigorously courted by 
slates and cities, many of which offered extrem ely generous 
packages of financial incentives to attract the new facilities. A fter



T a b le  4.

Fortune Survey

Comparative Importance of Factors in Locating N ex t Mainland

U.S. Plant

( 1 9 8 1  R a n k  O r d e r )
1 9 8 1  F a c t o r  
R a n k

W e i g h t e d  S c o r e *  

N o t a l
F i g u r e s  i n  ( ) a r e  1 9 7 6  r a n k s 1 9 8 1 1 9 7 6  C h a n >

1 .  P r o d u c t i v i t y  o f  w o r k e r s  ( 1 ) 8 2 8 2
2 .  K f f i c i e n t  t r a n s p o r t a t i o n  f a c i l i t i e s  f o r  m a t e r i a l s

a n d  p r o d u c t s  ( 1 ) 7 9 8 2
2 .  C o m m u n i t y  r e c e p t i v i t y  t o  b u s i n e s s  n n d

i n d u s t r y  ( 3 1 7 9 K 0
4 .  S t a l e  a n d / o r  l o c a l  a l t i t u d e  t o w a r d  t a x e s  o n

b u s i n e s s  a n d  i n d u s t r y  ( 5 ) 7 7 7 9
5 .  A v a i l a b i l i t y  o f  e n e r g y  s u p p l i e s  ( 3 ) 7 5 8 0 - 5
C .  A m p l e  a r e a  f o r  f u t u r e  e x p a n s i o n  ( 8 ) 7 1 7 0
7 .  C o s t s  o f  p r o p e r t y  a n d  c o n s t r u c t i o n  ( 6 ) 7 0 7 1
7 ,  A v a i l a b i l i t y  o f  s k i l l e d  w o r k e r s  ( 1 1 ) 7 0 6 5 +  5
7 .  Q u a l i t y  o f  l i f e  f o r  e m p l o y e e s  ( n / a ) 7 0 n / a

1 0 .  S t a t e  n n d  l o c a l  p o s t u r e  o n  e n v i r o n m e n t a l  
c o n t r o l s  a n d  p r o c e s s i n g  o f  e n v i r o n m e n t a l
i m p a c t  r e p o r t s  ( 6 ) 6 9 7 1

1 1 .  W a t e r  s u p p l y  ( 9 ) 6 6 6 8
1 1 .  C a l m  a n d  s t a b l e  s o c i a l  c l i m n l e  ( 1 4 ) 6 6 6 2 4 - 4
1 3 .  A d e q u a t e  c i v i c  w a s t e  t r e a t m e n t  f a c i l i t i e s  ( 1 4 ) 6 3 6 2
1 4 .  A v a i l u b i l i t v  o f  t e c h n i c a l  o r  p r o f e s s i o n a l

w o r k e r s  ( 2 2 ) 6 2 5 3 4 9
1 5 .  F i n a n c i n g  i n d u c e m e n t s  ( 2 3 ) 6 1 5 1 +  1 0
1 5 .  F i s c a l  h e a l t h  o f  s l a t e  a n d / o r  c i t y  ( 1 2 ) 6 1 6 3
1 5 .  P r o x i m i t y  t o  c u s t o m e r s  ( 1 2 ) 6 1 6 3
1 5 .  A v a i l a b i l i t y  o f  u n s k i l l e d  o r  s e m i - s k i l l e d

w o r k e r s  ( 1 0 ) 6 1 6 6 - 5
1 9 .  S t a t e  a n d / o r  l o c a l  p e r s o n a l  i n c o m e  t a x

s t r u c t u r e  ( 1 7 ) 6 0 6 0
2 0 ,  P r o x i m i t y  t o  r a w  m a t e r i a l s ,  c o m p o n e n t s ,  o r

s u p p l i e s  ( 1 6 ) 5 9 6 1
2 0 .  P r o x i m i t y  l o  s e r v i c e s  ( 1 7 ) 5 9 6 0
2 0 ,  K f f i c i e n t  t r a n s p o r t a t i o n  f a c i l i t i e s  f o r  p e o p l e

( 2 0 ) 5 9 5 5 + 4

( 1 9 8 1  H a n k  O r d e r )
1 9 8 1  F a c t o r  W e i g h t e d  S c o r e *
H a n k  N o t a b l e
F i g u r e s  i n  ( ) a r e  1 9 7 6  r a n k s  1 9 8 1  1 9 7 6  C h a n g e s

2 3 .  A  . T r o w i n g  r e g i o n u l  m u r k e i  ( 2 0 )  5 7  5 5
2 4 .  A v u i l a b i l i l v  o f  c l e r i c a l  w o r k e r s  ( 2 4 )  4 y  4 7
2 5 .  P e r s o n a l  p r e f e r e n c e s  o f  c o m p a n y  e x e c u t i v e s

1 2 6 )  4 2  3 6  + 0
2 6 .  P r o x i m i t y  t o  o t h e r  c o m p a n y  f a c i l i t i e s  ( 2 5 )  3 7  3 7

n / a :  n o t  a s k e d .

• W e i g h t e d  S c o r e :  R e s p o n d e n t s  w e r e  a s k e d  t o  r a l e  e a c h  o f  2 6  p o s s i b l e  
f a c t o r s  a s  t o  t h e i r  i m p o r t a n c e  i n  l o c a t i n g  t h e  c o m p a n y ' s  p r o b a b l e  n e x t  
n e w  p l a n t .  T h e  r a t i n g  s c a l e  h a d  f i v e  p o i n t s ,  r a n g i n g  f r o m  " e x t r e m e l y  i m ­
p o r t a n t "  t o  " n o t  a t  a l l  i m p o r t a n t . "  F o r  e a s e  o f  i n t e r p r e t a t i o n ,  t h e  a n s w e r s  
w e r e  p r e s e n t e d  i n  t h e  f o r m  o l  " w e i g h t e d  s c o r e s "  s o  t h a t  i f  e v e r y  r e s p o n ­
d e n t  h a d  s o i d  " e x t r e m e l y  i m p o r t a n t , "  t h e  w e i g h t e d  s c o r e  w o u l d  b e  1 0 0 ,  
a n d  i f  e v e r y  r e s p o n d e n t  h a d  s u i d  " n o t  a t  a l l  i m p o r t a n t , "  t h e  w e i g h t e d  
s c o r e  w o u l d  h e  0 .

S o u r c e :  F o r t u n e  M a r k e t  l t e s e u r e h  S u r v e y ,  W h y  Corporate America 
Mooes Where ( N e w  Y o r k .  N . Y . :  T i m e ,  I n c . ,  1 9 8 2 ) .  p .  9 .

national site selection processes, M C C  chose Austin. Texas, and 
(Jenerul Motors unnouncod its intention to locate in Springhill. 
Tennessee. I n neither cuse did tax concessions play u role in the site 
selection process. The stole of Texas und city of Austin  made a 
commitment lo provide ongoing support to the state 's education 
system, a commitment Ijenofiling all firms and residents, und to 
assist employees in locating satisfactory housing. The Saturn deci­
sion was made on the basis of truditionul location factors, primarily 
access to market, labor quality and costs, and local amenities.

The Volkswagen case provides an unfortunate example of cor­
porate behavior in the site selection process. Most knowledgeable 
observers ugree that Volkswagen made its decision primarily on 
the basis of access to market, access to resources and supplies, and 
labor considerations. Iluving  made, but not announced, the deci­
sion to locate in Pennsylvania, the cor|M>rnliop ■'roceedi'd to play



Pennsylvania and Ohio off against one another to obtain the best 
possible deal from Pennsylvania. The  slate responded by offering 
increasing costly tax concessions Lo lock up the decision. The 
characterization of this spectacle as "th e  Rabbit that ate Penn­
sylvania" is descriptive.

Sum m ary o f E xisting  E vidence

There appears to be little  or no evidence that tax concessions 
play a major or even significant role in the site selection processes 
of firms. The business facility location decision-making process is 
complex and driven primarily by  economic considerations beyond 
the capacity of state and/or local governments to affect, particular­

ly in the short term.
This dichotomy between the belief of many policymakers and 

practitioners in the efficacy and need for Lax concessions und the 
findings of existing research Literature is paradoxical. It appears 
that what are "good business practices" for stute and locul govern­
ments nnd sound public policy ure in conflict with whut is viewed us 
“ good" or "exped ien t" polities.

Tax structures and rates and forms of financial incentives, 
other than tax concessions, however, do appear to be importunl 
considerations in the site selection process of corporations. This 
suggests thnt states land localities) (u) should be concerned about 
the effects of taxes on the competitiveness of businesses in their 
jurisdictions, and (b) should consider more cost-effective industrial 
incentives if seeking to offer firms financial assistance to inf1' ->nce 
their behavior to achieve some specified public purpose.

Cost-Effectiveness of Industrial Incentives

Cost-effectiveness, for present purposes, is defined us the ratio 
of actual benefits received by  the assisted firm to the real cost of 
the assistance to the adm in istering government. Use of this 
measure would permit state and local governments to identify the 
benefit derived by the firm per dollar of public expenditure and to 
allocate scarce developm ent resources to their most cost-effective 

uses.
Actual benefit to the firm of any form of public assistance is the 

difference between operating costs in the absence of the govern­
ment award und these costs in Ihe presence of this assistance." The 
..„i..„ „r r, (mnnrini ineoniioe to n firm is reduced bv cost-offsets.

The major offsetting cost is the loss of tax benefits for which the 
firm would have been eligible in the absence of the development in­
centive or tax-offsets. Firms pay both state and federal corporut.e 
income taxes on net revenues, the effective rule of tux ratio varying 
with the level of profitability and the tux policies of the state. An  
incentive treated as revenue for tax purposes is directly taxed, 
reducing the benefits to the firm of the ussislance. For example, if u 
firm’s marginal tax rate under current federal rates is -16 percent, 
the actual value of a dollar of public assistance to a firm making a 
profit is 54 cents. Incentives that reduce operating costs of firms 
that otherwise would be tax deductible if incurred by the firm from 
its own resources decrease the value of assistance in the same man­
ner. For example, forms of assistance that subsidize depreciable 
assets such as a plant and its equipment reduce the amount of 
depreciation deductible from the firm 's income.

Costs to government of development incentives include direct 
outlays and revenues forgone. When the subsidy involves a flow of 
government commitments over lime, as in the case of tux abate­
ments, the present value of the cost is determined by discounting 
the time stream of direct costs. The net cost to government, how­
ever. muy be less than the gross outlay because subsidies increas­
ing firm revenues or reducing operating cosls also raise the lax 
liubility of the firm.

A minimum condition of sound stale and/or local ̂ ouemment 
business practice in providing incentives to business is that the 
ratio of benefits received by the firm from the assistance exceed the 
cost to the administering government. There appears to be no 
justification for providing assistance to private firms from public 
coffers where government costs are greater than private benefits.

Some will argue that measuring only direct benefits to firms in 
terms of effects of assistance understates the real value of the in­
centive. This line of argumentation takes two tacks. First, there are 
benefits to a community or stute of the location or expansion of 
economic activity that are not readily quantifiable Isuch as the im­
age of the business climate, importance of the facility as a turnkey 
or catalyst in the economic development process, contributions to 
the community, and so on). Second, the baseline measurement ig­
nores secondary benefits generated through the employment and 
income multiplier processes as new incomes are spent and respent 
in the economy.

The logic of these arguments cannot be denied. The first 
category of benefits, however, is essentially intangible und. in the 
absence of quantification, can be used Lo justify almost any under­
taking. While these intangible benefits should be recognized. j>asi 
abuses in using intangible benefits to justify otherwise inefficient



public expeditures argues for extrem e caution in weighing these 
factors.

Secondary incom e and em ploym ent benefits can be quantified. 
The cost-effectiveness m odel can build in incom e and em ploym ent 
m ultipliers. A pp lica tion  o f  the expanded  m odel, however, has 
dem onstrated that p ro jects  that are pot cost-effective in terms o f  
direct benefits to  the recipient firm seldom  becom e cost-effective 
even when secondary benefits are included. Further, multipliers 
used by  state and local governm ents are, a t times, som ew hat un­
realistic. A bsurdly large m ultipliers have been used to ju stify  p ro j­
ects  that otherw ise w ould not m eet a reasonable test o f  benefits to 
costs . Therefore, one should be cautious in the application o f  secon ­
dary benefit tests o f  cost-effectiveness.

Calculating the cos t  o f  developm ent incentives is com plicated 
by  the multilevel structure o f  the U.S. federal system . Changes in 
tax revenues resulting from  incentives—both  positive and nega­
tive— m ay accrue to  both  state  and federal governm ents, and the 
full public sector cost o f  a developm ent subsidy is the com bined 
federal and s la te  cost. For exam ple, the m ost cost-effective instru­
ment o f industrial finance available to state nnd local governm ents, 
by far, is industrial developm ent bonds. C osts o f 1 D lls  are borne by 
the federal governm ent in the form  o f Lax expenditures resulting 
from  the tax-exem pt nature of these bonds. The cost to the state is 
a relatively m odest tax expenditure, while the benefits to the firm 
m ay be great. This situation results in a low (ihut is fuvorable) cost- 
to-governm ent/benefit-to-firm  ratio from  the stute und loeul g o v ­
ernm ent perspective. C onsequently, use o f  ID B s has proliferated. 
Inclusion o f  federal tax expenditures in the ID B  cost-effectiveness 
calculations, however, reduces the effectiveness o f  this instrum ent 
below  several other tools  o f  industrial finance.

Cost-effectiveness rutios for selected interest subsidies, sub­
sidies for production inputs, and state and local tax ubatem ent arc 
presented in Table  5. C ost-effective incentives will have rutios o f  
less than one. N egative ratios indicate the m ost cost-effective in­
centives. A  general principle em erging from  this tuble is that the 
federal system  dim inishes the cost-effectiveness o f  muny form s o f 
developm ent incentives. W henever a form  o f  assistance ruises pro­
fits or lowers costs, the aided firm faces an increased incom e tax 
liability. Since the federal governm ent receives m ost incom e tax 
revenues, the states, in effect, subsidize the federal governm ent 
when they assist business firms.

'la x  concessions are not cost-effective. State and local g o v e r n ­
ment r e v '- ’ ies forgone through tax expenditures are greater than 
lienofils t "ed  by recipient firms. It is unlikely thnt any form o f

tax concession  can be cost-effective. One application o f the cost- 
effectiveness m ethodology exam ined the benefits to firms and cost 
to governm ents o f business incom e taxes, property taxes, and 
em ploym ent tax credits in one state. The cost-effectiveness o f these 
tax concessions was exam ined for large and small firms in four in­
dustries: (1) capital-intensive m anufacturing, (2) labor-intensive.

Table 5.

Cost-Effectiveness Ratios for Selected Development Incentives

C o s t  t o  G o v e r n m e n t / B e n e f i t  t o  F i r m
I n c e n t i v e F e d e r a l S t a t e C o m  b i n

L o w - P r o f i t  F i r m s ®
I n t e r e s t  S u b s i d i e s

I n d u s t r i a l  r e v e n u e  b o n d s 6 2 . 0 1 0 . 1 8 2 . 1 9
S u b s i d i z e d  d i r e c t  l o a n - 0 . 3 3 1 . 4 7 1 . 1 4
L o a n  g u a r a n t e e ' 0 . 7 9 . 0 7 9

S u b s i d i z e d  P r o d u c t i o n  I n p u t s
E q u i p m e n t - U  1 2 . 3 6 1 . 2 5
L a n d — 0 . 5 ) 1 1 . 5 8 1 . 0 0
P l a n t - 1 . 4 0 2 . 4 0 1 . 0 0

T a x  A b a t e m e n t - 0 . 4 2 1 . 4 2 1 . 0 0
H i g h - P r o f i t  F i r m s ’ 1

I n t e r e s t  S u b s i d i e s
I n d u s t r i a l  r e v e n u e  b o n d s 6 2 . 2 4 0 . 2 5 2 . 4 9
S u b s i d i z e d  d i r e c t  l o a n - 0 . 8 4 1 . 8 2 0 . 9 8

S u b s i d i z e d  P r o d u c t i o n  I n p u t s
E q u i p m e n t - 0 . 5 3 1 . 7 1 1 . 1 8
L a n d - 0 . 5 8 1 . 5 8 1 . 0 0
P l a n t - 1 . 4 0 2 . 4 0 1 . 0 0

T a x  A b a t e m e n t - 0 . 8 5 1 . 8 5 L O O

N o t e s :  n .  b o w - p r o f i t  f i r m s  f o c e  a  f e d e r a l  c o r p o r a t e  i n c o m e  t a x  r a t e  o f  2 0  
p e r c e n t  n n d  a n  a v e r a g e  s t a t e  c o r p o r a t e  i n c o m e  t a x  o f  5  p e r c e n t .  
T h e  c o m b i n e d  L a x  r a t e  i s  2 4  p e r c e n t  u n d e r  t h e  a s s u m p t i o n  t h a t  
s t a t e s  d o  n o t  a l l o w  t h e  d e d u c t i o n  o f  f e d e r a l  i n c o m e  t a x e s .

b .  I n d u s t r i a l  r e v e n u e  b o n d s  a r e  f e d e r a l l y  f u n d e d  v i a  t a x  e x p e n ­
d i t u r e s .

c .  A s s u m e s  a  d e f a u l t  r a t e  o f  2 2  p e r c e n t .
d .  H i g h - p r o f i l  f i r m s  f a c e  t h e  m a x i m u m  f e d e r a l  c o r p o r a t e  l a x  r a t *  

n n d  a n  a v e r a g e  s t a l e  c o r p o r a t e  i n c o m e  t a x  o f  5  p e r c e n t .  T h e  
c o m b i n e d  t a x  r a t e  i s  4 H . 7  p e r c e n t  u n d e r  t h e  a s s u m p t i o n  t h a t  
s l a t e s  d o  n o t  a l l o w  t h e  d e d u c t i o n  o f  f e d e r a l  i n c o m e  t a x e s .

S o u r c e .  D a v i d  I t a s m u s s e n ,  M a r c  H e n d i c k .  u n d  L a r r y  L e d e b u r .  " A  
M e t h o d o l o g y  f o r  S e l e c t i n g  E c o n o m i c  D e v e l o p m e n t  I n c e n t i v e s , "  
(Iroii'th und f . ’/ i o n g c ,  V o l .  1 5 .  J a n u a r y  1 0 8 4 ,  p p  ' 5 .



high-technology m anufacturing, (3) wholesale supply, and (4) u 
business supply service industry. T w o prim ury findings em erged:

• A lth ou gh  n um erators and denom in ators o f  the cost- 
effectiveness ratios varied w idely across type o f tax con ­
cession, firm  size, and industry, none o f  the ratios ex­
ceeded one: i.e., in no case were the tax concessions cost- 
effective.

• In every case, even  w here tax con cession  ratios ap­
proached unity, there is alw ays som e m ore cost-effective 
instrum ent for pursuing the public purpose.

T he im portance o f  tax incentives lies prim arily in psychological 
e ffects  on businesses. T h ey  o ften  are viewed as m easures o f  a ju ris ­
d iction ’s business clim ate and willingness to  work with business to 
im prove their operating environm ent. This v iew point argues that 
state and local govern m en ts should o ffer a sm all s e l o f  tax conces­
sions that are relatively  inexpensive in term s o f  tax revenues 
forgone.

C ost-effective industrial incentives are those that leverage in­
vestm en t from  com m ercia l lending and in vestin g  institutions. 
A m o n g  these are loan guarantees, d irect interest subsidies, and in­
centives targeted to nondepreciable assets.

Loan guarantees to  sm all businesses are the m ost cost-effective 
o f  oil industrial incentives evaluated. A t  a defau lt rate o f  22 per­
cent. the cost-effectivenes9 ratio o f  this form  o f  assistance to small 
firm s is 0.79. This ratio is highly sensitive to the ex-post default 
d iscou n t rate. E stim ates indicate that defau lt rates can be as high 
as 40 percent before loan guarantees are no longer a cost-effective 
instrum ent o f  industrial finance.

Conclusion

S tate  and local govern m en ts ’ rush to  p rovide tax concessions to 
business is paradoxical in the absence o f  any substantive evidence 
that these incentives influence firm decisions and behavior in w ays 
that contribute to  the public purpose. Proliferation o f  tax incen­
tives occurs, in part, because o f  the failure o f  researchers to effec­
tively com m unicate the inadequacies o f  concessions as tools o f 
public policy and the penchant o f  policym akers to d ism iss research 
a 9 being ’ ’academ ic”  nnd not an accurate representation o f  the 
"rea l world.”  A lso, it occurs, in part, because legislators voting

against business ta . concessions risk being lubeled "an tibu sin ess ,’ ’ 
a pejorative reference, presum ably entailing political risk. But it 
a lso  occurs because business hus learned to play the gam e, and to 
play it well. Site location decisions are made prim arily on the basis 
o f  considerations that lie beyond the capacity o f  state and local 
governm ents to influence. O nce the decision is made, however, 
m any businesses appear quite w illing to pressure state and local 
governm ents for tax breaks and to play governm ents o f f  against 
one another to increase their leverage in obtain ing reductions in 
their tax liabilities. W here these tax con cession s are granted, 
businesses are subsidized for undertaking actions that are in their 
ow n financial self-intere9t and that would have been undertaken in 
the absence o f public assistance.

Throughout the United States, 9tate and local governm ents are 
being subjected  to pressures to provide special tax concessions in 
the nam e o f "econ om ic  developm en t." Subnational governm ents 
m ust becom e increasingly soph isticated  in dealing w ith these 
issues and develop the capacity  to sit at the bargaining table with 
in d u stry  as in form ed , equal partners. T w o  in itia l s te p s  are 
necessary. First, stute and local governm ents should understand 
the cost-effectiveness o f  various tools  o f governm ent for assisting 
business enterprise. Second, they should establish a consistent 
d ecision -m ak in g  fram ew ork and gu idelines for eva lu atin g  the 
desirability o f  aw arding incentives to  firms and avoid  the trap o f 
m aking these decisions on an ad hoc case-by-case basis.

Nine basic guidelines are recom m ended to  the state and local 
governm ents as central pillars in a decision-m aking framework:

(1) The prim ary responsibility o f local governm ent is to 
provide the level and quulity o f  public services and 
public infrastructure consistent with the preferences 
and requirem ents for busic welfare o f  its citizens, and 
to ensure the revenue base necessary to  this end.

(2) The appropriate concern o f  local governm ent is the 
overall tax structure, its capacity to generate neces­
sary revenues, equity  in the distribution o f tax burdens 
between citizens and businesses, and the e ffect o f 
business taxes on the com petitiven ess  o f  the local 
business environm ent.

(3) Subsidization o f  business enterprise lies beyond the 
conventional scope o f responsibilities o f local govern ­
ment nnd should be considered on ly . i exceptional cir­
cum stances in which the essential welfare o f the juris­
diction is at issue.



(4) R evenues forgone through tax concession  should be 
regarded as costs  to the local governm ent no less real 
than direct expenditures.

(5) I n d u s tr ia l  s u b s id ie s  s h o u ld  n o t  b e  a w a rd e d  to  
businesses for actions undertaken in pursuit o f  their 
own financial self-interests.

(6) Local governm ent should establish  overull policies on 
industrial subsid ies and avoid  operatin g  on an ad hoc 
or case-by-case basis. These p olicy  guidelines should be 
overriden on ly in exceptional circum stances.

(7) Industrial incentive program s should operate within 
carefully specified budget constraints. A ll Loo often in­
centive program s are adm inistered with no clear ac­
count o f  their costs , especially those resulting from  off- 
budget program s and tax expenditures. A dherence to 
budget constraints encourages the careful targeting o f 
resources and the use o f  the m ost cost-e ffective  instru­
m ents to achieve public developm ent ob jectives.

(8) Jurisd ictions should use the m ost cost-e ffective  instru­
m ent for accom plish ing their purposes. In m ost cases, 
there will be little ju stifica tion  for using less effective 
incentives. T w o possible exception s to this general rule 
can be identified. First, the use o f  lim ited tax con ces­
sions with firm s considering relocation from  other ju r­
isdictions or  relocation to another jurisdiction  m ay be 
justified  because o f  the psych olog ica l dim ensions o f 
concessions to businesses. Even in these cases, ju ris­
d ictions will wnnt to ensure that they are not being 
"b la ck m ailed ”  by the possib ility  or threat o f  reloca­
tions sim ply to "sw eeten " a m ove that the firm would 
undertake in any case. Second, in som e cases, ju risd ic­
tions m ight be justified  in using an incentive o f  lesser 
cost-effectiveness that delivers a higher effective value 
to the firm in order to achieve the necessary leverage 
with the firm.

(9) C ost-effectiveness ratios should be used to rank appli­
can t firm s and determ ine p riorities  for a lloca tin g  
lim ited  sta te  and local indu stria l d eve lop m en t re­
sources. These ratios m easure the efficiency o f  state ex­
penditures in provid ing financial assistance Lo firms. 
T hey are, therefore, the app rop ria te  reference for 
gu iding decisions on allocating industrial developm ent 
resources.
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a n d  L o c a l  E c o n o m i c  D e v e l o p m e n t , "  P ub lic  A d m in is tr a t io n  R ev ie w , M a r  
c h / A p r i l  1 9 8 5 ,  p p .  3 3 3 - 3 3 9 .  A s  s o u r c e s  s u p p o r t i n g  t h e s e  c o n c l u s i o n s ,  t h e  
a u t h o r s  c i t e  M i c h a e l  W a s y l e n k o ,  ‘  T h  L o c a t i o n  o f  F i r m s :  T h e  R o l e  o f  
T a x e s  a n d  F i s c a l  I n c e n t i v e s , "  i n  U rban G o v e rn m e n t F inance, e d .  R o y  B a h l  
( B e v e r l y  H i l l s .  C a l i f o r n i a :  S a g e  P u b l i c a t i o n s ,  1 9 8 1 1 ,  p p .  1 5 5 - 1 9 0 .

1 1 .  J e r r y  J a c o b s ,  B id d in g  fo r  B u s in e s s ( W a s h i n g t o n .  D . C . :  P u b l i c  I n ­
t e r e s t  R e s e a r c h  G r o u p ,  1 9 7 9 ) .

1 2 .  R o g e r  W .  S c h m e n n e r .  M a k in g  B u s in e s s  L o c a tio n  D e c is io n s  
( E n g l e w o o d  C l i f f s ,  N . J . :  P r e n t i c e - H a l l  I n c . .  1 9 8 2 ) .

1 3 .  C a l c u l a t i o n  o f  t h e  v a l u e  o f  b e n e f i t s  t o  f i r m s  r e q u i r e s  i d e n t i f i c a t i o n  
o f  t h e  f l o w  o f  g T o s s  b e n e f i t s  f r o m  t h e  i n c e n t i v e ,  t h e  a p p r o p r i a t e  d i s c o u n t  
r a t e  t o  c o m p u t e  p r e s e n t  v a l u e s  o f  f l o w s  a c c r u i n g  o v e r  l i m e ,  a n d  a n y  o f f s e t -  - 
t i n g  c o s t s  o f  a c c e p t i n g  t h e  a s s i s t a n c e .



R e f o r m i n g  
S t a t e  T a x  
S y s t e m s

islatures is the . \ E C E I V E D
s 7,461 state

MAR 1 7 1987

)IT1 the merger L E G I S L A T I V E  A F F A I R S
jr represented . . ..

isan organiza- e d i t e d  b y

eness o f  Mate Steven D. Gold

i . coopera- 

e voice in the

i Denver, Colo-

X ational C onference o f  State Legislatures 
Earl S. M ackey, Executive Director

1050 Seventeenth Street. Suite ‘2100 
Denver, Colorado 80265

444 N orth  Capitol Street. N.W .. Suite 500 
W ashington, D.C. 20001

D ecem b er 1986



THE FOLLOWING PAG ES MAY 
NOT FILM LE G IB LY  BEC A U SE OF 

TH E POOR QUALITY OF THE ORIGINAL



TEE 23 'S3 0S.'14FM BCGLE J  GATES • * p p/qq
FE3-23-3* 10:13 froa:S0GL£ £ GATES 3072377301 T-134 P.02/39’ 'fcW4J

JfOZjLcwi T h i *  n p i n  i a n JUT w ib ja c rC  "z d ’ owra-oc-ejUvj i«/or* puilic*tion -in
sJ5* Jag-i^jg g«pnr:flr. *a«</«rjr s r t  r * q y « » t * d  z a  b z . ia g  errors eo th m  
t z z o o z l o a  a t  th m  C jm r k  a t  «A« X p p m l l r n m  Coutxjr, 3 0 3  X  M z r ^ a c ,  
A/jeAoraflr*, M i l k *  9 9 5 0 1 ,  pJlOtim ( 9 0 7 )  3 5 4 - 0 5 0 0 , fa* ( 9 0 7 )  3 6 4 - 0 0 7 9 .

T E F  S U P R E M E  C O U R T  O F  T H E  S T A T E  O F  A L A S K A

S T A T S  O F  A L A S K A ,  D E P A R T M E N T  
0 7  R E V E T U I ,

A p p e l l a n t ,

V.

O S G  StTLJC S H I P S ,  X N C .  , 

A p p e l l e e .

Gupzrum* C o u r t  N o .  S - 7 4 9 3

S u p e r i o r  C o u r t  N o .
3 A N - 9 3 - 7 8 1 5  C l

f l J £ - J _ 2 L J L 5 - H

[No. 4 9 5 1  - F e b r u a r y  20, 1 9 9 8 ]

A p p e a l  f r o n  t h e  S u p e r i o r  C o u r t  o l  t h e  S t a t e  o f  
A l a s k a ,  T h i r d  J u d i c i a l  D i s t r i c t ,  K o d i a k ,

D o n a l d  D. H o p v o c d ,  J u d g e .

A p p e a r a n c e s :  S t e p h e n  C. S l o t n i c k ,  A s s i s t a n t
A t t o r n e y  G e n e r a l ,  a n d  B r u c e  H . B o t e l h o ,  
A t t o r n e y  G e n e r a l ,  J u n e a u ,  f o r  A p p e l l a n t .  A n n
H .  B r u n e r ,  B r i a n  W. D u r r e l l ,  3 c g l e  4 . G a t e s ,  
A n c h o r a g e ,  -and D. M i c h a e l  Y o u n g ,  B o g l e  ' 4 
G a t e s ,  B e l l e v u e ,  W a s h i n g t o n ,  a n d  - W a l t e r  
H e l l e r s t e i n ,  U n i v e r s i t y  o f  G e o r g i a ,  * A t l a n t a , - .  - 
G e o r g i a ,  f c r  A p p e l l e a .  s u s a n  A. B u r k e  a n d  
A v r u m  M. .Gross, G r o s s  4 B u r k e ,  J u n e a u ,  f o r  
A n i c u s  C u r i a e  A l a s k a  V i s i t o r s  A s s o c i a t i o n .  
K e n n e t h  K l e i n ,  C a d w a l a d e r ,  W i c k e r a h a n  k T a f t ,  

W a s h i n g t o n ,  D . C . ,  a n d  R o n a l d  L. B a i r d ,  
A n c h o r a g e ,  f o r  A n i c u s  C u r i a e  N o r t h  W e s t  
C r u i a o S h i p  A c e o c i a t i o n .

S o f o r Q i  J u b i n o w i - t a , K a t t h c v c , Easfcaugh, a n d  
F a h e ,  J u s t i c e s .  [ C o m p t o n ,  C h i e f  J u s t i c e ,  n o t  
p a r t i c i p a t i n g .]

E A S T A U G H ,  J u s t i c e .

I. I N T R O D U C T I O N

T h i s  a p p e a l  r a i s e s  q u e s t i o n s  a b o u t  t h e  t a x  p a y s h l e  u n d e r  

t h o  A l a s k a  N e t  I n c o m e  T a x  Act, A S  4 3  . 2 0 . 0 1 1 - 4 3 . 2 0 .  3 5 0  ( A N I T A ) ,  f o r
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t a x  y e a r s  1 9 8 1  t h r o u g h  1 9 8 8  c n  I n c o m e  d e r i v e d  b y  t h e  t a x p a y e r  f r c a  . 

d o m e s t i c  a n d  f o r e i g n  s n i p p i n g  o p e r a t i o n s  a n d  i n v e s t m e n t s .  T h e

i n c o m e  t a x e s  a g a i n s t  t h e  t a x p a y e r ,  O S G  B u l k  S h i p s ,  I n c .  T h e  

H U p o r i o r  c o u r t  r e v e r s e d  d o r *a d e c i s i o n  a n d  d o r  n o w  a p p e a l s ,  w e  n e w  

r e v e r s e  i n  p a r t  a n d  r e t a r d  f a r  f u r t h e r  p r o c e e d i n g s .

II. F A C T S  AND P R O G S E S I H g S .  ... . 

a .  F a c t s

w h o l l y - o w n e d  f i r s t " t i e r  s u b s i d i a r y  o f  o v e r s e a o  S h i p h o l d i n g  C r o u p ,  

I n c .  ( O S G ) ,  a D e l a w a r e  c o r p o r a t i o n .  O B S  a n d  O S G  b o t h  h a v e  t h e i r  

c o m m e r c i a l  d o m i c i l e s  in N e w  Y o r k .  O S G  h a s  m o r e  t h a n  a f i f t y  

p e r c e n t  o w n e r s h i p  i n t e r e s t  i n  o v e r  o n o  h u n d r e d  s u b s i d i a r i e s  a n d  

p a r t n e r s h i p s ,  m o s t  o f  w h i c h  a r e  s h i p p i n g  c o m p a n i e s .  T h e  s h i p p i n g  • 

c o m p a n i e s  c o l l e c t i v e l y  c v n  a p p r o x i m a t e l y  s i x t y - f i v e  o c e a n - g o i n g  

v e s s e l s  u s e d  i n  d i f f e r e n t  ty p e s  o f  t r a d e  t h r o u g h o u t  t h e  w o r l d .  O B S  

o w n s  a l l  o f  t h e " d o m e s t i c ' ' ' s h i p p i n g  c o m p a n i e s ;  O S G  I n t a r n a t i c n a l , 

I n c . ,  w h i c h  i s  a l s o  a f i r s t - t i e r  s u b s i d i a r y  o f  O S G ,  o w n s  m o s t  o f  

t h e  f o r e i g n  s h i p p i n g  c o m p a n i e s .

t r a n s p o r t a t i o n  o f  l i q u i d  a n d  d r y  b u l k  c a r g o e s  i n  b o t h  t h e  w o r l d w i d e  

a n d  U . S .  d o m e s t i c  m a r k e t s .  I t  o w n s  t h e  l a r g e s t  i n d e p e n d e n t  f l e e t  

o f  u n s u b s i d i z e d  U . S . - f l a g  t a n k e r s ,  a n d  i s  a m a j o r  p a r t i c i p a n t  i n  

t h e  A l a s k a n  o i l  t r a d e .  T h e  r e s t  o f  O S G ’s f l e e t  i s  r e g i s t e r e d  u n d e r  

f o r e i g n  f l a g s .  O S G  a l s o  o w n s  s e v e r a l  o t h e r  c o m p a n i e s ,  i n c l u d i n g

S t a t e  o f  A l a s k a ,  D e p a r t a e n t  of R e v e n u e  (d o r ) a » « « e « « d  a d d i t i o n a l

O S G  B u l k  S h i p s ,  Inc. (OBS) , a  N e w  Y o r k  c o r p o r a t i o n ,  i s  a

O S G ,  I n c l u d i n g  its s u b s i d i a r i e s ,  is e n g a g e d  i n  t h e  o c e a n
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h o l d i n g  c o m p a n i e s ,  f i n a n c i a l  c o m p a n i e s ,  a e r v i a e  c oajpanioo, a n d  a n  

i n s u r a n c e  c o m p a n y .

O B S  i s  TUie T a x p a y e r .  I T  c v n e d  c u spogarfcionc t h a t  i n  t a r n

o w n e d  o r  c h a r t e r e d  t a n k e r  v e s s e l s  e n t e r i n g  A l a s k a  w a t e r s  d u r i n g  

a u d i t  y e a r s  1 9 8 1  t o  1 9 8 3 . x O B S  a n d  i t s  d o m e s t i c  s n i p p i n g  c o m p a n i e s  

r e p o r t o d  t h e i r  A l a s k a  t a x e s  o n  a u n i t a r y  b a s i s  (as i f  t h e y  w e r e  a 

s i n g l e  t a x p a y e r  e n g a g i n g  i n  a  s i n g l e  b u s i n e s s )  . o a s  d i d  n o t  

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

o w n e r s h i p  t o  O S G .  N o r  d i d  O B S  i n c l u d e  the- i n v e s t m e n t  s u b s i d i a r i e s  

b e c a u s e  O B S  c l a i m e d  t h e y  h a d  no c o n n e c t i o n  w i t h  A l a s k a  a n d  w e r e  n o t  

p a r t  o f  O B S ' s  u n i t a r y  b u s i n e s s .  O B S ' a l s o  c l a i m e d  i n v e s t m e n t  t a x  

c r e d i t s  f o r  n e w  v e s s e l s .

B . p r o c e e d i n g s

F o l l o w i n g  a u d i t s  b y  d o r 's  I n c o m e  a n d  E x c i s e  A u d i t  

D i v i s i o n  ( A u d i t  D i v i s i o n ) , D O R  a s s e s s e d  O B S  a d d i t i o n a l  i n c o m e  t a x e s  

f o r  t a x  y e a r s  1 9 7 9  t h r o u g h  1981, 1 9 8 5  t h r o u g h  1 9 3 6 ,  a n d  1983.

T h e  A u d i t  D i v i s i o n  i n c l u d e d ' a p p r o x i m a t e l y  n i n e t y - f o r e i g n  

c o r p o r a t i o n s  i n  C B S ' s  u n i t a r y  g r o u p ,  d e t e r m i n i n g  t h a t  " O S G  a n d  a l l  

i t s  n o r e - t h a n - S O - p e r c e n t - o w n e d  s u b s i d i a r i e s ,  i n c l u d i n g  O B S ,  w e r e  

e n g a g e d  i n  a  s i n g l e ,  u n i t a r y  b u s i n e s s  d u r i n g  t h e  p e r i o d  u n d e r  

a u d i t . "  T h i s  h a d  t h e  e f f e c t  o f  i n c l u d i n g  i n  t h e  " w o r l d w i d e  u n i t a r y

FEE 20 'S3 05:17P(1 BOGLE & GATES o
" FES-ZC-38 |fl:H Frca:SOCLE 4 GATES 3072577S01 T-134 P.34/3S w‘i

: T h o s e  c o r p o r a t i o n s  were: C a m b r i d g e  T a n k e r s ,  I n c . ;  J u n e a u

T a n k e r  C o r p o r a t i o n ;  S a n  D i e g o  T a n k e r s ,  I n c . ;  S a n  J o s «  T a n k e r s ,  
I n c . ;  S a n t a  B a r b a r a  T a n k e r s ,  Inc.; S a n t a  M o n i c a  T a n k e r s ,  I n c . ;  a n d  
L a k e  M i c h i g a n  B u l k  c a r r i e r s ,  Inc. D O R  t r e a t e d  t h e s e  c o r p o r a t i o n s  
a s  o n *  t a x p a y e r  f o r  a u d i t  p u r p o s e s ,  a n d  r e f e r r e d  t o  t h e m  a s  " O S G  
H u l k  d h i * * ,  I n c . M b a c a u a e  t h a t  i «  h o w  t h e  t a x p a y e r  r e f e r r e d  t o  
i t s e l f  i n  i t s  c o n s o l i d a t e d  A l a s k a  C o r p o r a t i o n  N e t  I n c o m e  T a x  
R e t u r n s .  W e  f o l l o w  t h e  s a m e  c o n v e n t i o n  h e r e .
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i n e o a e *  ©  t  O B S ' o  c o r p o r a t e  g r o u p  t h o  i n c c a o  o f  t h e  f o r e i g n  

c o r p o r a t i o n s  a n d  a l l  o f  'tho e u b c i d i a x i w o  i n  w h i c h  O S C  h a d  s c r o  t h a n  

f i f t y  p e r c e n t  c v n c r o h i p .  T h o  t a x a b l e  c o r p o r a t e  i n c o m e  a t t r i b u t a b l e  

t o  t h e  g r o u p ’s A l a s k a  ' u s i n e s s  w a s  t h e n  c a l c u l a t e d  b y  m u l t i p l y i n g  

■the w o r l d w i d e  u n i t a r y  i n o o a e  o f  t h e  e n t i r e  g r o u p  b y  a n  

" a p p o r t i o n m e n t  f r a c t i o n "  d e r i v e d  b y  d i v i d i n g  t h e  v a l u e  o f  t h e  

g r o u p ' s  A l a s k a  b u o d n e a *  a c t i v i t i e s  b y  t h e  v a l u e  o f  i t a  w o r l d w i d e  

b u s i n e s s  a c t i v i t i e s .  g p e  A S  4 3 . 1 9 . 0 1 0  a r t .  I V ,  3  9 « T h i s

a d j u s t m e n t  i n c r e a s e d  o t s ' s  i n c o m e  t a x a b l e  i n  A l a s k a ,  a n d  t h e  A u d i t  

D i v i s i o n  a s s e s s e d  a d d i t i o n a l  t a x e s . 2

O B S  p r o t e c t e d  t n e  a s s e s s m e n t s .  F o l l o w i n g  u d n i n i s t r a - c i v e  

p r o c e e d i n g s ,  D O R ' s  b e a r i n g  o f f i c e r  i s s u e d  a  r e c o m m e n d e d  d e c i s i o n  

w h i c h  D O R ’s C o m m i s s i o n e r  a d o p t e d .  I n  p e r t i n e n t  p a r t ,  t h e  d e c i s i o n  

h e l d  t h a t  (l) i n c o m e  e a r n e d  b y  D B S ' s  f o r e i g n  s u b s i d i a r i e s  f r o m  

o p e r a t i o n  o f  f o r e i g n  f l a g  v e s s e l s  w a s  n o t  e x e m p t e d  b y  2 6 U . S . C .  5 

8 3 3  a n d  w a s  t h e r e f o r e  i n c l u d a b l e  in O B S  * 3  a p p o r t i o n a b l e  i n c o m e ;  (2) 

‘‘D O R  d i d  n o t  e x c e e d  i t s  s t a t u t o r y  a u t h o r i t y  b y - p r o m u l g a t i n g - X 5  A A C  

2 0 . 1 1 0 ( d ) ,  a r e g u l a t i o n  t h a t  reduced O B S ' s  i n v e s t m e n t  t a x  c r e d i t ;  

a n d  (3) Q B S ' c  i n v e s t m e n t  i n c o m e  w a s  p r o p e r l y  t r e a t e d  a s  b u s i n e s s  

i n c o m e  f o r  A l a s k a  t a x  p u r p o s e s .  A s  o f  J u l y  1 9 9 3  O B S ' s  t a x  

a s s e s s m e n t s  t o t a l e d  5 7 8 9 , 4 9 5 .

O B S  a p p e a l e d  t o  t h e  s u p e r i o r  c o u r t ,  w h i c h  r e v e r s e d  e a c h

o f  t h e s e  t h r e e  r u l i n g s .

3 O B S  status; i n  i tc b r i e f  t h a t  w h i l e  i t  d o e s  n o t  a g r e e  w i t h  
D O R ' s  i n c l u s i o n  o f  a p p r o x i m a t e l y  n i n e t y  f o r e i g n  c o r p o r a t i o n s  i n  
O B S ' s  u n i t a r y  g r o u p ,  i t  d o e s  n o t  c o n t e s t  t h i s  i s s u e  o n  a p p e a l .
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D O R  n o w  a p p e a l s  t h e  s u p e r i o r  c o u r t ' c  r u l i n g s  o n  t h e e e  

t h r e e •i s n u e s .

I H .  1 2 1 5 5 3 5 5 1 2 ^

A .  W h e t h e r  I n t e r n a l  R e v e n u e  C o d e  Sectlpn.-g.83..E x e m p t s  O B S ' s  
r o r M g n  s h i n n i n g  I n c o m e  f r o m  T a x a t i o n  b v  A l a s k a

T h e  A l a s k a  N e t  I n c o m e  T a x  Act. ( A N I T A ) ,  A S  4 3 . 2 0 . 0 1 1 -

4 3 . 2 0 . 3 5 0 ,  t a x e s  a  c o r p o r a t i o n 's  " e n t i r e  t a x a b l e  i n c o m e  . . .

d e r i v e d  f r o m  s o u r c e s  w i t h i n  t h e  s t a t e . "  ' A S  4 3 . 2 0 . 0 1 1 ( e ) .  W h e n  O B S

f i l e d  i t s  1 9 8 1 - 8 8  A l a s k a  t a x  r e t u r n s ,  i t  e x c l u d e d  f r o m  i t s  t a x  b a s e

a l l  i n c o m e  d e r i v e d  f r o m  v e s s e l s  o w n e d  b y  t h e  f o r e i g n  s u b s i d i a r i e s

i n  i t s  u n i t a r y  g r o u p .  In d o i n g  so, 0 3 S  r e a s o n e d  t h a t  A S

43 . 2 0 . 0 2 1 ( a )  h a d  i n c o r p o r a t e d  s u b s e c t i o n  3 8 3  ( a ) ( 1 ) 3 o f  t h e

3 T h e  v e r s i o n  of s a c t i o n  8 8 3  i n  e f f e c t  a f t e r  a m e n d m e n t  in 

1 9 8 6  p r o v i d e d :

(a) I n c o m e  o f  f o r e i g n  c o r p o r a t i o n s  f r o m  
s h i p s  a n d  a i r c r a f t .  —  T h e  f o l l o w i n g  i t e m s  
s h a l l  n o t  b e  i n c l u d e d  i n  g r o s s  i n c o m e  o f  a 
f o r e i g n  c o r p o r a t i o n ,  a n d  s h a l l  b e  e x e m p t  f r o m  
t a x a t i o n  u n d e r  t h i s  s u b t i t l e :  ( p a r a . ] ( x )  s t i p e  
o p e r a t e d  b y  c e r t a i n "  Z o r e i g n  " c o r p o r a t i o n a .  • —
Gro&Ji i n c o m e  d e r i v e d  b y  a c o r p o r a t i o n  
o r g a n i z e d  i n  a f o r e i g n  c o u n t r y  f r o m  t h e  
o p e r a t i o n  o f  a  s h i p  o r  c h i p s  i f  s u c h  f o r e i g n  
c o u n t r y  g r a n t s  a n  e q u i v a l e n t  e x e m p t i o n  t o  
c i t i z e n s  o f  t h e  U n i t e d  s t a t e s  a n d  t o  
c o r p o r a t i o n s  o r g a n i z e d  i n  t h e  U n i t e d  S t a t e s .

2 6  U . S . C .  S 8 8 3 ( a ) ( 1 )  (1988).

P r i o r  t o  i t s  a m e n d m e n t  i n  1 9 8 6 ,  s u b s e c t i o n  6 8 3  (a)(1)

c r a t e d :

(a) I h c o a a  o f  f o r e i g n  c o r p o r a t i o n a  f r o m  
s h i p *  a n d  a i r c r a f t .  —  T h e  f o l l o w i n g  i t e m s  
s h a l l  n o t  b e  i n c l u d e d  i n  g r o s s  i n c o m e  o r  a 
f o r e i g n  c o r p o r a t i o n ,  a n d  s h a l l  b e  e x e m p t  f r o m  
t a x a t i o n  u n d e r  t h i s  s u b t i t l e :  ( p a r a . ]  (l)
S h i p s  u u d s r  f o r a i g n  f l a g .  —  E a r n i n g s  d e r i v e d

f e o nf e o n r l n u e d
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f e d e r a l  I n t e r n a l  R e v e n u e  c a d e  (IRC) , c o d i f i e d  a t. 26 U . s . c .  s 

8 * 3  (a) (1) , i n t o  A N I T A ,  a n d  t h a t  a u c t i o n  8 8 3  e x e m p t e d  f o r e i g n  

s h i p p i n g  i n c o m e .

A l a s k a  S t a t u t e  4 3 . 2 0 . 0 2 1 ( a )  i n c o r p o r a t e s  6 e c t i o n a  o f  t h e  

I R C  i n t o  t h e  A N I T A  a n d  t h e  K u l t i o t a t e  T a x  C o m p a c t  ( K T C ) , A O  

4 3 . 1 9 . 0 1 0 - 4 3 . 1 9 . 0 5 0 , 4 u n l e s s  t h e  I R C  p r o v i s i o n s  a r e  "excepted, t o  o r  

m o d i f i e d  b y "  o t h e r  A N I T A  p r o v i s i o n s . 5 T h e  s e c t i o n s  a d o p t a d  b y  

r e f e r e n c e  e n c o m p a s s  I S C  s e c t i o n  B 8 3 .

3 ( . . . c o n t i n u e d )
f r o m  t h e  o p e r a t i o n  o f  a s h i p  o r  s h i p s  
d o c u m e n t e d  u n d e r  t h e  l a w s  o f  a f o r e i g n  c o u n t r y  
w h i c h  g r a n t s  an e q u i v a l e n t  e x e m p t i o n  t o  
c i t i z e n s  o f  t h e  U n i t e d  S t a t e s  a n d  t o
c o r p o r a t i o n s  o r g a n i z e d  i n  t h e  U n i t e d  S t a t e s .

2 6  U . S . C .  s 8 8 3 ( a ) (1), a m e n d e d  b y  Pu b .  L. 9 9 - 5 1 4 ,  S 1 2 1 2 ( c ) (3)-(5) , 
1 0 0  S t a t .  '2 5 3 8  (Oct. 22, 1 9 8 6 ).

T h e  a m e n d m e n t s  t o  s u b s e c t i o n  833(a)(1),' e f f e c t i v e  f o r  t a x  
y o a r c  a f  ter_ _D«<=ooLb4*r 31, 1936, s i m p l y  c h a n g e  t h e  f o c u s  f o r  t h e

e x e m p t i o n * " f r o m  t h e '  c o u n t r y  'Of t h e  s h i p 1 s 1 d o c u m e n t a t i o n  t o - ' t h e  
c o u n t r y  o f  t h e  c o r p o r a t i o n 1 c o r g a n i s a t i o n .  • T h i c  c h a n g e  d o o c  n o t

a f f e c t  t h e  s e c t i o n  8 8 3  a n a l y s i s  f o r  O B S  b e c a u s e  a l l  o f  O S G ’s
f o r e i g n  s h i p p i n g  o u b o i d i a r i e s  t h a t  t h e  a u d i t o r  i n c l u d e d  a s  p a r t  of 
t h e  u n i t a r y  g r o u p  b o t h  a r e  o r g a n i z e d  u n d e r  t h e  l a w s  o f  a  f o r e i g n  
c o u n t r y  t h a t *  g r a n t s  a n  e q u i v a l e n t  e x e m p t i o n  a n d  o w n  o r  o p e r a t e  
s h i p s  d o c u m e n t e d  u n d e r  a - c o u n t r y  that- g r a n t s  a n  e q u i v a l e n t  
e x e m p t i o n .

1 T h e  ’ M T C  i s  a  r e s t a t e m e n t  o f  t h e  U n i f o r m  D i v i s i o n  o f
I n c o m e  f o r  T a x  P u r p o s e s  A c t  ( U D I T F A ) , w h i c h  w a s  a d o p t e d  i n  A l a s k a
i n  1 9 5 9  / b u t  w a s  t h e n  r e p e a l e d  i n  1 9 7 5 .  f e e  State., Dco.'t o f

R e vptrue v. A m o c o  P r o d .  Co.. 676 ? . 2 d  5 9 5 ,  5 9 8  St n . 3  ( A l a s k a  1 9 8 4 ) .

3 A S  4 3 . 2 0 . 0 2 1 ( a )  p r o v i d e s  t h a t  M (s]® etions 26 U.S.C-.- 1 — 
1 3 9 9  a n d  6 0 0 1 - 7 8 7 2  ( I n t e r n a l  R e v e n u e  C o d e )  , a s  a m e n d e d ,  a r e  a d o p t e d  
b y  r e f e r e n c e  a s  a p a r t  o f  t h i s  c h a p t e r .  T h e s e  p o r t i o n s  o f  t h e  
Ijvtartial R a v a n u a  C o d e  h a v e  f u l l  f o r c e  a n d  e f f e c t  u n d e r  t h i s  c h a p t e r  
u n l e s s  e x c e p t e d  t o  o r  m o d i f i e d  b y  o t h e r  p r o v i s i o n s  o f  t h i s
c h a p t e r ."
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D O S  d i o a i l o v e d  t h e  e x c e p t i o n ,  f i n d i n g  t h a t  O B S  h a d  n o t  

p r o v e n  t h a t  i t o  f o r e i g n  s h i p p i n g  i n e c a o  w a s  e x c e p t  f r o m  OfiS'c 

a p p a r t i o n a h l a  t a x  b o a e .  R e v e r s i n g ,  t h a  s u p e r i o r  c o u r t  h e l d  t h a t  A 3  

4 3 . 2 0 . 0 2 1 ( a )  h a d  i n c o r p o r a t e d  s u b s e c t i o n  6 8 3 ( a ) ( 1 )  i n t o  A l a s k a  l a v ,  

t h u s  e x e m p t i n g -  o a s ’s  f o r e i g n  s h i p p i n g  i n c o m e .

D O R  c o n t t m d a  o n  a p p e a l  t h a t  s u b s e c t i o n  8 6 3 ( a ) ( 1 )  is

" e x e m p t e d  t o  o r  m o d i f i e d  b y "  t h e  A N I T A ,  g i v e n  d i f f e r e n c e s  in t h e

m e t h o d s  e m p l o y e d  b y  t h e  S t a t e  o f  A l a s k a  a n d  b y  t h e  f e d e r a l  

g o v e r n m e n t  f o r  d e t e r m i n i n g  t a x a b l e  i n c o m e . *  o b s  a r g u e s  t h a t  

A l a s k a ' s  i n c o m e  t a x  s c h e m e  is " e n t i r e l y  c o n s i s t e n t "  w i t h  t h e  

s e c t i o n  3 8 3  e x e m p t i o n . 7

W e  i n d e p e n d e n t l y  r e v i e w  t h e  m e r i t s  c f  a n  a d m i n i s t r a t i v e  
d e c i s i o n .  H a n d  l e v  v. S t a t e .  -Pep't of R e v e n u e .  3 3 8  P . 2 d  1 2 3 1 ,  1 2 3 3  
( A l a s k a  1 9 9 2 ) .  N o  d e f e r e n c e  is g i v e n  t o  t h e  s u p e r i o r  c o u r t ' s  
d e c i s i o n  w h e n  t h a t  c o u r t  a c t s  a 3  a n  i n t e r m e d i a t e  c o u r t  o f  a p p e a l .  

Id*.

T h e  i n t e r p r e t a t i o n  of a t a x  s t a t u t e  i s  a  q u e s t i o n  of l a w
f o r  w h i c h  w e  h a v e  a r t i c u l a t e d  t w o  s t a n d a r d s  o f  • r e v i e w -. W e  h a v e  ■
^ d i s t i n g u i s h e d  b e t w e e n  t h e  r a t i o n a l  b a s i s  t e s t  for* q u e s t i o n s  o f  l a w  
' I n v o l v i n g  a g e n c y  “e x p e r t i s e ,  'ana t h e  s u b s t i t u t i o n - - o f  j u d g m e n t  
s t a n d a r d  f o r  q u e s t i o n s  o f  l a w  t h a t  d o  n o t  i n v o l v e  a g e n c y  e x p e r t i s e .  
E a r t h  Kfisources Cc. v. S tate. - D s n 4.1  o f  R e v e n u e , 6 6 5  p . 2 d 960, 9 6 4 -
6 5  ( A l a s k a  1 9 6 3 ) .

I n  t h i s  c a s e ,  w e  m u s t  d e t e r m i n e  w h e t h e r  a p a r t i c u l a r  I S C  
p r o v i s i o n  i s  e x c e p t e d  t o  o r  n c d i f i e d  b y  t h e  A N IT A . T h i s  i s  a 
m a t t e r  o f  p u r e  s t a t u t o r y  c o n s t r u c t i o n  w h i c h  i s  n o t  w i t h i n  t h «  
p a r t i c u l a r  e x p e r t i s e  o f  t h e  a g e n c y  a n d  w h i c h  r e q u i r e s  u s  t o  
e x e r c i s e  o u r  i n d e p e n d e n t  j u d g m e n t .  W e  h a v e  p r e v i o u s l y  h e l d  t h a t  

w h e r e  t h e  i s a u c o  t o  b e  r e s o l v e d  " ' t u r n  o n  s t a t u t o r y  i n t e r p r e t a t i o n ,  
t h e  k n o w l e d g e  a n d  e x p e r t i s e  o f  t h e  a g e n c y  i s  n o t  c o n c l u s i v e  o f  t h e  
i n t e n t  o f  t h e  l e g i s l a t u r e  in p a s s i n g  a  s t a t u t e . " 1 T e s o r o  A l a s k a  
P e t r o l e u m  Co. v. K e n a i  P i c e  L i n £ . . C Q ^ , 7 4 6  P . 2 d  8 9 6 ,  9 0 4  ( A l a s k a  
1 9 8 7 )  ( c i t a t i o n  o m i t t e d ) .  W e  t h e r e f o r e  s u b s t i t u t e  o u r  j u d g m e n t  f o r  
t h a t  o f  d o r .

7 T w o  a u i c i  c u r i a e ,  t h e  A l a s k a  v i s i t o r s  A s s o c i a t i o n  (AVA) 
a n d  N o r t h  W « * t  c r u i s e s h i p  A a s o c i a t i c x n  ( N W C A ) , f i l e d  b r i e f s

( c o n t i n u e d . ..)
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T h i s  is not: t h o  f i r s t  t i m e  w o  h a v e  o o n o i d o r o d  w h o t h o r  

I n t e r n a l  R e v e n u e  C o d e  p r o v i s i o n s , c a t e n a i b l y  a d o p t e d  fay r e f e r e n c e  

by A S  A 3 , 2 0 . 0 2 1 ( a ) , w e r e  " e x c e p t e d  t o  o r  m o d i f i e d  toy" o t h e r  A N I T A  

p r o v i s i o n s .  .In Q l l f  o i l - C o r o ,  v. S t a t e .  D e p a r t m e n t  o f  R e v e n u e .  7 5 5  

p . 2 d  3 7 2 ,  3 8 0  ( A l a o X a  130C) , v e  h e l d  t h a t  a p o r t i o n  o f  t h e  I R C  

d e a l i n g  w i t h  t h e  f o r e i g n  t a x  c r e d i t  w a s  " e x c e p t e d  t o  o r  a o d i f i e d  

bv*1 A S  4 3 . 2 0 ,  w h i c h  a l l o w e d  n e i t h e r  a  d e d u c t i o n  n o r  a  c r e d i t  f o r  

f o r e i g n  i n c c a e  t a x e a .  I n  s o  h o l d i n g ,  w e  n o t e d  t h a t  " ( t j h a t  is n o t  

t o  s a y  t h a t  A l a s k a  l a w  i n c o r p o r a t e s  n o  C o d a  p r o v i s i o n s  a n d  n o  

f e d e r a l  r e g u l a t i o n s  h a v i n g  t o  d o  w i t h  t h e  f o r e i g n  t a x  c r e d i t .  

F u t u r e  c a s e s  c a y  r e v e a l  t h a t  it i s  d e s i r a b l e  t o  c o n f o r m  o u r  l a w  t o  

c e r t a i n  a s p e c t s  o f  t h o s e  f e d e r a l  p r o v i s i o n s . "  I d. T h e  s o u r c e  of 

t h e  e x c e p t i o n  i n  G u l f  O i l  w a s  t h e  a b s e n c e  i n  A S  4 3 . 2 0  o f  a n y  

p r o v i s i o n  f o r  a d e d u c t i o n  a i a i l a r  t o  t h a t  p r o v i d e d  b y  t h e  IN C .

I n  t h i s  c a s e ,  w e  m u s t  d e c i d e  w h e t h e r  t h e  t a x  s c h e m e  

e m p l o y e d  toy t h e  A N I T A  i m p l i c i t l y  e x c e p t s  t o  o r  m o d i f i e s  a p p l i c a t i o n  

o f  ' s e c t i o n  " aSEf'.'" W e  ' f i r s t  c o m p a r e  t h e  • d i f f e r e n t  m e t h o d o l o g i e s  

a p p l i e d  b y  t h e  U n i t e d  S t a t e s  a n d  t h e  S t a t e  o f  A l a s k a  t o  d e t e r m i n e  

t a x a b l e  i n c o m e .

W h e n  a s t a t e  s e e k s  t o  t a x  t h e  i n c c a e  o f  a  m u l t i n a t i o n a l  

b u s i n e s s ,  i t  m u s t  d e t e r m i n e  t h e  i n c c a e  p r o p e r l y  a l l o c a b l e  t o  i n­

s t a t e  a c t i v i t i e s .  Id. a t  37 4 .  A t  a l l  r e l e v a n t  t i m e s ,  A l a s k a  h a s  

e m p l o y e d  t h e  w o r l d w i d e  f o r m u l a  a p p o r t i o n m e n t  m e t h o d  t o  c a l c u l a t e  a 

m u l t i n a t i o n a l  o r  i n t e r s t a t e  c o r p o r a t i o n ' s  i n c o m e  e a r n e d  i n  AlasJca.
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7 ( . . . c o n t i n u e d )  
s u p p o r t i n g  O B S ' s  p o s i t i o n  o n  t h i s  i s s u e .
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A S  4 3 . 2 0 . 0 6 5 /  A S  4 3 . 1 9 . 0 1 0 ,  a r t .  IV, I 9. U n d e r  t h a t  m e t h o d , i n -  

s t a t e  i n c o m e  i s  d e t e r m i n e d  t y  m u l t i p l y i n g  a  c o r p o r a t i o n  * a  w o r l d w i d e  

i n c o m e  b y  a n  “a p p o r t i o n m e n t  t r a c t i o n . "  A S  4 3 . i 9 . o i o ,  a r t .  iv, 5 

9." A  t a x p a y e r ' s  a p p o r t i o n m e n t  f r a c t i o n  i s  t h e  n u m e r i c a l  a v e r a g e  

o f  t h r e e  f a c t o r s  —  i t s  " p r o p e r t y  f a c t o r , "  i t s  " p a y r o l l  f a c t o r , "

a n d  i t s  " s a l e e  f a c t o r "  —  w h i c h  c o m p a r e  i t s  i n - s t a t e  b u s i n e s s

a c t i v i t i e s  v i t h  i t s  w o r l d w i d e . b u o i n o s e  a c t i v i t i e s . 0

T h e  U n i t e d  S t a t e s  d o e s  n o t  u t i l i z e  t h e  " f o r m u l a  

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

o f  m u l t i n a t i o n a l  c o r p o r a t i o n s .  I n s t e a d ,  it u s e s  " s o u r c i n g 41 

p r o v i s i o n s  t o  a l l o c a t e  i n c o m e  t o  t h e  U n i t e d  S t a t e s  o r  t o  o t h e r  

s o u r c e s ,  d e p e n d i n g  u p o n  w h e r e  t h e  i n c o m e  is e a r n e d .  2 6  U . S . C .  S§ 

8 6 1 - 6 5 ;  s e e  a l s o  2 6  C . F . R .  5 1 . 8 6 1 - 1  ( 1 9 9 6 ) .  I n c o m e  t h a t  c a n n o t  

r e a s o n a b l y  b e  " s o u r c e d "  t o  t h e  U n i t e d  S t a t e s  i s  d e d u c t e d  f r o m  t h e

* A  c o r p o r a t i o n 'a  " w o r l d w i d e "  i n c o m e  is a l l  o f  i t a  b u s i n e s s
i n c o a t  , w h e t h e r  i t  w a s  e a m o d  i n s i d o  o r  o u t s i d e  o f  A l a s d c a ; i n  
o c s e n c e ,  w o r l d w i d ’e  i n c o m e ' is' p r e - t a x  i n c o n e VJ( - d e t e r m i n e d  w i t h o u t -  

d e d u c t i n g  i n c c m e  t a x e o  a c s e s G e d  b y  o t h a r  j u r i s d i c t i o n s ) . A S  
4 3 . 2 0 . 0 6 5 ;  set* G u l f  O i l  Corp. v. S t a t e .  r>eu't o f R e v e n u e .  7 55 ? . 2 d  
3 7 2 ,  3 7 5  ( A l a s k a  1 9 6 8 ) .

3 T h e s e  t h r e e  f a c t o r s  a r e  f r a c t i o n s ;  e a c h  i s  c a l c u l a t e d  b y
d i v i d i n g  t h e  i n - s t a t e  a m o u n t  o f  t h e  t a x p a y e r ' s  s u b j e c t  b u s i n e s s  
a c t i v i t y  b y  t n e  w o r l d w i d e  a m o u n t  o f  t h e  t a x p a y e r ' s  srubjecrt 
a c t i v i t y .  A S  4 3 . 1 9 . 0 1 0 ,  art. IV, H  1 0, 13,- 15. F o r  e x a m p l e ,  t h e  
p r o p e r t y  f a c t o r  i o  c a l c u l a t e d  b y  d i v i d i n g  t h e  a v e r a g e  v a l u e  o f  t h e  
t a x p a y e r ' s  p r o p e r t y  o w n e d  o r  r e n t e d  a n d  u s e d  in A l a s k a  d u r i n g  t h e  
t a x  p e r i o d  b y  t h e  a v e r a g e  v a l u e  o f  a l l  o f  I t s  p r o p e r t y  o w n e d  or 
r e n t e d  a n d  u s e d  d u r i n g  t h a t  p e r i o d .  A S  4 3 . 1 9 . 0 1 0 ,  a r t .  IV, 3  10.

T h e  f o r m u l a  a p p o r t i o n m e n t  m e t h o d  i s  b a s e d  o n  t h e  
a s s u m p t i o n  t h a t  a n  e f f e c t i v e  w a y  t o  f a i r l y  m e a s u r e  t h e  l o c a l l y  
t a x a b l e  i n c o m e  o f  a m u l t i n a t i o n a l  b u s i n e s s  is t o  c o m p a r e  t h e  v a l u e  
a €  i t «  l o c a l  a n d  w o r l d v i d *  b u d i n o s c  a c t i v i t i e s  a n d  a t t r i b u t e  i n c o m e  
o n  t h e  b a o i a  o f  t h a t  c o m p a r i s o n .  G u l f  o i l  C o r p .  . 7 5 5  P . 2 d  a t  3 7 4 -  
7 5 . \
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* fE3—2Q-93 ICilS Froa:60GI.E I GATES 3972577301 T-134 P.1I/3S-'

■caxpcycr’s g r o a a  i n c e m *  a n d  L o  n o t  i n o l u d a d  w h a n  a t a x p a yer'1 a  U „ s .  

i n c o m e  d a  c a l c u l a t e d .  Id.

T h e r e  do c o n a e q u c n t i y  a  f u n A aaia n t a l  diffaararic* in t h e  w a y  

t h e s e  g o v e r n m e n t s  c a l c u l a t e  t h e  t a x a b l e  i n c o m e  o f  a m u l t i n a t i o n a l  

c o r p o r a t i o n -  A l a s k a  a c c o n p l d o h e a  i t a  c a l c u l a t i o n  b y  a p p l y i n g  t o  

a l l  I n c o m e  a n  A p p o r c i a n a a x v t  f r a c t i o n  t h a t  s « p a r a t « a  th<* l o c a l  

i n c c m a  f r c n  t h a t  e a r n e d  e l s e w h e r e .  T h e  k « y  t o  p r o p e r  o c p a r a t i o n  

u n d e r  t h i s  m e t h o d  i s  t h e  a p p o r t i o n m e n t  f r a c t i o n ;  i t  is i n  t h e  

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

m a d e .  I n  c o m p a r i s o n ,  t h e  u n i t e d  s t a t e s  m a k e s  t h i s  s e p a r a t i o n  w h e n  

i t  f i r s t  a l l o c a t e s  i n c o m e  to s o u r c e s  i n s i d e  a n d  o u t s i d e  t h e  U n i t e d  

S t a t e s .

O B S  a n d  D O R  a g r e e  t h a t  A l a s k a ' & a d o p t i o n  o f  t h e  w o r l d w i d e  

a p p o r t i o n m e n t  m e t h o d  in A. 4 3 . 1 9  e s t a b l i s h e s  a n  e x c e p t i o n  t o  I R C  

s e c t i o n s  8 6 1  t h r o u g h  865, w h i c h  r e l a t e  t o  t h e  " s o u r c i n g ' 1 of i n c o m e  

f o r  t a x  p u r p o s e s .  T h e y  d i s a g r e e ,  h o w e v e r ,  a b o u t '  w h e t h e r  I R C  

s e c t i o n  8 8 3 ,  w h i c h '  i s  c o n t a i n e d  in t h e  s a m e  I R C  ■ s u b c h a p t e r , is- a 

"sourcing'' p r o v i s i o n .  O E S  c l a i m s  a n d  t h e  s u p e r i o r  c o u r t  h e l d  t h a t  

i t  i s  n o t ,  b e c a u s e  i t  g r a n t s  a n  e x e m p t i o n ,  a n d  c o n s e q u e n t l y  t h e r e  

i s  n o t h i n g  i n  A S  4 3 . 2 0  t h a t  e x c e p t s  t o  a d o p t i n g  I R C  s e c t i o n  8 8 3  

i n t o  A l a s k a ' s  c o r p o r a t e  t a x  s c h e m e .

T h e  A N I T A  d o e s  n o t  e x p r e c s l y  e x c e p t  t o  o r  m o d i f y  t h e  

p r o v i s i o n s  o f  I R C  s e c t i o n  88 3. N o n e t h e l e s s ,  t h e  s c h e m e  o f  

a l l o c a t i o n  a n d  a p p o r t i o n m e n t  p r o v i d e d  in t h e  K T C ,  a s  4 3 . 1 9 ,  io 

f u n d a m e n t a l  t o  t h e  A N I T A  in the c o n t e x t  o f  t a x a t i o n  o f  t a x p a y e r s
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w i t h  f o r e i g n  i n c o n c .  A S  4 3 . 3 0 . o c s . 10 S e v e r a l  c i r c u m s t a n c e s

c o n v i n c e  u s  "that, i n  t h e  c o n t e x t  o f  o 8 S  ' s c l a i m  "that: i t s  f o r e i g n  

S h i p p i n g  i n c o m e  a h c u l d  b e  e x e m p t e d  f r o »  t a x a t i o n  i n  A l a s k a ,  

s u b s e c t i o n  8 8 3 ( a ) ( 1 )  i s  i m p l i e d l y  e x c e p t e d  t o  b y  t h e  A N I T A .

W «  f i r s t  n o t e  t h a t  t h e  K T C  p r o v i d a o  a c o m p r e h e n s i v e  

m e t h o d o l o g y  1  o r  t h e  a l l o c a t i o n  a n d  a p p o r t i o n m e n t  r e q u i r e d  b y  t h e  

A N I T A ,  A S  4 3 . 2 0 . 0 6 3 -  A S  s e e n  a bove, t h e  b e y  t o  t h a t  m e t h o d o l o g y  ia 

t h e  a p p o r t i o n m e n t  f r a c t i o n .  I n  o u r  v i e w ,  i t  i s  i n c o n s i s t e n t  w i t h  

t h e  M T C ,  a n d  t h e r e f o r e  t h e  A N I T A ,  t o  e x e m p t  a n  e n t i r e  c l a s s  o f  

f o r e i g n - e a m e d  i n c o m e  f r o m  t h e  t a x p a y e r ' s  w o r l d w i d e  i n c a n e  ror. 

p u r p o s e s  o f  a t t e m p t i n g  t o  d i s t i n g u i s h  b e t w e e n  l o c a l l y  t a x a b l e  a n d  

n o n t a x a h l e  i n c o m e .  U n d e r  t h e  XTC ,  t h i s  s e p a r a t i o n  i s  a c c o m p l i s h e d  

t h r o u g h  t h e  a p p l i c a t i o n  o f  t h e  a p p o r t i o n m e n t  f r a c t i o n ,  n o t  t h e

c a l c u l a t i o n  o f  w o r l d w i d e  i n c o m e .  T h e  l e g i s l a t i v e  h i s t o r y  of 

s e c t i o n  8 S3 d e m o n s t r a t e s  t h a t  i t  w a s  e n a c t e d  t o  e l i m i n a t e  t h e

d o u b l e  t a x a t i o n ' 44 o f  c h i p p i n g  i n c o m e .  H  /V ■ N o n s u c o . Inc ■___ill.

Connis'sin e o -  n f  T n t e - n n l  b e v e n u * . 234 F . 2 d  583-,'-58?- ( 4 t h  Cir.-'195G)- 

( c i t i n g  S. R e p .  N o .  275 ,  6 7 t h  Cong., 1 s t  S e s s .  (1921), 1 9 3 9 - 1  ( P a r t

2) C.B. 181, 1 9 1 ) .  T h e  d a n g e r  of m u l t i p l e  t a x a t i o n  i n  t h a t  c o n t e x t  

a r i s e s  hecau.se m u l t i n a t i o n a l  s h i p p i n g  a c t i v i t i e s  s u b j e c t  t h e  

t a x p a y e r  t o  t a x a t i o n  b y  m o r e  t h a n  o n e  n a t i o n .  A v o i d a n c e  of

10 A S  4 3 . 2 0 . 0 6 5  p r o v i d e s ;

A  t a x p a y e r  w h o  h a s  i n c o m e  f r o m  b u s i n e s s
a c t i v i t y  t h a t  is t a x a b l e  b o t h  i n s i d e  a n d  
o u t 3 l d e  t h e  s t a t e  or i n c o m e  f r o m  o t h e r  a c u r c c a  
b o t h  i n s i d e  a n d  o u t s i d e  t h e  s t a t e  s h a l l  
a l l o c a t e  a n d  a p p o r t i o n  n e t  i n c o m e  a s  p r o v i d e d  
in A S  4 3 . 1 3  (Multistat®  T a x  C o m p a c t ) ,  o r  as 
p r o v i d e d  b y  t h i s  c h a p t e r .

. r . . F £ A i r 0 , 05 ■ '3 1 P M  BOGLE & GATES P  i2/qq
Ft9-:a-38 13:15 Froa:SOCLE i CATES 3077577801 T-1S4 P. 12/39* ‘Jofr-M3
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a u l t i p l o  - t a x a t i o n  i a  t h e  a u a  p u x p o o e  s e r v e d  b y  th<a KTC t h r o u g h  t h e  

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

D O R  c o n t e n d s  t h a t  a l l o w i n g  t h e  s e c t i o n  9 B 3  e x e m p t i o n  

w o u l d  h a v e  t h e  e f f e c t  o f  d o u b l y  p r o t e c t i n g  f o r e i g n  s h i p p i n g  i n c o m e .

I t  r e a s o n s  t h a t  b e c a u s e  t h e  d e n o m i n a t o r  o f  a  t a x p a y e r ’s 

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

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

t h e  v a l u e s  r e l a t i n g  t o  f o r e i g n - f l a g  v e s s e l s  w h e n  c a l c u l a t i n g  t h o s e  

f a c t o r s  u n d e r  A S  4 3 . 1 9 . 0 1 0  art .  IV, 5 5  9 , 1 0 , 13 & 1 5 , r e d u c e s  t h e  

a p p o r t i o n m e n t  f a c t o r .  I f  s e c t i o n  883 a l s o  a p p l i e d ,  t h u s  r e d u c i n g  

t h e  t a x p a y e r ’s w o r l d w i d e  i n c o m e ,  i t  w c u l d  c a u s e  a f u r t h e r  r e d u c t i o n  

w h e n  t h e  a l r e a d y - r e d u c e d  a p p o r t i o n m e n t  f r a c t i o n  is m u l t i p l i e d  b y  

t h e  n e w l y  r e d u c e d  w o r l d w i d e  i n c o m e .  D O R  c o n c l u d e s  t h a t  t h i s  r e s u l t  

w o u l d  u n d e r s t a t e  t h e  t a x p a y e r ' s  A l a s k a  t a x a b l e  i n c o m e .  W e  a g r e e  

t h a t  t h i s  w o u l d  b e  t h a  e f f e c t  o f  g r a n t i n g  t h e  s e c t i o n  8 83 

e x e m p t i o n .

I t  i s “al'6o" s i g n i f i c a n t  t h a t  t h e  A N I T A  c o n t a i n s  a s t a t u t e  "-• 

t h a t  a p p e a r s  t o  d e a l  s p e c i f i c a l l y  a n d  c o m p r e h e n s i v e l y  w i t h  t h e  

p r o b l e m  o f  m u l t i p l e  t a x a t i o n  o f  f o r e i g n  o r  a u l t i s t a t e  w a t e r  

t r a n s p o r t a t i o n  c a r r i e r s .  S e e  A S  4 3 . 2 0 . 0 7 1 .  T h a t  s t a t u t e  p r o v i d e s  

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

c a r r i e r s  in a c c o r d a n c e  w i t h  “th e  M T C ' s  a p p o r t i o n m e n t  f o r m u l a  

m e t h o d o l o g y  b y  m o d i f y i n g  t h e  p r o p e r t y ,  p a y r o l l ,  a n d  s a l e s  f a c t o r s  

f r o m  w h i c h  t h e  a p p o r t i o n m e n t  f r a c t i o n  is c a l c u l a t e d ,  b y  a p p l y i n g  a

FEE 20 'S3 0S:3SFM BOGLE & GATES P. 13/39
FES-Z8-SS 10:17 Frgn:30GlS 1 CATES 9072577901 T-194 p.13/33 Job-143
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"dayn-i_n— port** f r a c t i o n . 11 T h i e  m e t h o d  f u r t h e r  r e d u c e s  t h e  t h r e e

S t a t u t o r y  K T C  f a c t  o r a , a n d  t h u s  t h a  K T C ' c  a p p o r t i o n m a n f c  f r a c t i o n .  

T h e  r e s u l t  i s  a r e d u c t i o n  i t  t a x a b l e  i n c o m e .

O B S  a r g u e s  t h a t  A S  4 3 .2 0 .0 7 1  i a  c o m p a t i b l e  w i t h  s t a t u t o r y

e r x m p t i a n s  l i k e  t h a t  p r o v i d e d  b y  flection a«3 ,  b«eaiuc« n s c c i o n  . 0 7 1  

S i a p l y  a p p l i e s  t h e  a p p o r t i o n m e n t  m e t h o d  f o r  w a t e r  t r a n s p o r t a t i o n  

c a r r i e r s  a f t e r  t h s i r  a p p o r h i o n a b l e  t a x  b a o e  ia d e t e r m i n e d  b y  

e l i m i n a t i n g  e x e m p t  i n c o m e .  W e  r e a c h  a c o n t r a r y  c o n c l u s i o n .  W e  

t h i n k  t h e  r e f e r e n c e  i n  A S  4 3 . 2 0 . 0 7 1 ( a )  t o  " a l l  b u s i n e s s  i n c o m e "  o f  

w a t e r  t r a n s p o r t a t i o n  c a r r i e r s  i s  m o r e  c o n s o n a n t  w l t n  r i n d i n g  t h e  

s e c t i o n  8 8 3  e x e m p t i o n  i n a p p l i c a b l e .  B e a d i n g  " a l l  b u s i n e s s  income** 

a t  f a c e  v a l u e  s u g g e s t s  t h a t  it e n c o m p a s s e s  a l l  i n c o m e  o f  a b u s i n e s s  

o r i g i n ,  w i t h o u t  r e d u c t i o n  f o r  a n y  c l a s s  of i n c o m e  o f  f o r e i g n

11 A S  4 3 . 2  0 . 0 7 1  is e n t i t l e d  " T r a n s p o r t a t i o n  c a r r i e r s 41 a n d

p r o v i d e s ,  i n  p e r t i n e n t  pa r t ,

(a) A l l  b u s i n e s s  i n c o m e  o f  ' w a t e r  
' t r a n s p o r t a t i o n  c a r r i e r s  s h a l l - - b e  a p p o r t i o n e d  -■*•••

t o  t h i c  s t a t e  in a c c o r d a n c e  w i t h  A S  4 3 . 1 9  
( M u l t i s t a t e  T a x  C o m p a c t )  a s  m o d i f i e d  b y  t h e  

f o l l o w i n g :

(4) t h o  p o r t i o n c  o f  t h e  n u a a r a t c r  o f  t h a  
p r o p e r t y ,  p a y r o l l ,  a n d  s a l e s  factors- w h i c h  a r e  
d i r e c t l y  r e l a t e d  t o  i n t e r G t a t o  » c b i l o  p r o p e r t y  
o p e r a t i o n s  a r e  d e t e r m i n e d  b y  a r a t i o  w h i c h  t h e  
n u m b e r  o f  d a y n  s p e n t  i n  p o r t s  i n s i d e  t h e  a t a t o  
b e a r s  t o  t h e  t o t a l  n u m b e r  o f  d a y s  s p o n t  i n  
p o r t s  i n s i d e  a n d  crutside t h e  s t a t e ;  t h e  t e r n  
" d a y s  s p e n t  i n  ports'1 d e e s  n o t  i n c l u d e  p e r i o d s  
w h e r e  s h i p s  a r e  t i e d  u p  b e c a u s e  o f  s t r i k e s  o r  
w i t h h e l d  f r o m  A l a s k a  s e r v i c e  f o r  r e p a i r s ,  o r  
b e o « U a u  o f  s e a s o n a l  r e d u c t i o n  o f  s e r v i c e ;  d a y s  
i n  p o r t  a r e  c o m p u t e d  b y  d i v i d i n g  t h a  t o t a l  
n u m b e r  o f  h o u r s  in a l l  p o r t s  b y  24.
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o r i g i n .  P u r - t h e r ,  i t  a p p e a r s  th » fc . i n  -th a  f e d e r a l  s o h « u s ,  f l a o t i o n

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

a s s i g n i n g  incoate -to a  s o u r c e  t h r o u g h  r e c i p r o c a l  e x e m p t i o n s .  T h e  

d a y s - l n - p o r t  r a t i o  a d o p t e d  b y  A S  4 3 . 2 0 . 0 7 1  a v o i d s  m u l t i p l e  tax at i o n  

o r  t r a n s p o r t a t i o n  c a r r i e r s  b y  f o r m u l a  a p p o r t i o n m e n t .  A s  D O R  a r g u e s  

i n  i t s  r e p l y  b r i e r , " A l a s k a  h a s  n o  n e e d  t o  i n c o r p o r a t e  a r e c i p r o c a l

e x e m p t i o n  t o  a v o i d  p o s s i b l e  unfair* d o u b l e  t a x a t i o n  o f  f o r e i g n  o r
«

d o m e s t i c  vessels.** s o r e  f u n d a m e n t a l l y ,  t h e r e  i s  n o  r e a s o n  t o  m i n k  

t h a t  t h e  l e g i s l a t u r e  w h i c h  a d o p t e d  a s  4 3 . 2 0 . 0 7 1  t o  p r o v i d e  f o r  

s o p h i s t i c a t e d  a d j u s t m e n t s  t o  t h e  M T C  a p p o r t i o n m e n t  f r a c t i o n ,  

s p e c i f i c a l l y  t o  p r e v e n t  m u l t i p l e  t a x a t i o n  o f  w a t e r  t r a n s p o r t a t i o n  

c a r r i e r s ,  c o n t e m p l a t e d  t h a t  a n y  o t h e r  u n s p e c i f i e d  a d j u s t m e n t s  w o u l d  

b e  n e e d e d  t o  a v o i d  a i s a l i o c a t i c n  of t h i s  c l a s s  of b u s i n e s s  i n c o m e . ^

n o t  i n c o n s i s t e n t  w i t h  A S  4 3 . 2 0 . oil, w h i c h  t a x e s  “t h e  e n t i r e  t a x a b l e  

i n c o m e  o f  e v e r y  c o r p o r a t i o n  d e r i v e d  f r o m - s o u r c e s  w i t h i n - t h e  S t a t e . "  

I t  a l s o  a r g u e s  t h a t  s e c t i o n  833 i n c o m e  c a n  b e  e a r n e d  e i t h e r  w i t h i n  

o r  o u t s i d e  A l a s k a  w a t e r s ,  a n d  t h a t  A S  4 3 . 2 0 . 0 1 1 ,  w h i c h  

g e o g r a p h i c a l l y  l i m i t s  t a x a t i o n  t o  i n c o m e  d e r i v e d  f r o m  “s o u r c e s  

w i t h i n  t h e  ’S t a t s ,M .o p e r a t e s  a l o n g s i d e  a n d  i n d e p e n d e n t l y  of s e c t i o n  

8 8 3 .  I t  s i m i l a r l y  i n t e r p r e t s  A S  4 3 . 2 0 . 0 6 5  t o  p r o v i d e  f o r  

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

13 w e  n o t e  m a t  a l l  or c o s ' s  s n i p s  t h a t  c a l l e d  in A l a s k a  
w e r e  r e g i s t e r e d  u n d e r  t h e  U. S .  f l a g ;  t h e r e f o r e ,  n o n e  o f  t h e

Srcj3<trty, p a y r o l l ,  o r  c a l c s  of q b s ’s f o r e i g n  n a g  s n i p s  w a s  
n o l u d e d  i n  t h e  n u m e r a t o r  o f  m «  p r o p e r t y / p o y r o l l / a a l e a  

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

8 8 3  u s e e  s e p a r a t a  a c c o u n t i n g  m e t h o d o l o g y  t o  a v o i d  t h e  p r o b l e m  o f

O B S  a r g u e s  t h a t  t h e  e x e m p t i o n  p r o v i d e d  b y  s e c t i o n  8 3 3  is
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O B S  a l s o  4 r ? u « a  that: s e c t i o n  383 -is not: i n h e r e n t l y  i n c o n p a t i b l o  . 

w i t h  -the g e n e r a l  a p p o r t i o n * o a t  p r o v i r i o n s  o f  t h o  K T C ,  a n d  n o t e a  

t h a t  D O R  d o o o  n o t  o b j e c t  t o  a p p l y i n g  o t h e r  e x e m p t i o n s ,  o u c h  a o  I R C  

s e c t i o n  1 0 3 ,  w h i c h  a x e m p r s  i n t e r e s t .

D O R  r c o p o n d n  t h a t  p c a v i o i o r a  o u c h  a s  ■ •otion 1 0 3  d o  s o t  

h a v e  t h e  e f f e c t  o f  assigning' i n c o m e  t o  a  f o r e i g n  err d o m e s t i c  

s o u r c e ,  u n l i k e  s e c t i o n  6143. W e  a g r e e  w i t h  t h a t  d i s t i n c t i o n .

W e  c o n c l u d e  'that t h e  a r g u m e n t s  f o r  f i n d i n g  t h a t  A S  4 3 . 2 0  

i m p l i e d l y  e x c e p t s  t o  s e c t i o n  8 3 3  a r e  s t r o n g e r  t h a n  t h o s e  t o  t h e  

c o n t r a r y . 13 I f  w e  w e r e  to a c c e p t  o b s ’ s  p o s i t i o n ,  i t  w o u l d

~3 I n  s o  h o l d i n g ,  v e  r e j e c t  a r g u m e n t s ,  a d v a n c e d  b y  O B S  a n d  
A V A ,  t h a t  l e g i s l a t i v e  e v e n t s  in 1 9 9 1  a n d  1 9 9 2  e s t a b l i s h  t h a t  t h e  
l e g i s l a t u r e  d i d  n o t  intrjnd t o  e x c e p t  t o  s e c t i o n  8 3 3 .  I n  1 9 9 1  a n d  

1 9 9 2 ,  t h e  A l a s k a  l e g i s l a t u r e  p r o p o s e d ,  b u t  u l t i m a t e l y  r e j e c t e d ,  
a m e n d m e n t s  t h a t  w o u l d  h a v e  e x p r e s s l y  e x c e p t e d  t o  i n c o r p o r a t i o n  of 
s e c t i o n  8 3 3 .  O B S  a n d  A V A  r e l y  o n  c o m m e n t s  a t  c o m m i t t e e  a n d  
s u b c o m m i t t e e  h e a r i n g s  r e g a r d i n g  t h e  p r o p o s e d  l e g i s l a t i o n  i n  s u p p o r t  
o f  t h e i r  p o s i t i o n  t h a t  t h a  l e g i s l a t u r e  r e a l i z e d *  s e c t i o n  8 83 h a d  
a l r e a d y  b e e n  i n c o r p o r a t e d  i n t o  A l a s k a  law. s u c h  c o m m e n t s ,  p r o v i d e d '  
i n  c o n t e x t  o f  l e g i s l a t i o n  w h i c h  w a s  n o t  a d o p t e d ,  o f f e r  n o  i n s i g h t  
i n t o  t h e  t h i n k i n g  o f  t h e  l e g i s l a t u r e  w h e n  i t  e n a c t e d  A S  4 3 - 2 0 . 0 2 1  
i n  1 9 7 5 -  S r s . W i l l n a n  v. n a t i o n w i d e  h u t .  F i r s _ i n s . .  C o ^., 758 P . 2d 
1 2 4 8 ,  1 2 5 2  ( A l a s k a  1 9 8 8 )  ( " W hile t h e  l e g i s l a t u r e  is f u l l y  e m p o w e r e d  
t o  d e c l a r e  p r e s e n t  l a w  b y  l e g i s l a t i o n ,  i t  i s  n o t  i n s t i t u t i o n a l l y  
c o m p e t e n t  t o  i s s u e  o p i n i o n s  a s  t o  w h a t  a s t a t u t e  p a s s e d  b y  an
e a r l i e r  l a g i a l a t u r e  m o a n t . " )  . S e e  a J a o  W r i g h t — v  ■ H e a t /  5 0 5  U . S .
2 7 7 ,  2 9 9  n . 9  ( 1 9 9 2 ) ;  W i l l i a m  K. E s k r i d g e ,  J r . ,  The hev T ex tu a lisa , 
i n  2 A  Norsinn J. S i n g e r ,  S u t h e r l a n d  S t a t u t o r y  C o n s t r u c t i o n  56fl, 570 
( 5 t h  ed. 1 9 9 2 )  . ( n o t i n g  t h e  U. S .  S u p r e m e  C o u r t ' s  " o c c a s i o n a l  
v i l l i n g n e o e  t o  c o n s i d e r  1 s u b s e q u e n t  l e g i s l a t i v e  h i s t o r y ,  ' "  b u t  a l s o  
n o t i n g  t h a t  t h e  C o u r t  h a s  “o f t e n  i t e r a t e d  t h a t  ' t h e  v i e w s  o f  a 

s u b s e q u e n t  C o n g r e s s  f o r a  a  h a z a r d o u s  b a s i s  f o r  i n f e r r i n g  t h e  i n t e n t  

o f  a n  e a r l i e r  o n e ' " ) .

O u r  h o l d i n g  o n  t h e  e x e m p t i o n  i s s u e  m a k e s  i t  u n n e c e s s a r y  
f o r  U «  t o  c o n s i d e r  D O R ’S a l t e r n a t i v e  a r g u m e n t  t h a t  i n c o r p o r a t i n g  
• a c t i o n  a « 3  i n t o  A l a a k a  l a w  w o u l d  d i a o r i m i n a t o  a g a i n s t  i n t e r s t a t e  
c o m m e r c e .
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i n e v i t a b l y  r e a u l t  i n  undcx o f c a t i n g  O B S ' s  A l a s k a  t a x a b l e  i n c o s s  in a 

w a y  n o t  I n t e n d e d  b y  t h e  A l a s k a  l e g i s l a t u r e .

B. W h e t h e r  ro R  E x c e e d e d  Tta s t a t u t o r y  A u t h o r i t y  b v  A d o p t i n g

15 M C  ap.llfl'fil • -

D O R  n e x t  a r g u e s  t h a t  t h e  s u p e r i o r  c o u r t  e r r e d  i n  h o l d i n g  

t h a t  D O R  e x c e e d e d  i t s  a u t h o r i t y  b y  p r o m u l g a t i n g  a  r e g u l a t i o n  

l i m i t i n g  t h e  s t a t u t o r y  I n v e s t m e n t  t a x  c r e d i t . 14

T h e  l e g i s l a t u r e  e n a c t e d  t h e  i n v e s t m e n t  t a x  c r e d i t  as p a r t  

o f  t h e  A K I T A  b y  a d o p t i n g  26 U . S . C .  § 38 b y  r e f e r e n c e .  A S

4 2 . 2 0 . 0 2 1 ( a ) .  S e c t i o n  38 p r o v i d e d  a n  i n v e s t m e n t  t a x  c r e d i t  for 

t a x p a y e r s  w h o  i n v e s t e d  in t a n g i b l e  p e r s o n a l  p r o p e r t y  u s e d  i n  a 

t r a d e  o r  b u s i n e s s . 15

T h e  l e g i s l a t u r e  a d o p t e d  s e v e r a l  s t a t u t o r y  l i m i t a t i o n s  c n  

t h e  c r e d i t .  I t  l i m i t e d  t h e  c r e d i t  f o r  c o r p o r a t i o n s  t o  e i g h t e e n  

p e r c e n t  o f  t h e  f e d e r a l  c r e d i t  w h i c h  w a s  " a t t r i b u t a b l e  t o  A l a s k a . "  

A S  4 3  . 2 0 . 0 2 1 ( d ) . 14 I t  a l s o  l i m i t e d  t h e  c r e d i t ,  t o  t h e  a m o u n t  of 

f e d e r a l  c r e d i t  o n  " t h e  f i r s t  $20., 0 0 0 , 0 0 0  o f  q u a l i f i e d  i n v e s t m e n t

14 D O R  c l a i m s  t h a t  t h e  r e g u l a t i o n’s " f i r s t  u s e "  r e q u i r e m e n t  
i s  n o t  a t  i s s u e  h e r e  b e c a u s e  O B S  w a s  n o t  d e n i e d  a  c r e d i t  on t h i c  
b a s i s .  I t  a p p e a r s ,  h o w e v e r ,  t h a t  D O R  a p p l i e d  t h i s  l i m i t a t i o n  in 
d i s a l l o w i n g  t h e  c r e d i t  f o r  O S S  s h i p s  t h a t  d i d  n o t  v i s i t  a n  A l a s k a  

p o r t  o n  t h e i r  i n i t i a l  v o y a g e s .

15 B e c a u s e  t h e  T a x  R e f o r m  A c t  o f  1 9 8 6 ,  P . L .  9 9 - 5 1 4 ,  
g e n e r a l l y  r e p e a l e d  t h o  c r e d i t  f o r  p r o p e r t y  p l a c e d  i n  s e r v i c e  a f t e r  
D e c e m b e r  31, 1 9 8 5 ,  t h e  c r e d i t  i s  n o t  a p p l i c a b l e  t o  a l l  t a x  y e a r s  

t h a t  a r o  t h e  s u b j e c t  o f  t h i s  a p p e a l .

A S  4 3 . 2 0 . 0 2 1 (d) s t a t e s ,  " ( w ] h e r e  a c r e d i t  a l l o w e d  u n d e r  
t h e  I n t e r n a l  R e v e n u e  C o d e  ic a l s o  a l l o w e d  i n  c o m p u t i n g  A l a s k a  
i n c o f i *  t a x ,  i t  i s  l i m i t a d  t o  18 p e r c e n t  r o r  c o r p o r a t i o n *  of t h e  
a m o u n t  o f  c r e d i t  d e t e r m i n e d  f o r  f e d e r a l  incromo t a x  p u r p o s e s  w h i c h  
i s  a t t r i b u t a b l e  t o  A l a s k a . "

- 1 6 - 4451
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. . , put. i n t o  u s q  i n  t h e  a t a t c  f o r  o a o h  t a x a b l a  y « o r . n A S

4 3 . 2 0 i 0 3 6 ( b >  .i7 ' I

D O R  p r o m u l g a t e d  a n  i n v e a t a e n t  t a x  c r e d i t  r e g u i o t i o n ,  IS 

A A C  2 0 . 1 1 0 ,  a n d  i n  d o i n g  s o  c i t e d  a s  a u t h o r i t y  A S  4 3 . 0 5 . 0 5 0 ,  A S  

4 3 .  2 0 . 0 2 1 ,  a n d  A S  4 3 . 3 0 . 0 3  0. 3 u b a c c t i . c n  (d) o r  t h a t  r e g u l a t i o n  

t r e a t e d  t r a n s p o r t a t i o n  e q u i p m e n t  " f i r o t  u c e d "  i n  A l a s k a  a s  * n « v  

p r o p e r t y .  "A* X t  a l s o  p r o r a t e d  q u a l i f i e d  e x p e n d i t u r e s  b y  c o m p a r i n g  

t h e  n u m b e r  o f  d a y s  t h e  p r o p e r t y  v a s  u s e d  i n  A l a s k a  a n d  t h e  n u m b e r  

o f  d a y s  i t  w a s  u s e d  e l s e w h e r e .

O B S  c l a i m e d  i n v e s t m e n t  t a x  c r e d i t s ,  c a l c u l a t e d  a:, 

e i g h t e e n  p e r c e n t  o f  t h e  f i r s t  $ 2 0  m i l l i o n  o f  q u a l i f i e d  i n v e s t m e n t s

17 A S  4 3 . 2 0 . 0 3 6 ( b )  s t a t e s ,  " t f ] o r  p u r p o s e s  o f  c a l c u l a t i n g  
t h e  i n c o m e  t a x  p a y a b l e  u n d e r  t h i s  c h a p t e r ,  t h e  t a x p a y e r  n a y  a p p l y  
a s  a c r e d i t  a g a i n s t  t a x  l i a b i l i t y  t h e  i n v e s t m e n t  c r e d i t  a l l o w e d  as 
t o  f e d e r a l  t a x e s  u n d e r  26 U . 5 . C .  38 ( I n t e r n a l  R e v e n u e  C o d e )  u p o n  
or.ly t h e  f i r s t  $ 2 0 ,0 0 0 , 0 0 0  o f  q u a l i f i e d  i n v e s t m e n t  - . . p u t  i n t o  
u s e  i n  t h e  s t a t e  f o r  e a c h  t a x a b l e  y e a r . "

18 I S  A A C  2 0 .1 1 0 (d) s t a t e s :

F o r  p u r p o s e s  of t h i s  s e c t i o n " p l a c e d  " i n ”**" 
c e r v i c e  i n  t h e  s t a t e "  m e a n s  t h a t  t h e  f i r s t  u s e  
o f  t h e  q u a l i f i e d  i n v e s t m e n t  is i n  t h i s  s t a t e .
X f  t h o  p r o p a r t y  is u c a d  o l c o v h a r a  i n  t h o  
t a x a b l e  y e a r  o f  a c q u i s i t i o n  a n d  b r o u g h t  t o  
t h i s  s t a t e  d u r i n g  t h a t  s a m e  y e a r ,  t h a t
p r o p e r t y  is c o n s i d e r e d  u s e d  p r o p e r t y  a n d  i s  
s u b j e c t  t o  t h e  l i m i t a u i o n o  a n  p r o v i d e d  i n  t h e  
I n t e r n a l '  R e v e n u e  c o d e .  I f  t h e  p r o p e r t y  i s  t o  
b e  u s e d  e l s e w h e r e  d u r i n g  t h e  t a x a b l e  y e a r  o f  
a c q u i s i t i o n  a n d  b r o u g h t  t o  t h i s  s t a t e  i n  
a n o t h e r  t a x a b l e  y e a r ,  t h e  p r o p e r t y  d o e s  n o t  
q u a l i f y  f o r  t h o  i n v e s t m e n t  c r e d i t .  
T r a n s p o r t a t i o n  e q u i p m e n t  u s e d  w i t h i n  a n d
o u t s i d e  o f  t h i s  s t a t e  w h o s e  u s e  c o m m e n c e s  i n  
t h i s  s t a t e  i a  c o n s i d e r e d  n o w  p r o p e r t y . m e  
q u a l i f i e d  e x p e n d i t u r e  f o r  i n t e r s t a t e
r r a n e p o r t a t l o n  e q u i p m e n t  m u s t  b e  b a s e d  o n  a  
p r o r a t e d  f o r m u l a  of d a y o  u s e d  i n  t h i s  stat*i 
c o m p a r e d  t o  d a y s  u s e d  e l s e w h e r e .
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p u t  i n t o  u n c  f o r  e a c h  t a x a b l e  y e a r ,  a n d  p r o r a t e d  urvdor is A A C  

2 0 . 1 1 0 ( d )  b y  c o m p e r i n g  d a y s  o f  i n — e t a t o  a n d  a u t - o f - e t a t o  use. T h e  

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

A l a s k a n  p o r t s  o n  t h e i r  i n i t i a l  v o y a g e s ,  p e r  15 A A C  2 0 . 1 1 0 ( d ) .  o n  

a p p e a l  b y  O B S ,  t h e  s u p e r i o r  c o u r t  h e l d  t h a t  D O R  h a d  e x c e e d e d  i t a  

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

p r o  r a t a  a p p o r t i o n m e n t  l i a i t a t d o n a  i n  a d d i t i o n  t o  t h e  1  i a  1 t a t i o n a  

i m p o s e d  b y  A S  4 3 . 2 0 . 0 2 1 ( d )  a n d  A S  4 3 . 2 0 . 0 3 5 ( b ) .

w e  i n i t i a l l y  d e t e r m i n e  w h e t h e r  t h e  a g e n c y  h a d  t h e  a u t h o r i t y  t o  

a d o p t  s u c h  r e g u l a t i o n s .  T h i s  d e t e r m i n a t i o n  is a q u e s t i o n  o f  l a w  t o  

w h i c h  w e  a p p l y  c u r  i n d e p e n d e n t  j u d g m e n t .  V a r n e r  v . S t a t e ,  R e a l

E s t a t e  c o n n *71. 8 1 9  P . 2 d  28, 3 1  ( A l a s k a  1 9 9 1 ) .

T o  b e  w i t h i n  t h e  a g e n c y ' s  g r a n t  o f  r u l e m a k i n g  a u t h o r i t y ,  

a r e g u l a t i o n  m u s t  b e  " c o n s i s t e n t  w i t h  a n d  r e a s o n a b l y  n e c e s s a r y  t o  

c a r r y  o u t  t h e  p u r p o s e s  of the s t a t u t o r y  p r o v i s i o n s  c o n f e r r i n g  r u l o -  

m a k i n g  a u t h o r i t y  o n  t h e  a g e n c y . "  S t a t e . Dep.'.t-'-.or.SfiVgnua .V.— C oslfl, 

8 5 8  ? , 2 d  6 2 1 ,  6 2 4  ( A l a s k a  1993) ( c i t a t i o n s  o m i t t e d ) .  T h i s  t e s t

e n s u r e s  t h a t  i n  p r o m u l g a t i n g  t h e  r e g u l a t i o n s  t h e  a g e n c y  d i d  n o t  

e x c e e d  t h e  p o w e r  d e l e g a t e d  to it b y  t h e  l e g i s l a t u r e .  T d . W e  n e x t  

d e t e r m i n e  “w h e t h e r  t h e  r e g u l a t i o n  is r e a s o n a b l e  a n d  n o t  a r b i t r a r y . "

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

d e m o n s t r a t i n g  i t s  i n v a l i d i t y . "  A h  sh a m a n  S c h .,— D i s t .— v.. .h a l o • 8 5 7  

p . 2 d  1 1 8  6, 1 1 3 8  ( A l a s k a  1993) ( c i t a t i o n s  o m i t t e d ) .  F u r t h e r ,  w e

W h e n  r e v i e w i n g  t h e  v a l i d i t y  o r  a n  a g e n c y 's r e g u l a t i o n s ,

IsL.
" W e  a c c o r d  a n  a d m i n i s t r a t i v e  r e g u l a t i o n  a p r e s u m p t i o n  o f

- 1 8 - 4 *S 1
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W i l l  n o t  ■ s u b s t i t u t e  o u r  j u d g m e n t  C o r  t h a t  o f  t h o  a g o n c y  w i t h  

r e s p e c t  t o  t h e  e f f i c a c y  o f  a r e g u l a t i o n  n o r  r e v i o v  t h a  'wisdom' ol 

a p a r t i c u l a r  r e g u l a t i o n . "  IsiL. ( c i t a t i o n  o m i t t e d ) .  H o w e v e r ,  v a  

w i l l  a p p l y  t h e  s u b s t i t u t i o n  o f  j u d g m e n t  s t a n d a r d  o f  r e v i e w  w h e n  

r e v i e w i n g  t h e  v a l i d i t y  o f  a n  a d m i n i s t r a t i v e  r e g u l a t i o n  b a c a u o o  t h i o  

i s  a  q u e s t i i  •. o f  s t a t u t o r y  i n t e r p r e t a t i o n .  Id_». a t  l i a a  n . 3 .

W h e t h e r  1 5  A A C  2 0 . 1 1 0 ( d )  ifi v a l i d  d e p e n d s  h e r e  o n  w h e t h e r  

i t  i s  c o n s i s t e n t  w i t h  t h e  t a x  c r e d i t  s t a t u t e s  a n d  r e a s o n a b l y  

n e c e s s a r y  f o r  t h e i r  e n f o r c e m e n t .  S e e  A S  4 3 . 0 5 . 0 3 0 ;  a s  4 4 . 5 2 . 0 3 0 .“d 

5g.fl_fllSfl £ a S A £ ,  8 5 8  P . 2 d  a t  624.

c i t i n g  t h e  p l a i n  l a n g u a g e  o f  a s  • 4 3 . 2 0 . 0 3 6 ( b ) ,  i t s  

l e g i s l a t i v e  h i s t o r y ,  a n d  c a n o n s  o f  s t a t u t o r y  c o n s t r u c t i o n ,  DGR. 

c o n t e n d s  t h a t  15 A A C  2 0 . 1 1 0 ( d )  is c o n s i s t e n t  a n d  n e c e s s a r y  b e c a u s e  

t h e  r e g u l a t i o n  s i m p l y  c l a r i f i e s  w h e n  a c r e d i t  is a l l o w e d  f o r  

t r a n s p o r t a t i o n  p r o p e r t y  n o t  u s e d  e x c l u s i v e l y  i n  t h e  s t a t e .

O B S  a r g u e s  t h a t  15 A A C  2 0 . 1 1 0 ( d )  i s  u n n e c e s s a r y  a n d  

i n c o n s i s t e n t  w i t h  t h e  s t a t u t e s  p r o v i d i n g  f o r  t h e  credit-:'- I t  ■' 

a s s e r t s  t h a t  t h e  r e g u l a t i o n ' s  p r o  r a t a  a p p o r t i o n m e n t  r e q u i r e m e n t  

r e s u l t s  i n  a  d o u b l e  r e d u c t i o n  of t h e  c r e d i t ,  b e c a u s e  t h e  s t a t u t e s  

a l r e a d y  l i a i t  t h e  c r e d i t  t o  p r o p e r t y  u s e d  i n  A l a s k a .  I m p l i c i t  i n  

O B S 1 a a r g u m e n t  i a  t h e  a s s e r t i o n  t h a t  a  t a x p a y e r  i s  e n t i t l e d  to. t h e

19 E v e n  t h o u g h  A S  4 3 . 0 5 . 0 8 0  g r a n t s  D O R  a u t h o r i t y  t o  a d o p t  
r e g u l a t i o n s ,  i t  l i m i t s  t h a t  a u t h o r i t y " t o  r e g u l a t i o n s  " n e c e s s a r y  f o r  
t h e  e n f o r c e m e n t  o f  t h e  t a x  . . .  l a w s  a d m i n  l s r e r e d  b y  i t . "  
L i k e w i s e ,  if a d e p a r t m e n t  h a s  a u t h o r i t y  t o  a d o p t  r e g u l a t i o n s ,  a 
r e g u l a t i o n  i s  n o t  v a l i d  " u n l e s s  c o n s i s t e n t  w i t h  t h e  s t a t u t e  a n d  
r e a s o n a b l y  n e c e s s a r y "  t o  c a r r y  o u t  t h e  s t a t u t o r y  p u r p o s e s .  A S  
4 4 . 6 2 . 0 3 0 ,
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f u l l  c r e d i t  r e g a r d l o c e  o f  t h «  j a o u n t  o f  t i m e  t h «  p r o p e r t y  i s  u s e d  

i n  A l a s k a .

a. L a y ja la t lY e  hiatasy.

B e f o r e  i t  v a a  a m e n d e d  i n  1981, A S  4 3 . 2 0 . 0 3 6 ( b )  p r o v i d e d  

o  c r e d i t  f o r  a n y  " s e c t i o n  3 3 "  p r o p e r t y ,  a n d  d i d  n o t  l i m i t  t h e  

c r e d i t  t o  p r o p e r t y  p u t  i n t o  u s e  i n  A l a s k a .  T h e  1 9 8 1  a m e n d m e n t s  

w e r e  i n t r o d u c e d  i n  3 e n o t ©  b i l l  32 4 ,  a n d  a d d e d  t h e  r e q u i r e a e n t  t h a t  

t h e  e q u i p m e n t  o r  p r o p e r t y  b e  p u t  i n t o  u s e  " i n  t h e  s t a t e . "  S e n a t e  

B i l l  ( S . B . )  5 2 4 ,  1 2 t h  L e g . ,  1 s t  s e s s .  ( 1 9 S 1 ) . T h e  H o u s e  F i n a n c e  

c o m a i t t e e  a l s o  a d o p t e d  a l e t t e r  o r  I n t e n t  w n l c h  s t a t e d  t h a t  " H C S S 3  

5 2 4  (Fin) p r o v i d e s  a n  i n c r e a s e  in t h e  i n v e s t m e n t  t a x  c r e d i t  a l l o w e d  

f o r  i n - s t a t e  i n v e s t m e n t s  f o r  c o r p o r a t i o n s  d o i n g  b u s i n e s s  i n  

A l a s k a . "  1 9 8 1  H o u s e  J o u r n a l  2009  (J u n e  8,. 1 9 8 1 ) .  T h u s ,  t h e  

l e g i s l a t u r e  i n t e n d e d  t o  e n c o u r a g e  c o m m e r c i a l  i n v e s t m e n t s  i n  A l a s k a  

i n  o r d e r  t o  b e n e f i t  A l a s k a ' s  e c o n o m y .

b. s t a t u t o r y  c o n s t r u c t i o n

T h e ' f a x  c r e d i t  s t a t u t e s’h a v e  t w o  f e a t u r e s  s a l i e n t  here."*0 

A l a s k a  S t a t u t e  4 3 . 2 0 . 0 2 1 ( d ) ,  a s u b s e c t i o n  o f  t h e  s t a t u t e  t h a t  

a d o p t e d  t h e  I R C  s e c t i o n  38 i n v e s t m e n t  t a x  c r e d i t  b y  r e f e r e n c e ,  

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

" w h i c h  i c  a t t r i b u t a b l e  t o  A l a s k a . "  A l a s k a  S t a t u t e  4 3 . 2 0 . 0 3 G ( b )  

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

s t a t e  f o r  e a c h  t a x a b l e  y e a r . 4*

*  S t a t u t o r y  c o n s t r u c t i o n  b e g i n s  w i t h  a n  a n a l y s i s  o f  t h e  
l a n g u a g e  o f  t h e  s t a t u t e  c o n s t r u e d  in v i e w  o f  i t s  p u r p o s e . "  fioram. 
v m M L J i a a u  v. & z e o  n x s u ,  0 » o  ? . * a  ezs, 5 3 3  n . 1 2  ( A l a s k a  1 9 9 3 ) 
( c i t a t i o n  o m i t t e d ) ,  " T h e  p l a i n e r  t h e  l a n g u a g e  o r  t h e  s t a t u t e ,  t h e  
m o r e  c o n v i n c i n g  a n y  c o n t r a r y  e v i d e n c e  m u s t  b e . "  I A j.
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T h e  l a t t e r  c t a t u t e  c a n  r o a c o n a b l y  b e  r e a d  t o  r e q u i r e  t h a t  

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

c r e d i t .  B o t h  s t a t u t e s  c a n  r e a s o n a b l y  b e  r e a d  t o  r e q u i r e  a 

d e t e r m i n a t i o n  o f  t h e  e x t e n t  t o  w h i c h  t h e  c r e d i t  " i s  a t t r i b u t a b l e  t Q  

A l a s k a " c r  t h e  i n v e s t m e n t  i a  “p u t  i n t o  u s e "  i n  A l a s k a .  S u c h  a 

d e t e r m i n a t i o n  n e c e s s a r i l y  i n v o l v e s  d i s t i n g u i s h i n g  u s e  i n  A l a s k a  

f r o m  u s e  e l s e w h e r e .  A b s e n t  s u c h  a  d a t e x a i n a t i a n , a  t a x p a y e r  w o u l d  

b e  e n t i t l e d  t o  a  f u l l  t a x  c r e d i t  i n  A l a s k a  e v e n  t h o u g h  t h e  p r o p e r t y  

r e c e i v e d  l i t t l e  u s e  i n  A l a s k a .

F r o m  'the l e g i s l a t i v e  h i s t o r y  a n d  t h e  s t a t u t o r y  l a n g u a g e  

" p u t  i n t o  u s e  i n  t h e  s t a t e , "  i t  is c l e a r  t h a t  t h e  l e g i s l a t u r e  

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

s t a t e  d u r i n g  t h e  t a x a b l e  year. T h e  a m e n d m e n t  w a s  a d o p t e d  i n  o r d e r  

t o  b e n e f i t  A l a s k a ' s  e c o n o m y  b y  e n c o u r a g i n g  i n v e s t m e n t  i n  t h e  s t a t e .  

T h u s ,  d o r 's  i n t e r p r e t a t i o n  o f  t h e  l a n g u a g e  " p u t  i n t o  u s e  i n  t h e  

s t a t e "  a s  ' f i r s t  u s e "  c l a r i f i e s  a n  a m b i g u i t y  l e f t  b y  t h o  s t a t u t o r y  

l a n g u a g e  —  t h e  m e a n i n g  o f  " p u t  i n t o  u s e  i n  t h e  s t a t e "  - -  ' i n  a 

m a n n e r  c o n s i s t e n t  w i t h  l e g i s l a t i v e  i n t e n t .  T h e  " f i r s t  u s e "  

r e q u i r e m e n t  g u a r a n t e e s  t h a t  t h e  e q u i p m e n t  o r  p r o p e r t y  is n o t  u s e d  

u p  o u t s i d e  t h e  s t a t e ,  a n d  i s  n o t  b r o u g h t  j u s t  m o m e n t a r i l y  t o  t h e  

s t a t e  a t  t h e  e n d  o f  t h e  t a x a b l e  y e a r . 21 D O R  h a s  i n t e r p r e t e d . t h e

^  F u r t h e r m o r e ,  w h i l e  D O R  c o u l d  h a v e  e m p l o y e d  a  t e s t  o t h e r  
t h a n  f i r s t  u s e  t o  e f f e c t u a t e  l e g i s l a t i v e  i n t e n t ,  t h i s  c o u r t  w i l l  
n o t  " s u b s t i t u t e  [its] j u d g m e n t  l o r  t h a t  o f  t h a  a g e n c y  w i t h  r a s p e c t  
t o  t h e  e f f i c a c y  o f  a r e g u l a t i o n  n o r  r e v i e w  t h e  'w i s d o m ' o f  a 
p a r t i c u l a r  r e g u l a t i o n . "  AhCharflgfl .SCI1,— DiSEu!— — h Q l £ , ? . 2 d
1 1 8 6 ,  1 1 8 8  ( A l a s k a  1993) ( c i t a t i o n  o m i t t e d ) ;  a g e  fllafl S t a t e ,  D e g - t
o f  R e v e n u e  V . C C Q l o . 858 P . 2 d  621, 6 2 4  ( A l a s k a  1 9 9 3 ) .
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f i r s t  u a «  r e q u i r e m e n t  f o r  t r a n s p o r t a t i o n  e q u i p m e n t  t o  m e a n  a n  

i n i t i a l  v o y a g e  i n  w h i c h  A l a s k a  w a s  a  -port o f  c a l l .

CCSl'e a d o p t i o n  o f  t h o  p r o  r a t a  a p p o r t i o n m e n t  f o r m u l a  f o r  

t r a n s p o r t a t i o n  e q u i p m e n t  a n d  p r o p e r t y  i s  a l s o  c o n o i s t e n t  w i t h  t h a  

s t a t u t o r y  p u r p o s e .  W i t h o u t  o u c h  a  r a q u i x o a o n t ,  o w n o r e  o f  

i n t e r s t a t e  t r a n s p o r t a t i o n  e q u i p m e n t  c o u l d  r e c e i v e  a  f u l l  t a x  c r e d i t  

f r o m  e v e r y  s t a t e  i n  w h i c h  t h e i r  p r o p e r t y  w a s  u s e d  i n  a g i v e n  y e a r -  

T h e  1 i n i  t o d  t a x  c r e d i t  b a s e d  u p o n  d a y s  in p o r t  a l s o  f a i r l y  

d e t e r m i n e e  t b s  " c o n t r i b u t i o n "  t h e  t a x p a y e r  is a s k i n g  t o  A l a s k a  

w i t h o u t  g i v i n g  c r e d i t  f a r  i n v e s t m e n t  o u t s i d e  o f  t h e  s t a t e .

w e  f i n d  t h a t  13 A A C  2 0 . 1 1 0 (d) i s  c o n s i s t e n t  w i t h  a n d  

r e a s o n a b l y  n e c e s s a r y  t o  i m p l e m e n t  t h e  p r o v i s i o n s  of A S  4 3 . 2 0 . 0 2 1 ( d )  

a n d  A S  4 3 . 2 0 . 0 3 6 ( b ) . 23 C u r  c o n c l u s i o n  is a l s o  c o n s i s t e n t  w i t h  t h e  

f o l l o w i n g  c a n o n  o f  c o n s t r u c t i o n :  E x e m p t i o n s  a r e  n a r r o w l y  c o n s t r u e d

a g a i n s t  t h e  t a x p a y e r .  State. D e p ' t  o f  R e v e n u e  v. A l a s k a  P u l a  A n. 

Ir.p, , 6 7 4  P . 2 d  268, 2 7 6  (Alaska 1 983). I n  e f f e c t 1, D O l T s  r e g u l a t i o n - 

i n t e r p r e t e d  t h e  t a x  c r e d i t  s t a t u t e s .  D O R  d i d  n o t  e x c e e d  i t s

O B S  t e r s e l y  a s s e r t s  in a f o o t n o t e  i n  i t s  b r i e f  t h a t  t h e  
r e g u l a t i o n  i s  p o t e n t i a l l y  u n c o n s t i t u t i o n a l , o n  t h e  t h e o r y  t h a t  it 
b u r d e n s  i n t e r s t a t e  t r a n s p o r t a t i o n  p r o p e r t y .  I t  a l s o  a s s e r t s  t h a t  
t h e  s t a t u t e s  s h o u l d  b e  i n t e r p r e t e d  t o  a v o i d  u n c o n s t i t u t i o n a l i t y . 
A l t h o u g h  t h i s  c u r s o r y  treatment: d o e s  n o t  j u s t i f y  o u r  s o b a t a n t i v u  
c o n s i d e r a t i o n  o f  t h e  i a e u e ,  i t  a p p e a r s  t o  u c  t h a t  t h e  r e g u l a t i o n  
a n d  r h p  s t a t u t o r y  s c h e m e  i r o  i n t e r n a l l y  c o n c i c t o n t ,  e n d  w o u l d ,  n o t  
r e s u l t  i n  t a x a t i o n  o f  m o r e  t h a n  a l l  o f  a  u n i t a r y  b u s i n e s s '6 i n c o n e  
i f  e v e r y  t a x i n g  j u r i s d i c t i o n  a d o p t e d  i d e n t i c a l  p r o v i s i o n s .  
c o n t a i n e r  C o m ,  o f  Am, v. .Eranchlafi T u x  , 5 d . , 4 6 3  U . S .  1 5 9  ( 1 9 83). 
I n  t h a t  c a s e ,  t h e  C o u r t  d e f i n e d  " i n t e r n a l  c o n s i s t e n c y , "  s t a t i n g ,  
" ( t ] h e  f i r s t ,  a n d  a g a i n  o b v i o u s ,  c o m p o n e n t  o f  f a i r n e s s  i n  a n  
Q p p o r t i o n a o n t  f o r m u l a  ia w h a t  m i g h t  b e  c a l l e d  i n t e r n a l  c o n s i s t e n c y  
—  t h a t  i s ,  t h e  f o r m u l a  n u s t  b e  s u c h  t h a t ,  i f  a p p l i e d  b y  e v e r y  
j u r i n f l i c t i o n , i t  w o u l d  r e s u l t  in n o  m o r e  t h a n  a l l  o f  t h e  u n i t a r y  
o u c i n e a e  i n c o m e  h e i h g  e a x o d . " - Tr:. a t  i«S3; x t f *  a j a o  T r i n o v a C o r p .  
v. - M i c h i g a n  P g p ' t  o f  Treasury.. 4 9 8  U . S .  3 5 a ,  3 0 0  (199i) .
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a u t h o r i t y  in d o i n g  s o .  H e  c o n c l u d e  t h a t  t h a  s u p e r i o r  c o u r t  e r r  ad 

i n  h o l d i n g  t o  t h a  c o n t r a r y .

c. K h a t h as:-.QJa g I fi,^ g B a g t i snablja-Jtog o B 9 £ h q u i d  I n a lu d i ^ t h a
Tpcenflf! o f  t h e . R e l a t e d  I n v a g t s e n t  C o m p a n i e s

T h e  D O R  h e a r i n g  o f f i c e r  c o n c l u d e d  t h a t  C B S  h a d  n o t  p r o v e n  

t h a t  i n v e s t m e n t  i n c o m e  ( c o n s i s t i n g  o f  i n t e r e s t ,  d i v i d e n d s ,  a n d  

c a p i t a l  g a i n s )  e a r n e d  b y  c o r p o r a t i o n a  w i t h i n  O B S ' s  u n i t a r y  g r o u p  

w a s  n o t  o p e r a t i o n a l  b u s i n e s s  i n c ome. T h e  h e a r i n g  o f f i c e r  t h e r e f o r e  

i n c l u d e d  t h a t  i n c o m e  i n  O B S ' s  a p p o r t i o n a b l e  t a x  b a s e .  T h e  s u p e r i o r  

c o u r t  r e v e r s e d ,  h o l d i n g  t h a t  t h e  i n v e s t m e n t  i n c o m e  w a s  n o t  

" b u s i n e s s  i n c o m e "  b e c a u s e  i t  w a s  n o t  u s e d  a s  o p e r a t i n g  c a p i t a l  i n  

O B S ' s  s h i p p i n g  b u s i n e s s  a n d  b e c a u s e  i t  w a s  e a r n e d  t h r o u g h  

i n v e s t m e n t  a c t i v i t i e s  u n r e l a t e d  t o  A l a s k a .  D O R  a r g u e s  o n  a p p e a l  

t h a t  t h e  i n v e s t m e n t  i n c o m e  s h o u l d  b e  i n c l u d e d  i n  O B S ' s  

a p p o r t i o n a b l e  t a x  b a s e . 23

T w o  t e s t s  g o v e r n  o u r  r e s o l u t i o n  o f  t h i s  i s s u e :  (1) t h e

s t a t u t o r y  t e s t  s e t  o u t  i n  t h e  A l a s k a  t a x  s t a t u t e s  t o  d e t e r m i n e  if 

t h e  i n v e s t m e n t  i n c o m e  w a s  " b u s i n e s s "  i n c o m e ,  a n d  (2) t h e  

c o n s t i t u t i o n a l  t o s t  a d o p t e d  b y  t h e  U n i t e d  S t a t e s  S u p r e m e  c o u r t  in 

A l l i e d - s i g n a l .  I n c .  v. D i r e c t o r ,  D i v i s i o n, o f  T a x a t i o n, 5 0 4  U.S. 

7 6 a ,  7 8 7 - 8 8  ( 1 9 9 2 )  t o  d e t e r m i n e  if t h o  i n c c m o  w a c  u a a d  f o r  a n

i n v e s t m e n t  o r  a n  o p e r a t i o n a l  p u r p a o e . 24

23 T h e  o n l y  i n v e s t m e n t  i n c o m e  i n  d i s p u t e  i s  t h a t  o f  t h o  
i n v e s t m e n t  c o B D a n i e s .  T h e  t a x p a y e r  c o n f i r m s  i n  i t s  b r i e f  t h a t  i t  
d o e s  n o t  a s s e r t  o n  a p p e a l  t h a t  a n y  p a r t  o f  i t s  o w n  i n v e s t m e n t  
i n c o m e  i s  n o t  a p p o r t i o n a b l e  i n c o m e .

34 W h e t h e r  c o r  p r o p e r l y  c h a r a c t e r i z e d  p a r t i c u l a r  I n v e s t m e n t  
i n a o a e  o f  o B $ 1 o i n v e s t m e n t  c o m p a n i e s  tx s  " b u s i n e s s "  o r  o p e r a t i o n a l

(c o n t i n u e d ...)
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C B 3  s t a t e o  t h a t  t h e  o n l y  i n v a c t a « n t  i n c o m e  a t  i c s u a  is 

t h a t  o f  i t a  r e l a t e d  i n v o c t a o n t  oc*g»anieo w h i c h  t h o  a u d i t a *’ i n c l u d e d  

i n  O B S  * a  u n i t a r y  g r o u p . 22 D O R  c o n t e n d *  t h a t  a t  t h e  h e a r i n g  b e f o r a  

D O R ,  O B S  a r g u e d  t h a t  n o n e  o f  i t s  i n v e s t m e n t  i n c o m e  w a s  

a p p o r t i o n a b l e .  N e i t h e r  t h e  D O R  h e a r i n g  o f f i c e r  n o r  o b s  a e g r o g n t a d  

t h e  i n v e s t m e n t  i n c c a e  o f  t h e  s h i p p i n g  c o m p a n i e s  f r o m  t h e  i n v e s t m e n t  

i n c o n e  o f  t h e  i n v e s t m e n t  c o m p a n i e s  w i t h i n  O B S ' a  u n i t a r y  g r o u p .

1. T h e  s t a t u t o r y  s t a n d a r d : ____b u s i n e s s  Y 5 , ngnbUfilncsB

income.

T a x i n g  a c o r p o r a t i o n ' s  “e n t i r e  t a x a b l e  i n c c a e  . . .

d e r i v e d  f r o m  s o u r c e s  w i t h i n  fn° s t a t e , "  sjt£ A S  4 3 . 2 0 . 0 1 1 ( e ) ,  in 

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

a n d  o u t - o f - s t a t e  s o u r c e s  i n  a c c o r d a n c e  w i t h  A S  4 3 . 1 9 ,  t h e  

M u l t i s t a t e  T a x  c o m p a c t  (KTC). S e e  A S  4 3 . 2 0 . 0 6 5  ( " A  t a x p a y e r  w h o

h a s  i n c c a e  f r o m  b u s i n e s s  a c t i v i t y  t h a t  is t a x a b l e  b o t h  i n s i d e  a nd 

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

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

24 ( . .  . c o n t i n u e d )
i n c o m e  c u b j o c t  t o  a p p o r t i o n m e n t  p r e s e n t s  a m i x e d  q u e s t i o n  o f  law 
a n d  f a c t .  T h e  l e g a l  q u e s t i o n  r a i s e s  i s s u e s  o f  c o n s t i t u t i o n a l  a n d  
s t a t u t o r y  i n t e r p r e t a t i o n  w h i c h  w e  r e v i e w  w i t h  o u r  i n d e p e n d e n t  
j u d g m e n t .  Sfim A i i i p d - s i a n a l  v. D i r e c t o r ,  D i v ^ o f . . T a x a t i o n , 504 
U . S .  7 6 a  (1992) I co. 1L. Statfl.. D o n i t  o f . R e v e n u e .
6 6 5  P . 2 d  960, 9 6 5  n . 8  ( A l a s k a  1 9 8 3 ) ,  We w i l l  u p h o l d  a n  a g e n c y ' s  
f i n d i n g ©  o f  f a c t  i f  t h e y  a r e  o u p p o r t e d  b y  • u b e t a n t i a l  e v i d e n c e .  
H a n d l e v  V. S t a t e ,  Detl't Q l B e v t n u a ,  8 3 8  P . 2 d  1 2 3 1 ,  1 2 3 3  ( A l a s k a
1 9 9 2 )  . 3 u b e t a n t i a l  e v i d e n c e  i a  Hs u c h  r e l e v a n t  e v i d e n c e  a o  a
r e a s o n a b l e  m i g h t  a c c e p t  as a d e q u a t e  t o  s u p p o r t  a  c o n c l u s i o n . "

T d . ( c i t a t i o n  o m i t t e d ) .

O B S  c o n c e d e s  t h a t  i t s  s h i p p i n g  c o m p a n i e s  h a d  c e r t a i n  

" o h o r t  t e r m "  i n v e s t m e n t s  t h a t  p r o d u c e d  o p e r a t i n g  c a p i t a l  a n d  l o n g  
t e r m  I n v e s t m e n t s  o f  n o n - o p s r a t i n g  c a p i t a l .  m e  a u d i t o r  a l s o  
i n c l u d e d  t h s  i n c c a e  f r o m  t h o s e  i n v e s t m e n t s  «  b u s i n e s s  i n c o m e .  O B S  
d o e s  n o t  a r g u e  in t h i s  a p p e a l  t h a t  I t  w a s  e r r o r  t o  d o  so.
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p r o v i d e d  i n  A S  4 3 . 1 3  ( K u l t i a t a t e  T a x  C o m p a c t ) , o r  a s  p r o v i d e d  b y

i n t a n g i b l e  p r o p e r t y  i n t o  t w o  e a t « c [ o r i a « , " b u s i n e s s  i n c o m e n a n d  

"n o n -b u s  i n e a a  i n c o a e . "  AS 4 3 . 1 9 . 0 1 0 ,  a r t .  X V , 5  1 ( a )  > ( * )  -  T h e  KTC 

a t a t « a  t - h n t  " b u o i n c a *  i n c o w s "  i n c l u d * ® :

( X ] n c o a *  a r i s i n g  f r o m  t r o n e a c t i o r . a  and. 
a c t i v i t y  In t h a  r e g u l a r  c o u r s e  o f  t h e  
t a x p a y e r ' s  t r a d e  o r  b u s i n e s s  a n d  i n c l u d e d  
i n c o m e  f r o u  t a n g i b l e  a n d  i n t a n g i b l e  p r o p e r t y  
i f  t h e  a c q u i s i t i o n ,  m a n a g e n e n t ,  a n d  
d i s p o s i t i o n  o f  t h e  p r o p e r t y  c o n s t i t u t e  
I n t e g r a l  p a r t s  o f  t h e  t a x p a y e r ' s  r e g u l a r  t r a d e  
o r  b u s i n e s s  o p e r a t i o n s .

A S  4 3 . 1 9 . 0 1 0 ,  a r t .  XV, 5  1(a). A  t a x p a y e r ' s  t a x a b l e  A l a s k a  i n c c a e  

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

f o r m u l a  a p p o r t i o n m e n t  m e t h o d .  A S  4 3 . 1 9 . 0 1 0 ,  a r t .  I V ,  5 9 . 3*

" K o n b u s i n e s s  i n c o m e "  e n c o m p a s s e s  " a l l  i n c o m e  o t h e r  t h a n

b u s i n e s s  i n c c a e . "  A S  4 3 . 1 9 . 0 1 0 ,  a r t .  IV, 5 1 ( e ) .  U n d e r  t h e  KTC ,  

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

p r o p e r t y ,  i n t e r e s t ,  a n d  d i v i d e n d s  m u s t  b e  a l l o c a t e d  t o  t h e  

t a x p a y e r ' s  c o m m e r c i a l  d o m i c i l e ;  t h u s ,  i f  t h e  t a x p a y e r ' s  c o m m e r c i a l  

d o m i c i l e  is o u t s i d e  A l a s k a ,  t h e  t a x p a y e r ' s  a p p o r t i o n a b l e  A l a s k a  t a x  

b a s e  d o e s  n o t  i n c l u d e  i n c o a e  g e n e r a t e d  f r o m  t h e s e  s o u r c e s .  A S  

4 3 . 1 9 . 0 1 0 ,  a r t .  XV, 5 1  4, 4 ( c ) ,  7. T h e  t a x p a y e r ' s  c o m a * r c i a l

d o m i c i l e  i o  " t h e  p r i n c i p a l  p l a c e  f r o m  w h i c h  t h o  t r a d e  o r  b u c i n c c c  

o f  t h e  t a x p a y e r  i o  d i r e c t e d  o r  m a n a g e d . " A S  4 3 . 1 9 , 0 1 0 ,  a r t .  IV, 1

A 3  4 3 . 1 9 . 0 1 0 ,  a r t .  XV, 5  9 a t o t c m ,  " A l l  b u a i m s o a  i n c c w o
s h a l l  b e  a p p o r t i o n e d  t o  t h i s  s t a t e  b y  m u l t i p l y i n g  t h e  i n c o m e  t y  a 
f r a c t i o n .  t h a  n u m e r a t o r  o f  w h i c h  is t h e  p r o p e r t y  f a c t o r  p l u s  t h e  
p a y r o l l  f a c t o r  p l u a  t h a  a a l s a  f a c t o r ,  a n d  t h a  d e n o m i n a t o r  o f  w h i c h
io t h r o e . * *

t h i o  • o h a p t e r ."). T h e  K T C  c l a s s i f i e s  c o r p o r a t e  i n c o m e  f r o m
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1 ( b ) *  I f  * h «  ± ncom« f r o a  d i v i d e n d s ,  i n t o r n s t ,  o r  c a p i t a l  g a i n s  , 

rrrao i n t a n g i b l e s  i n  " b u a i n e e a  i n c o a « H -as i t  is d ^ f i n a d  a b o v e ,  i t  i s  

p r o p e r l y  i n c l u d e d  i n  t h e  t a x p a y e r 4e a p p o r t i o n a b l e  t a x  b a s e .  T h u a , 

w h e t h e r  AKITA, t a x e s  a  c o r p o r a t i o n ' s  o u t - o f - s t a t e  i n c o a e  d e p e n d s  i n  

parr, can w h e t h e r  i t  i s  " b u s i n e s s  i n c o a e 0 u n d e r  t h e  H T C .

W O  m u s t  d e t e r m i n e  w h e t h e r  t h e -  h e a r i n g  o f f i c e r  c o r r e c t l y  

a p p l i e d  A l a s k a ' s  s t a t u t o r y  ..tax s t a n d a r d s  t o  o b s ‘a i n v e a t a e n t  

i n c o a e .  T h e  O r e g o n  S u p r e m e  C o u r t  i n  S p e r r v  A  H u t c h i n s o n  Co. v, 

D p p a r t m e n t  o f  R e v e n u e . S27 P . 2 d  7 2 9  (or. 1 9 7 4 ) ,  w a s  t h e  f i r s t  s t a t e  

s u p r e m e  c o u r t  t o  d e t e r m i n e  w h e t h e r  a  c o r p o r a t i o n ' s  i n t e r e s t  i n c o m e  

f r o m  i n v e s t m e n t s  c o n s t i t u t e d  b u s i n e s s  I n c o a e  u n d e r  UDfTPft. S e e  1 

J e r o n e  R. H e l l e r s t e i n  & W a l t e r  K e l l e r s t e i n ,  s t a t e  T a x a t i o n  5 

9 . 1 0 ( 1 ]  [a], a t  9 - 4 8  (2d ed. 1993). T h e  c o u r t  t h e r e  c o n c l u d e d  t h a t  

e a r n i n g s  f r o a  s h o r t - t e r a  s e c u r i t i e s  h e l d  t o  s a t i s f y  t h e  

c o r p o r a t i o n ' s  n e e d s  f o r  l i q u i d  c a p i t a l  i n  i t s  O r e g o n  o p e r a t i o n s  

c o n s t i t u t e d  b u s i n e s s  incoae, b u t  t h a t  e a r n i n g s  f r o a  s h o r t - t e r m  

s e c u r i t i e s  h e l d  p e n d i n g  a c q u i s i t i o n  o f  ot h e r - c o m p a n i e s - :  or* f a v o r a b l e  - 

d e v e l o p m e n t s  i n  t h e  l o n g - t e r m  m o n e y  m a r k e t ,  a n d  l o n g - t e r m  

s e c u r i t i e s  h e l d  f o r  i n v e s t m e n t  p u r p o s e s ,  w e r e  n o n - b u s i n e s s  i n c o a e .

Id. a t  7 3 0 - 3 1 .  S e e  a l s o  Lon e  S t a r  S t e e l  Co. v. D o l a n . 668 P . 2 d  9 1 6  

( Colo. 1 3 8 3 )  ( f o l l o w i n g  s p e r r /  & H u t c h i n s o n  a n d  h o l d i n g  t h a t  u n d e r  

U D I T P A ,  i n t e r e s t  i n c o a e  on s h o r t - t e m  l o a n s  n a d e  b y  L o n e  S t a r  t o  

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

L o n e  S t a r ' s  o p e r a t i o n s  w a s  b u s i n e s s  i n c o a e ) ;  C i n c i n n a t i .flaw Crlaaxifl . 

a n d  T e x .  V ae. Rv. v. K e n t u c k y . D e n 't  o f  R e v e n u e ,  6 8 4  S . w . 2 d  3 03 (Ky. 

A p n .  19 8 4 )  ( h o l d i n g  i n t e r n e t  i n c o a e  « ? a m * d  b y  r a i l r o a d  c o m p a n y  f r o m

•t
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c h o r t - t o r m  e o c u x i t i a a  p u r c h a s e d  w i t h  s u r p l u s  c a a h  f r o a  i t s  r a i l r o a d  

o p e r a t i o n o  w a s  b u a i n w o  i n c o a a )  .

X h  t h e  i n s t a n t  ciea, a l t h o u g h  t h o  d i c p u t o d  i n c o m o  v u  

g e n e r a t e d  f r o m  i n v e s t m e n t *  a n d  N e w  f o r k  i e  t h a  d o n i c l l a  o f  o b s  a n d  

t h e  r e l a t e d  i n v e s t m e n t  c o r p o r a t i o n a , the. h e a r i n g  o f f i c e r  f o u n d  t h o  

d i s p u t e d  I n c o m e  «■< b u s i n e s n  i n c c a e  o n  t h e  t h e o r y  t h a t  t h e  

a c q u i s i t i o n ,  m a n a g e m e n t ,  a n d  d i e  pens i t  i o n  o f  t h i s  i n t a n g i b l e  

p r o p e r t y  ( d i v i d e n d s ,  i n t e r e s t ,  a n d  c a p i t a l  g a i n s )  c o n s t i t u t e d  

i n t e g r a l  p a r t s  o f  t h e  t a x p a y e r ' s  r e g u l a r  t r a d e  o r  b u s i n e s s  

o p e r a t i o n s .  T h e  p a y o r s  or t h i s  i n c o a e  w e r e  n o t  m c o b o r s  o f  O B S ' s  

u n i t a r y  g r o u p ,  b u t  w e r e  g e n e r a l l y  m a j o r ,  p u b l i c l y - o w n e d  b u s i n e s s  

e n t i t i e s ,  i n c l u d i n g  A T S T ,  B a n k a m e r i c a  C o r p o r a t i o n ,  N o r t h w e s t  

B a n c o r p ,  S e a r s ,  R o e b u c k  5 Co., a n d  C i t i c o r p .  T h e  h e a r i n g  o f f i c e r  

r e a c h e d  h e r  c o n c l u s i o n  b y  e x a m i n i n g  O S G ' s  a n n u a l  r e p o r t s  t o  its 

s t o c k h o l d e r s ;  t h e  a f f i d a v i t s  of A l a n  c a r o s , 2’7 O S G ' s  c o n t r o l l e r ;  a n d  

t h e  m i n u t e s  f r o m  O S G 'a b o a r d  m e e t i n g s .

'*"■* A c c o r d i n g  t o  C a r u c ,' t a m i n g s  t o t a l i n g  o v e r  $ 2 0 0  m i l l i o n *

w e r e  t h o  p r i m a r y  s o u r c e  o f  i n v e s t m e n t  f u n d s  O S G  a c c u m u l a t e d  b e f o r e  

i t  c o m m e n c e d  i t s  A l a s k a  s h i p p i n g  a c t i v i t i e s .  P r o c e e d s ,  t o t a l i n g  

a b o u t  $ 1 7  m i l l i o n ,  f r o m  p u b l i c  s t o c k  o f f e r i n g s  i n  1 9 7 0  a n d  1 9 7 2

27 D O R  a s s e r t s  t h a t  A l a n  c a r u s ' s  s u p p l e m e n t a l  a f f i d a v i t  
u u b a i t t e d  t o  t h «  D O R  h e a r i n g  o f f i c e r  w o o  u n t i m e l y  a n d  w a s  f i l e d  

" o v e r  t h o  o b j e c t i o n  o f  t h e  d i v i s i o n . "  H o w e v e r ,  a o  O B S  c o r r e c t l y  
n o t e s , O B S  r e q u e s t e d  p e r m i s s i o n  t o  s u p p l e m e n t  t h e  r e c o r d  a n d  t o  
f i l e  a p o s t - h e a r i n g  b r i e f  a f t e r  t h e  s u p r e m e  C o u r t  d a c i d e d  A l l i e d -  
S i g n a l ,  904 U . S .  7«®, a n d  t h a  h e a r i n g  o f f i c e r  g r a n t e d  t h a t  r e q u e s t .  
D O R  i n i t i a l l y  o b j e c t e d  t o  t h i s  r e q u e s t ,  b u t  l a t a r  r e t r a c t e d  i t c  
o b j e c t i o n  * h d  c h o o a  n o t  t o  r i l e  a r e s p o n s i v e  b r i e f .  T i m a ,  D O R  d i d  
n o t  p r a a a r v Q  i t s  c o n t e n t i o n  t h a t  d  -u o ' o  a u p p l t a e n t a l  a f f i d a v i t  w a s  

u n t i m e l y ,
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w e r e  a n o t h e r  o a u r c e .  C u a a  o l c o  o f f i e d  t h a t  t h o  i n v e c t a a o n t a  a r a  

n o t  o p e r a t i o n a l l y  r e l a t e d  t o  O B S ' e  A l a s k a  c h i p p i n g  b u s i n e s s , a n d  

■that “c h i p p i n g  i n c o a e  o f  t h e  o h i p p i n g  e u h o i d L i a r i e a , r a t h e r  t h a n  

i n v e s t m e n t  i n c o m e ,  v a a  g e n e r a l l y  u s « d  t o  c o v e r  t h e  c o s t a  o f  

o p e r a t i o n  c f  t h e  o h i p p i n g  o p e r a t i o n s . "  C a r u e  o t a t e d  t h a t  O B S  

i n t e n d e d  t o  m a k e  t h o o e  i n v e o t m e n t a  f o r  i n v e s t m e n t  p u r p o s e *  o n l y ,  

a n d  t h a t  t h e  i n c o m e  g e n e r a t e d  d i d  n o t  o e r v e  a n  o p e r a t i o n a l  

f u n c t i o n .  C a r t s  c o n c e d e d  t h a t  b e c a u s e  " d o l l a r s  a r e  f u n g i b l e , • i t  

w a s  i m p o s s i b l e  t o  s a y  t h a t  n o  i n v e s t m e n t  i n c o m e  s t r a y e d  i n t o  u s e  

f o r  O B S ' s  o p e r a t i n g  c o s t s ;  h o w e v e r ,  h e  a l s o  s t a t e d  t h a t  I t  w a s  

h i g h l y  u n l i X e l y  t h a t  a n y  s i g n i f i c a n t  a m o u n t  o f  t h e  i n v e s t m e n t  

i n c o m e  w a s  i n v e s t e d  i n  t h e  c o m p a n i e s ' v e s s e l s  t h a t  c a l l e d  in 

A l a s k a .  H e  a l s o  a f f i e d  t h a t  t h e  " o v e r w h e l m i n g  m a j o r i t y "  o f  t h e  

i n v e s t m e n t  i n c o a e  w a s  r e i n v e s t e d ,  a n d  t h a t  t h e  c o s t  b a s i s  o f  t h e  

i n v e s t m e n t  a s s e t s  g r e w  f r o n  597 m i l l i o n  a t  t h e  b e g i n n i n g  o f  t h e  

a u d i t  p e r i o d s  t o  $ 2 6 1  m i l l i o n  a t  t h e  e n d  o f  t h e  a u d i t  p e r i o d s .  

" T h e  s h i p p i n g  s u b s i d i a r i e s  t h a t - ‘c a l l e d  i n  A l a s k a  w e r e  s e l f -  

s u f f i c i e n t ,  i.e., t h e y  g e n e r a t e d  s u f f i c i e n t  r e v e n u e s  f r o m  t h e i r  o w n  

o p e r a t i o n s  t o  c o v e r  t h e i r  e x p e n s e s . "  H e  a l s o  a f f i e d  t h a t  M [ n ] c n e  

o f  t h e  s t o c k s ,  b o n d s ,  o r  o t h e r  i n v e s t m e n t  a s s e t s  w a s  u s e d  a s  

c o l l a t e r a l  f o r  a n y  d e b t  o f  t h e  s h i p p i n g  s u b s i d i a r i e s . 0

I n  d e t e r m i n i n g  t h a t  O B S ' s  i n v e s t m e n t  i n c o m e  w a s  " b u s i n e s s  

i n c o m e "  u n d e r  A S  4 3 . 1 9 . 0 1 0 ,  ar t .  IV, 5 1(a), t h e  h e a r i n g  o f f i c e r  

f o u n d  t h a t  “c o n c r e t e  e v i d e n c e "  d i d  n o t  s u p p o r t  C a r u s ' a  s t a t e m e n t s  

t h a t  t h o  i n v e s t m e n t s  w e r e  m a d e  f o r  a n  i n v e s t m e n t  f u n c t i o n  a n d  t h a t  

t h e  s h i p p i n g  G o o p o n i o a  c o v e r e d  t h e i r  o p e r a t i n g  c o s t s  w i t h  o p e r a t i n g
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r e v e n u e  ( r a t h e r  t h a n  i n v e s t m e n t  i n o o a e )  .28 T h o  h e a r i n g  o f f i c e r  

f o o u e c d  u p o n  C a r u s ' s  f u n g i b i l i t y  a d m i s s i o n .  B a a e d  i n  p a r t  u p o n  

t h a t  a d m i s s i o n ,  t h e  h e a r i n g  o f f i c e r  a o n o l u d e d  t h a t  O B S  h a d  n o t  

c a r r i e d  i t s  b u r d e n  o f  s h o w i n g  t h a t  i t s  i n v e s t m e n t  i n c o m e  

c o n s t i t u t e d  n o n J m e i n e e e  i n c o a e .

T h e  A u d i t  D i v i s i o n  a l a o  r o l i e d  o n  0 3 G ' s  1 9 9 0  a n n u a l  

s h a r e h o l d e r s  r e p o r t .  T h a t  r e p o r t  s t a t e d  t h a t  o s g 's  " s t r o n g  a n d  

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

f u t u r e  p r o g r e s s  . . . .  [ O S G ’s] s i g n i f i c a n t  c a s h  f l o w  h a s  e n a b l e d  

[it] t o  r e d u c e  i t s  l o n g  t e r m  d e b t  t o  e q u i t y  r a t i o  t o  i t *  l o w e s t  

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

o p p o r t u n i t i e s  a s  t h e y  a r i s e . ” F r o m  t h i s ,  t h e  h e a r i n g  o f f i c e r  

c o n c l u d e d  t h a t  " [ i j t  i s  c l e a r  t h a t  b u i l d i n g  i ts f i n a n c i a l  s t r e n g t h  

w a s  a k e y  c c a p o n e n t  o f  [ O B S’s] o v e r a l l  s t r a t e g y  t o  b e  i n  a p o s i t i o n  

t o  p u r s u e  o p p o r t u n i t i e s  f o r  e x p a n s i o n  w h e n  t h e y  a r o s e . ” T h e  

h e a r i n g  o f f i c e r  t h e r e f o r e  c o n c l u d e d  t h a t  t h e  " a c q u i s i t i o n ,  

m a n a g e m e n t  a n d  d i s p o s i t i o n  o f  [ O B S ' s ]  i n v e s t m e n t s  w a s  a n  i n t e g r a l  

p a r t  o f  [ O B S ' s ]  b u s i n e s s "  s i n c e  t h e  i n v e s t m e n t  d e c i s i o n s  w e r e  

" o b v i o u s l y  a i m e d  a t  b u i l d i n g  i t s  f i n a n c i a l  s t r e n g t h  o v e r a l l . ”

I n  o u r  v i e w  i t  i s  u n w i s e  t o  c o n s t r u e  t h e  t w o  K T C  

c a t e g o r i e s ,  " b u s i n e s s  i n c o m e "  a n d  " n o n b u s i n e s a  i n c o m e , "  w i t h o u t  

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

.by d e c i s i o n s  o f  t h e  U n i t e d  S t a t e s  S u p r e m e  Court. T h e  c o m p a t i b i l i t y  

o f  t h e s e  s t a n d a r d s  h a s  b e e n  s u g g e s t e d  b y  t h e  C o u r t  i n  A l l i e d "

a“ T h e  v e i g n t  g i v e n  t o  s t a t e m e n t s  m a d e  in a n  a f f i d a v i t  i s  
d e t e r m i n e d  b y  t h e  t r i o r  o f  fact. G r e g o r  v. c i t y  o f  F a i r b a n k s .
5 9 9  P . 2 d  743, 7 4 6  n . 1 0  (Alaska 1979).
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S i g n a l *  T o  a v o i d  o e n f u c i o n  a n d  n o a d l o s c  e a p a r u t o  d i s c u s s i o n  o f  t h e  

H T C  a n d  c o n f l fcitutional standard® , v e  w i l l  c o n s i d e r  t h a t  o n e  

r o q u i r e m e n t  f o r  f i n d i n g  t h a t  i n c o m e  i s  " b u s i n e s s  i n c o m e "  u n d e r  t h e  

M T C  i a  t h a t  i t  i s  i n c c a e  which' i s  t a x a b l e  u n d e r  t h e  c o n s t i t u t i o n a l  

s t a n d a r d .  W e  n o w  d i s e u a o  t h a t  s t a n d a r d .

2. T h e  c o n n t i t n t i o n n i  s t a n d a r d ;— l n V M t a i f n t — I n s a n e
versufl o p e r a t i o n a l  i n c o m e

" T h e  p r i n c i p l e  t h a t  a S t a t e  m a y  n o t  t a x  v a l u e  e a r n e d  

o u t s i d e  i t s  b o r d e r s  r e s t s  on t h e  f u n d a m e n t a l  r e q u i r e m e n t  o f  b o t h  

t h e  D u e  P r o c e s s  a n d  C o m m e r c e  C l a u s e s "  o f  t h e  U . S .  C o n s t i t u t i o n  t h a t  

• " s o m e  d e f i n i t e  l i n k ,  s o m e  m i n i m u m  c o n n e c t i o n ' "  m u s t  e x i s t  

' " b e t w e e n  a  s t a t e  a n d  t h e  p e r s o n ,  p r o p e r t y  o r  t r a n s a c t i o n  i t  s e e k s  

t o  t a x . ' "  A l l i e d - S i g n a l . 504 U.S. a t  7 77 ( q u o t i n g  M i l l e r  B r o s .  Co.. 

v. M a r y l a n d . 3 4 7  U . S .  340, 3 4 4 - 4 5  ( 1 9 5 4 ) ) .  T h e  C o m m e r c e  C l a u s e

i m p o s e s  t h i s  l i m i t a t i o n  b e c a u s e  c o r p o r a t i o n s  w o u l d  b e  s u b j e c t e d  t o  

s e v e r e  m u l t i p l e  t a x a t i o n  w h i c h  w o u l d  n e g a t i v e l y  a f f e c t  t h e  n a t i o n a l  

e c o n o m y  if e a c h  s t a t e  w e r e  p e r m i t t e d  t o  t a x  v a l u e s  e a r n e d  o u t s i d e  

i t s  b o r d e r s .  A l 1 i e d - S i g n a l . 504 U . S .  a t  7 7 7 - 7 8 .

T h e  “m i n i m u m  c o n n e c t i o n "  r e q u i r e m e n t  o f  t h e  D u e  P r o c e s s  

C l a u s e  r e q u i r e s  t h a t  w h e n  a s t a t e  s e e k s  t o  t a x  i n c o a e  e a r n e d  b y  a  

m u l t i s t a t o  o r  m u l t i n a t i o n a l  c o r p o r a t i o n  f r o m  a  p a r t i c u l a r  a c t i v i t y ,  

t h e r e  o u a t  b e  a  c o n n e c t i o n  b e t w e e n  t h e  a t a t c  a n d  t h e  a c t i v i t y ,

r a t h e r  t h a n  a  c o n n e c t i o n  o n l y  t o  t h o  a c t o r  w h o m  t h o  s t a t e  s e « k c  t o

t a x .  T d . a t  7 7 8 .  T h e  s u p r e m e  C o u r t  h a s  h e l d  t h a t  w h e n  a

n o n d o m i c i l i a r y  c o r p o r a t i o n  d o i n g  s o m e  b u o i n c o o  v i t h i n  t h e  s t a t e  

r e c e i v e *  d i v i d e n d s  f r o m  a s u b s i d i a r y  h a v i n g  n o  o t h e r  c o n n e c t i o n  

w i t h  t h e  s t a t e ,  t h o  s t a t e  m a y  n o t  c o n s t i t u t i o n a l l y  t a x  t h e  d i v i d e n d
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i n c o z u t  u n l e s s  t h e  r e c i p i e n t  -taxpayer c o r p o r a t i o n  a n d  a t m  u n d e r l y i n g  

s u b s i d i a r y  p a y o r  -renre e n g a g e d  i n  a  u n i t a r y  b u a i n e o o .  a s a r c o  T-^g, 

v. T d w h o  S t a t e  T o r  Cpmm_‘n, 4 S3 U . S .  3 07 ( 1 9 0 2 ) .

I n  All ierf-s-lcrrml t h a  S u p r e m e  C o u r t  r e a f f i r m e d  t h a  u n i t a r y  

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

m a y  c o n s t i t u t i o n a l l y  t a x  t h e  d i v i d e n d  i n c o m e  o f  a  n o n d o n i c i l i a r y  

c o r p o r a t i o n . 3 * T h e  C o u r t  w e n t  o n  t o  h o l d ,  h o w e v e r ,  t h a t  a  u n i t a r y  

r e l a t i o n s h i p  b e t w e e n  t h e  p a y o r  o f  t h e  i n t a n g i b l e  i n c o m e  ( t h ere, a 

c o r p o r a t e  d i v i d e n d )  a n d  t h e  p a y e e  is n o t  i n v a r i a b l y  a n e c e s s a r y  

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

5 0 4  U . S .  a t  7 8 7 .  T h e  t e s t  is w h e t h e r  t h e  " c a p i t a l  t r a n s a c t i o n  

s e r v e [s ] a n  o p e r a t i o n a l  r a t h e r  t h a n  a n  i n v e s t m e n t  f u n c t i o n . ’* Jri, 

A s  a n  e x a m p l e  o f  a n  " o p e r a t i o n a l "  f u n c t i o n ,  t h e  S u p r e m e  C o u r t  c i t e d  

s h o r t - t e r m  i n v e s t m e n t s  t h a t  p r o v i d e  w o r k i n g  c a p i t a l  f o r  a  

c o r p o r a t i o n ,  s u c h  a s  " t h e  i n t e r e s t  e a r n e d  o n  s h o r t - t e r m  d e p o s i t s  i n  

a b a n k  l o c a t e d  i n  a n o t h e r  s t a t e  if t h a t  i n c c m e  f o r m s  p a r t  o f  t h e  

w o r k i n g  c a p i t a l  o f  t i e  c o r p o r a t i o n ' s  u n i t a r y  b u s i n e s s . "  l d _  a t  

7 8 7 .

T h e  h a l l m a r k s  o f  an a c q u i s i t i o n  t h a t  i c  p a r t  

o f  t h e  t a x p a y e r ' s  u n i t a r y  b u s i n e s s  c o n t i n u e  t o  

b e  f u n c t i o n a l  i n t e g r a t i o n ,  c e n t r a l i s a t i o n  o f  
m a n a g e m e n t , a n d  e c o n o m i e s  o f  s c a l e .  C o n t n i n g r  
cor-p. c l a r i f i e d  t h a t  t h e s e  e s s e n t i a l s  c o u l d  
r e s p e c t i v e l y  b e  s h o w n  b y: t r a n s a c t i o n s  n o t

2 0 T h o  U . S .  S u p r e m e  C o u r t  in A l l  i a d - s i o n a l  r e j e c t e d  N e w  

•Jersey's r e q u e s t  t o  a d o p t  t h e  U D I T F A  d e f i n i t i o n  o f  b u s i n e s s  i n c o m e  
a s  t h e  c o n s t i t u t i o n a l  t e s t .  5 0 4  U . S .  a t  7 8 6 - 8 7 .  T h e  C o u r t  a l s o  
m a d e  i t  c l e a r  t h a t  i f  s t o c k  o n  w h o s e  s a l e  a  t a x p a y e r  r e a l i z e s  a 

c a p i t a l  g a i n  s e r v e d  o n l y  an " i n v e s t m e n t "  f u n c t i o n  a n d  n o t  a n  
" n R S i - t t i o n a i "  f u n c t i o n ,  t h a  g a i n  i s  n o t  s u b j e c t  t o  a p p o r t i o n m e n t  
f o r  p u r p o s e *  o f  t h a t  s t a t e ' s  c o r p o r a t e  t a x ,  e v e n  t h o u g h  i t  m a y  
c o n s t i t u t e  " b u s i n e s s  i n c o a e "  u n d e r  t h e  U D I T P A .  IiL, a t  7 8 7 - e a .  ,
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undert«Uc«a a t  a r m 'a l e n g t h )  a  m a n a g e m e n t  r o l e  
b y  t h e  p a r e n t  t h a t  i s  g r o u n d e d  i n  i t s  o w n  
o p e r a t i o n a l  e x p e r t i s e  'end. o p e r a t i o n a l  
s t r a t e g y ;  a n d  t h e  f a c t  t h a t  t h e  c o r p o r a t i o n s  
a x e  e n g a g e d  i n  t h e  s a m e  l i n e  q X b u s i n e s s .

A T H f l d - s i g m a i . 5 0 4  u . s .  a t  7 * 9  ( c i t i n g  C o n t a i n e r  C a r p ,  fi&  A a u  y.

F r a n c h i s e  T a r  Bd, , 4 6 3  U . S .  15 9 ,  178, 1 8 0  ( 1 9 8 3 ) )  ( c i t a t i o n s

o m i t t e d )  .

T h e  t a x p a y e r  m u s t  p r o v e  b y  " c l e a r  a n d  c o g e n t  e v i d e n c e "  

t h a t  t h e  s t a t e  i s  s e e k i n g  t o  t a x  e x t r a t e r r i t o r i a l  v a l u e s .  S a g  

C o n t a i n e r  carp, of An,.. 4 6 3  U . S .  a t  17 S .  I n  C B P t a l h g r  Corp.. t h e  

S u p r e m e  C o u r t  n o t e d  t h a t  " ' ( t ) h i s  b u r d e n  i s  n e v e r  m e t  M e r e l y  by 

s h o w i n g  a f a i r  d i f f e r e n c e  of o p i n i o n  w h i c h  a s  a n  o r i g i n a l  m a t t e r  

m i g h t  b e  d e c i d e d  d i f f e r e n t l y .  . . . ( W ] e  w i l l  [ n o t ]  r e - e x a n i n e ,  as 

a  c o u r t  o f  f i r s t  i n s t a n c e ,  f i n d i n g s  o f  f a c t  s u p p o r t e d  b y  

s u b s t a n t i a l  e v i d e n c e . ' "  id., a t  1 7 6  ( q u o t i n g  M o r t o n .  Co.,— i .

D e p a r t m e n t  o f  P e v e n u e . 3 4 0  U . S .  534, 5 3 7 - 3 3  ( 1 9 5 1 ) ) .  S £ £

a l s o  A l l i e d - S i g n a l . 5 0 4  U.S. a t  7 9 4  ( O ' C o n n o r ;  J. , d i s s e n t i n g )

( c i t i n g  caTTtairpT- p n r p . a n d  a s s e r t i n g  that' t h e  t a x p a y e r  had' h o t  "met 

i t s  " h e a v y  fcurdsn" o f  p r o v i n g  by c l e a r  a n d  c o g e n t  e v i d e n c e  t h a t  its 

c a p i t a l  g a i n s  w e r e  n o t  o p e r a t i o n a l l y  r e l a t e d  t o  i t s  i n - s t a t e

b u s i n e s s ) .

T h e  C o u r t  h e l d  i n  M l  i p d - s i e m a l  t h a t  t h e  " m e r e  f a c t  t h a t  

a n  i n t a n g i b l e  a s s e t  w a s  a c q u i r e d  p u r s u a n t  t o  a  l o n g - t e r m  c o r p o r a t e  

s t r a t e g y  o f  a c q u i s i t i o n s  a n d  d i s p o s i t i o n s  d o e s  n o t  c o n v e r t  a n  

o t h e r w i s e  p a s s i v e  i n v e s t m e n t  i n t o  a n  i n t e g r a l  o p e r a t i o n a l  o n e . " 

T d . a t  7 8 8 .
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A p p l y i n g  a.n -i od-.c 1 7 x171! t o  t h e  O B S  e v i d e n c e  i n  c o n t e x t  o f

t h a  s t a t u t o r y  b u a i n e e e / n o n b u a i n e o e  i n c o m e  d i s t i n c t i o n *  t h a  h e a r i n g  

e ^ t i a a r  c o n c l u d e d  t h a t  t h e  i n c o m e  g e n e r a t e d ,  b y  O B S ' a  r e l a t e d  

i n v e s t m e n t  c o m p a n i e s  w a s  o p e r a t i o n a l  a n d  p r o p e r l y  i n c l u d a b l e  i n

T h o  D O *  h e a r i n g  o f f i c e r  a l s o  r e j e c t e d  a s s e r t i o n *  f o u n d  i n

t h e  o u p p l e a w n t c l  C a r u o  a f f i d a v i t  t h a t  t h e  p u r p o s e  o f  c a k i n g  t h e  

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

f u n c t i o n .  . T h e  h e a r i n g  o f f i c e r  s t a t e d  t h a t  o j b s 's  c l a i m s  w e r e  n o t  

" s u p p o r t e d  b y  a n y  c o n c r e t e  e v i d e n c e ,  •• T h e  h e a r i n g  o f f i c e r  f o u n d  

-that g i v e n  t h e  r u n g l h l l i t y  of d o l l a r s ,  M i n v e o t n a n t ,< m o n i e s  c a y  h a v e  

b e e n  u s e d  t o  f u n d  t h e  s h i p p i n g  c o m p a n i e s  w i t h i n  t h e  u n i t a r y  g r o u p ,  

a n d  t h a t  O B S  h a d  f a i l e d  t o  m e e t  i t s  b u r d e n  of s h o w i n g  t h a t  i t s  

i n c o m e  f r o m  i n v e s t m e n t s  c l e a r l y  c o n s t i t u t e s  i n v e s t m e n t :  i n c o m e .

T h e  h e a r i n g  o f f i c e r  s t a t e d :

( O B S ' s ]  a n n u a l  r e p o r t s  a r e  r e p l e t e  w i t h  
e x a l t a t i o n s  r e g a r d i n g  ' i t s  s t r o n g  a n d  h i g h l y  
l i g u i d  f i n a n c i a l  c o n d i t i o n .  It is c l e a r  t h a t  
b u i l d i n g  i t s  f i n a n c i a l  s t r e n g t h  w a s  a  k e y  
c o a p o n e n t  o f  i t s  o v e r a l l  s t r a t e g y  t o  b e  i n  a 
p o s i t i o n  t o  p u r s u e  o p p o r t u n i t i e s  f o r  e x p a n s i o n  
w h e n  t h e y  a r o s e .  I t s  s u b s t a n t i a l  f i n a n c i a l  
r e s o u r c e s ,  i n c l u d i n g  i t s  i n v e s t m e n t  i n c o m e ,  
a l l o w e d  i t  t o  s e c u r e  l o n g - t o r a  b o r r o w i n g  a n d  
t o  i n c u r  c a p i t a l  l e a s e  o b l i g a t i o n s  t o  f i n a n c e  
v e s s e l  a d d i t i o n s , t h e r e b y  a t r a n g t h e n i n g  i t s  
c o m p e t i t i v e  p o s i t i o n  i n  b o t h  d o m e s t i c  a n d  
w o r l d w i d e  b u l k  o h i p p i n g  m a r k e t * .

U n d e r  t h e s e  c i r c u m s t a n c e s , i t  w o u l d  b e  
d i f f i c u l t  t o  c o n c l u d e  t h a t  t h e  i n v e s t m e n t  
t r a n s a c t i o n s  a t  i s s u e  d i d  n e t  s e r v e  a n  
o p e r a t i o n a l  f u n c t i o n ,  a s  r e g u i r e d  u n d e r  

All 1 art-S.lqnal •

O H O9 a a p p o r t i o n a b l e  t a x  b a s e . 30

( c i t a t i o n  o m i t t e d . )
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oss contsnds that the facts relied upon by tha hearing 
officor do not satiety Allled-slcmnl *“« “operational* income test. 
It  ar̂ uofl that evidence ct  comingling soae investment incotaa with, 
incoae used for shipping operations is insufficient to show that 
tha invgetaont inooja® io "operational. "

Although Aiiied-flignfll provides cxaspies of the types of 
i n c o a e  t h a t  c a n  p r o p e r l y  be c h a r a c t e r i s e d  a s  " o p e r a t i o n a l  i n c o m e , "  

t h e  C o u r t  t h e r e  n o t e d  that d e t e r m i n i n g  w h e t h e r  i n c o m e  s e r v e s  an 

o p e r a t i o n a l  o r  i n v e s t m e n t  function Is f a c t  iT te n s i v e .  Id ■ at 785. 

In t h e  c a s e  a t  bar, a n y  commingling b y  O B S  o f  i n v e s t m e n t  i n c o a e  of 

ito n o n d o m i c i l i a r y  i n v e s t m e n t  c o m p a n i e s  w i t h  i n c o m e  u s e d  f o r  t h e  

o p e r a t i o n a l  e x p e n s e s  of the s h i p p i n g  c o m p a n i e s  w i t h  v e s s e l s  t h a t  

c a l l e d  i n  A l a s k a  a p p e a r s  to h a v e  b e e n  Qe m i n i m i s. See g e n e r a l l y  

y.w. w o o i w o r t h  Co. v. Taxation a n d  R e v e n u e  D e n ' t . 4S8 U.S. 354, 

□63-64 £ n . l l  (1982) ("All d i v i d e n d  i n c o m e  —  i r r e s p e c t i v e  of

w h e t h e r  i t  i a  g e n e r a t e d  by a ' d i s c r e t e  b u s i n e s s  e n t e r p r i s e '  —  

w o u l d  b e c o m e  p a r t  of a unitary b u s i n e s s  if "the t e s t  were' w h e t h e r  

t h e  c o r p o r a t i o n  c o b a i n g l & d  d i v i d e n d s  f r o m  o t h e r  c o r p o r a t i o n s  

. . . .“ ( c i t a t i o n  omitted) (emphasis o m i t t e d ) ) .

T h e  C o u r t  h e l d  in A l l i e d - s i g n a l  t h a t  o u t - o f - s t a t e  

i n v e s t m e n t  i n c o m e  m a y  be taxed o n l y  w h e n  t h e  i n v e s t m e n t  a m o u n t s  to 

t h e  a c q u i s i t i o n  of capital for the c o r p o r a t i o n ' s  u n i t a r y  b u s i n e s s ,

or w h e n  t h e  i n v e s t m e n t  is so s h o r t - t e r m  t h a t  it a m o u n t s  t o  a b a n k

a c c o u n t  f o r  t h e  u n i t a r y  business. 504 U.S. a t  7 8 3 - 9 0 .  T h e

h a l l m a r k s  o f  a n  i n v e s t m e n t  t h a t  b e c o m e s  p a r t  of t h e  u n i t a r y  

b u o i n « * «  *r»« " f u n c t i o n a l  integration, c e n t r a l i z a t i o n  o f  m a n a g e m e n t ,
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an d  eco n o m ies  o f  scjb-Ir*. " Tri. a t  78 9 . Tiis C ourt, t h e r e  co n c lu d ed

corporations' activities ware unrelated, and the firs t corporation 
did not «v«n acquire a  controlling otako in t h o  iMccnd corporation. 
Jjiu, at 788. Tha Court uaa careful to reitmrate that hov the 
invwfcmont -Lnooaa ia uaod io irrelevant; it- noted that even if  
those proceeds are used to acquire capital that becomes part of the 
unitary buoineao, out—of—state investment income cannot be taxed 
u n l « »  t h a  ( n v f ^ t nf n t  it s e l f  "w a a  r u n  aa p a r t  of [the ] u n i t a r y  

b u B i n e s s . "  Id. at 789.

b u s i n e s s  n a y  s t i l l  b e  t a x e d  if t h e  i n c o m e  a c c r u e s  f r o m  " s h o r t  t e r m  

d a p o e i t a  in a b a n k "  a n d  "that i n c o a e  f o r m s  p a r t  of t h e  w o r k i n g  

c a p i t a l  o f  t h e  c o r p o r a t i o n ' s  u n i t a r y  b u s i n e s s . "  I d . a t  787. T h e  

C o u r t  f o u n d  i n  111 i e d - S i c n a l  t h a t  s t o c k  h e l d  " f o r  o v e r  t w o  year s "  

c o u l d  n o t  a m o u n t  t o  "a s h o r t  t e r m  i n v e s t m e n t  of w o r k i n g  c a p i t a l  

a n a l o g o u s  to a  b a n k  a c c o u n t . "  Id. a t  79 0.

d e c i s i o n s  w e r e  o b v i o u s l y  a i m e d  at b u i l d i n g  i t s  f i n a n c i a l  s t r e n g t h  

o v e r a l l .n I n  o u r  vie w ,  t h e  h e a r i n g  o f f i c e r ' s  d e f i n i t i o n  of 

" o p e r a t i o n a l  i n c o m e "  w o u l d  ' s w a l l o w  t h e  d i s t i n c t i o n  b e t w e e n  

o p e r a t i o n a l  a n d  i n v e s t m e n t  income. S e e  504 U.S. a t

7 8 4 - 8 5  ( r e j e c t i n g  N e w  J e r s e y ' s  a r g u m e n t  t h a t  s i n c e  “m u l t i s t a t e  

c o r p o r a t i o n s  . . . r e g a r d  all of t h e i r  h o l d i n g s  a s  p o o l s  of assets, 

u s « a  f o r  m a x i m u m  l o n g - t e r m  p r o f i t a b i l i t y ,  . . . a n y  d i s t i n c t i o n

that -tha petitioner corporation's investment in the stock of a 
second corporation did not qualify as operational because the -two

I n c o m e  f r o m  investments th a t  a r e  n o t  p a r t  o f  1 h e  u n i t a r y

T h e  h e a r i n g  o f f i c e r  c o n c l u d e d  t h a t  O B S ' s  " i n v e s t m e n t

- 3 5 - 4 9 5 1
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bctvoen o p e r a t i o n a l  and inveo-fcsnont aeceto 1 g  artificial" )•,
r u r t h e r ,  car u s  e x p l i c i t l y  a f fied t h a t  non® o f . t h e  i n v e s t m e n t  o a n e t a  

v & £  u s e d  a s  c o l l a t e r a l  f o r  any d e b t  of t h e  s h i p p i n g  s u b s i d i a r i e s . 

B e c a u s e  t h e  h e a r i n g  o f f i c e r  a p p l i e d  a' s t a n d a r d  t h a t  t h e  S u p r e m e  

C o u r t  r e j e c t e d  i n  ftp t c d - S l n n n l , a n d  b e c a u s e  v e  c a n n o t  s a y  a s  a 

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

i n v e s t m e n t  inco n e  w a s  n o t  operational, w e  r e v e r s e  t h e  d e t e r m i n a t i o n  

B a d e  b y  t h e  D O R  h e a r i n g  officer. W e  r e m a n d  s o  t h a t  O B S ' s  

i n v e s t m e n t  i n c c a e  n a y  b e  s e g r e g a t e d  as b e t w e e n  i n v e s t m e n t  or 

o p e r a t i o n a l  f u n c t i o n s .  On remand, t h e  c o r p o r a t i o n ' s  o u t - o f - o t a t a  

i n v e s t m e n t  i n c o a e  m a y  b e  a p p o r t i o n e d  f o r  s t a t e  t a x a t i o n  o n l y  if 

e i t h e r  (1) t h e  i n v e s t m e n t  i t s e l f  c o n s t i t u t e s  p a r t  of t h e  

c o r p o r a t i o n ' s  u n i t a r y  b u s i n e s s  (where u n i t a r i n e s s  is i n d i c a t e d  b y  

f u n c t i o n a l  i n t e gration, c e n t r a l i z a t i o n  of m a n a g ement, a n d  e c o n o m i e s  

o f  s c a l e ) , or (2) t h e  i n v e s t m e n t  is s h o r t  t e r m  a n d  t h e  i n c o a e  is 

u s e d  t o  f u n d  t h e  .unitary buai n e a e ,  au c h  t h a t  t h e  i n v e s t m e n t  is 

a n a l o g o u s  t o  a b a n k  a c c o u n t  for t h e  u n i t a r y  b u s i n e s s .

t o  t h e  e x t e n t  it i s  b a s e d  on t h a t  court's h o l d i n g s  t h a t  t h e  s e c t i o n  

8 B 3  e x e m p t i o n  a p p l i e s  to OBS h e r e  and t h a t  D O R  e x c e e d e d  its 

s t a t u t o r y  a u t h o r i t y  w h e n  it p r o m u l g a t e d  15 A A C  2 0 . 1 1 0 ( d )  . We 

R E V E R S E  t h e  s u p e r i o r  c o u r t ' s  h o l d i n g  t h a t  o b s 'o  i n v e s t m e n t  i n c o m e  

w a s  n o n b u s i n e a o  i n c o m e ,  a n d  we R E V E R S E  a n d  R E M A N D  f o r  a 

r e d e t o r s d n a t i o n  b y  t h e  D O R  h e a r i n g  o f f i c e r  w h e t h e r  o a s  ’ s i n c o m e  ia

I V .
For th e s e  r e a s o n s ,  we REVERSE th e  s u p e r io r  c o u r t  judgm ent

- 3 6 - 4 9 5 1
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o p e r a t i o n a l  o r  i n v e s t m e n t  i n c c a e  p u r n u a n t  t o  t h a  cscnatituticjwj.1 

t e a t  a n n o u n c e d  i n  Al 1 jpd-fiianal.
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Order Regarding Fees and Costs

Stote of Alaska, Dep’t of Revenue v. OSG Bulk Ships, Inc, et al.

Supreme Court No. S-07498 

Dale of Order 2/20/98

U nder A ppella te  Rules 5 08 (e ) and (f)(1), a n o m e y 's  fees o f  5 l.ooo.oo are aw arded  
to tha A ppellan t. O n  o r  b e fo r e  M arch 2. 1998. the A pp e lla n t shall serve  and file  w ith  this cou rt in  

item ized  and verified  biH of costs .

E ntered at the d lrecrion  o f  Justice E astaugh  o n  February 20, 1998.

C lerk  o f  th e  Suprem e C ourt

c c :  A uth orin g  Justice Eastaugh
T rial C ou rt A ppeals C lerk
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Stephen C. Slotnick 
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P.O. Box 100300 
Juneau A K  99811

Kenneth K lein
Cadwaiadcr, Wickersham i  Tan 
1333 new Hampshire Avenue. N.W . 
Washington DC 20036

Waiter Hdlera icin
c/o  Bogle &  Gaics
1031 West Fourth Avenue. Suite 600
Anchorage AK 99501

Ronald L  Baird 
Law Offices o f R c iu ld L. Baird 
P O Box ItXVUO 
Anchongo aK 99501

Brian W. Durrei!
A n n  B ru n e r  
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1031 West 4th Avenue, Suite 600 
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Avrum M . Gross 
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424 North FnmkJin Street 
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r f U ^ S a o*‘8.?0 *2 S0M«3 "M*  w  m 3 g  dIslls^ig
•*•■' •  1 1  B , i S p

p « 8 i 2 f l

3 g u i e ^ l
*M « ftM

r i s n f i
r i f f f s i E S l

S. j3  d « 9
D 3 S 3 . S U -

? « a g l S g a o i " *
0 °  ff X « -  ► ■*?** * i c  « .  p  o  fl  < d H  a o u
2  g 5  > , 5 • ̂  g s

'{ikII «P *» ft •  o**i u u a o a
S e g H B - s a s o & gf* P O M vf fi * fv 4>-t-4 o

IsU
•s*to» 0  *J 

A 4 ^  ft M M OS'SSf oiflg
0 9 JO O C W 0 tj t> 9 -HC £W • t  t o  - « a c 9 ij'H.MH'g-H-H Ufi *J O •* O fl >rf C M 0  Qi U i j
MM *  c; M itB « f l X ¥ l la u. +1 <j >i ft

TJsU



'S'nH*oa
fi.

m -o *
2  S I "ri t*. a *
K g.0 « H
o it Er h u p K t t
-  ^  Q,°  ( t  H H ft0 ft 0 W-

§ n  at*-M M p.
f t ' STC*'P O HH 0  3  0  H* ft 14»-* t-* v* ft T“  ~  0  Th

. _. tt«J

g»9«

<1

H i

© 4  M- 

O $

i ? ° £ ft r t*  j *  *t m  n0 * 0  O H O M
t r v  ^ p  w

ri a l i i H ®n a p*n fi°
3 *§*© P  £*■ fcr r*P  3  O  (lc •

f f ^ f n  S S -g

^  •  **<  h -  f t  rt

|f“s£&gw
s d s r

M  iff?
h * :  n $ h i  

Mil Mips
ft! if 
ill! lift!]«• A >  m  I

&  f t  5  2  ? £  n  «* » *
[ f i i s w r m
S ^ g i s J S f i U H g f f

t» it •  m u '  i  * %

f r
‘' S ^ l N S f f S - S s s -li . ^ t "  ® d ft H H-HftUM.»cao>aw^

\ i m m \ k&ĝ8  *«tr &%tf 
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A N  A L A S K A  T A X  O N  F O R E I G N  F L A G G E D  
S H I P S  A N D  A I R C R A F T :
A  C R I T I C A L  A N A L Y S I S

p r e p a r e d  b y

D a v i d  M .  R e a u m e  
M a r c h  7 ,  1 9 9 7

u n d e r  c o n t r a c t  t o  t h e  N o r t h  W e s t  C r u i s e s h i p  A s s o c i a t i o n .

Alaska Economics, Inc.
10746 HORIZON DRIVE • JUNEAU, ALASKA 99801 • (907) 586-9677



A N  A L A S K A  T A X  O N  F O R E I G N  F L A G G E D  S H I P S  A N D  A I R C R A F T :
A  C R I T I C A L  A N A L Y S I S  

D a v i d  M . R e a u m e

A  f e w  y e a r s  ago t h e  A l a s k a  D e p a r t m e n t  o f  R e v e n u e  s u r p r i s e d  t h e  
o w n e r s  o f  f o r e i g n  f l a g g e d  s h i p s  a n d  a i r c r a f t  o p e r a t i n g  in A l a s k a  
b y  t e l l i n g  t h e m  t h a t  t h e  A l a s k a  C o r p o r a t i o n  N e t  I n c o m e  t a x  

a p p l i e d  t o  t h e i r  past, p r e s e n t  a n d  f u t u r e  n e t  o p e r a t i n g  income. 
In a s t r o k e ,  A l a s k a  b e c a m e  t h e  o n l y  s t a t e  in t h e  u n i o n  l e v y i n g  
s u c h  a t a x .  I n d e e d ,  n o t  e v e n  t h e  f e d e r a l  g o v e r n m e n t  d o e s  so, a n d  
f o r  g o o d  r e a s o n .  O n e  s u c h  o w n e r  (OSG B u l k  S h i p s  Inc.) c h a l l e n g e d  
t h e  D e p a r t m e n t  o f  R e v e n u e  in c o u r t  a n d  won, b u t  t h e  d e c i s i o n  is 

s t i l l  i n  d o u b t  b e c a u s e  t h e  S t a t e  o f  A l a s k a  h a s  a p p e a l e d  t h e  
l o w e r  c o u r t 's r u l i n g  to the A l a s k a  S u p r e m e  C o u r t .

T a x i n g  f o r e i g n  f l a g g e d  shi p s  a n d  a i r c r a f t  w i l l  s o o n  b e c o m e  a h o t  
t o p i c  b e c a u s e  t h e  A l a s k a  L e g i s l a t u r e  w i l l  s o o n  b e  p e t i t i o n e d  by 
o n e  s i d e  o r  t h e  o t h e r  for a r e v i s i o n  t:o t h e  t a x  s t a t u t e s .  
H o w e v e r  t h e  S u p r e m e  C o u r t  rules, t h e  l o s i n g  s i d e  c a n  b e  e x p e c t e d  
t o  t a k e  i t s  c a s e  t o  t h e  c a p i t a l  w h e r e  t h e  e c o n o m i c  p r o s  a n d  co n s  
w i l l  b e  w e i g h e d  a n d  not just t h e  l e g a l i t i e s .  P l a c e d  o n  t h a t  set 
o f  b a l a n c e s  t h e  d e c i s i o n  s h o u l d  b e  n o  c o n t e s t  b e c a u s e  t h i s  is a 
v e r y  b a d  t a x  f o r  A l a s k a .

T h r e e  r e a s o n s  w h y  it is a b a d  t a x  are: (1) it w i l l  d e t e r
f u t u r e  p r i v a t e  s e c t o r  i n v e s t m e n t  f a r  m o r e  t h a n  t h e  d o l l a r s  
i n v o l v e d  m i g h t  # su g g e s t ,  (2) it w i l l  b e  p a i d  l a r g e l y  b y  
A l a s k a n s ,  n o t  b y  f o r e i g n  c o r p o r a t i o n s  a n d  (3) it c a n  f a i r l y  be 
d e s c r i b e d  as " a r b i t r a r y  a n d  c a p r i c i o u s "  b e c a u s e  a n y  r e v e n u e  
w h i c h  is r a i s e d  is u n l i k e l y  to b e  r e l a t e d  t o  t h e  t r u e  net 
o p e r a t i n g  i n c o m e  o f  t h e  c o r p o r a t i o n  w h i c h  is t a x e d .  (Which, of 
c o u r s e ,  it s h o u l d  b e  if D O R ' s  p u r p o s e  is t o  t a x  n e t  o p e r a t i n g  
i n c o m e !)

W I L L  D E T E R  I N V E S T M E N T  A n  a g g r e s s i v e  m o v e  t o  t a x  b u s i n e s s  

i n c o m e  n o t  o n l y  i m p a c t s  the i n d u s t r i e s  w h i c h  a r e  d i r e c t l y  

s u b j e c t  t o  t h e  t a x  b u t  a l s o  s e n d s  a m e s s a g e  t o  p r o s p e c t i v e  
i n v e s t o r s  in o t h e r  i n d u s t r i e s .  T h e  m e s s a g e  is t h a t  A l a s k a  w i l l  
s e e k  t o  c l o s e  its " f i s c a l  gap" b y  r a i s i n g  t a x e s  o n  b u s i n e s s e s  

b e f o r e  it c o n s i d e r s  o t h e r  o p t i o n s  w h i c h  a r e  at t h e  d i s p o s a l  of 

p o l i c y  m a k e r s .  F o r  t h a t  r e a s o n  a t a x  on f o r e i g n  f l a g g e d  s h i p s  
a n d  a i r c r a f t  m a y  h a v e  m u c h  f a r t h e r  r e a c h i n g  e f f e c t s  on n e w  

b u s i n e s s  f o r m a t i o n  t h a n  s e e m  l i k e l y  at f i r s t  g l a n c e .  Indeed, one 
o f  D O R ' s  o w n  c o n s u l t a n t s  (Pedro V a n  Meurs) h a s  m a d e  t h i s  v e r y  
p o i n t  w i t h  r e g a r d  t o  t h e  A l a s k a  n a t u r a l  g a s  p i p e l i n e  p r o j e c t .  He 
t a l k e d  a b o u t  t h e  n e e d  for a " c o h e r e n t  l o n g  r a n g e  f i s c a l  p l a n , " 

b u t  h i s  m e a n i n g  a n d  m i n e  are m u c h  t h e  same.



W I L L  B E  P A I D  B Y  A L A S K A N S  B e c a u s e  m o s t  A l a s k a  r e s i d e n t s  a n d  

b u s i n e s s e s  l a c k  m a r k e t  p o w e r  r e l a t i v e  t o  m o s t  f o r e i g n  
c o r p o r a t i o n s ,  m u c h  o f  t h e  b u r d e n  o f  p a y i n g  t h e  t a x  w i l l  fall on 

A l a s k a n s .  In e f f e c t  m a n y  o f  t h e  f o r e i g n  c o r p o r a t i o n s  u p o n  w h o m  
t h e  t a x  is i n i t i a l l y  l e v i e d  w i l l  a c t  as t a x  c o l l e c t o r s  for t h e  
A l a s k a  D e p a r t m e n t  o f  R e v e n u e ,  s i m p l y  p a s s i n g  t h e  t a x  o n t o  
A l a s k a n s  v i a  h i g h e r  t r a n s p o r t  f e e s  (e.g. LNG, m i n e r a l s )  o r  l o w e r  
p u r c h a s e  p r i c e s  (e.g. s e a f o o d ,  t i m b e r  p r o d u c t s ) . F o r  exa m p l e ,  a 
t a x  o n  t h e  s h i p s  w h i c h  t r a n s p o r t  r e d  s a l m o n  t o  J a p a n  w i l l  a l m o s t  

c e r t a i n l y  b e  p a i d  b y  t h e  h a r v e s t e r s  in t h e  f o r m  o f  a l o w e r  

d o c k s i d e  p r i c e  f o r  t h e i r  c a tch.

A R B I T R A R Y  A N D  C A P R I C I O U S  F o r  at l e a s t  t w e n t y  y e a r s  t h e  
f e d e r a l  g o v e r n m e n t  h a s  m a d e  it c l e a r  t h a t  it d o e s  n o t  w i s h  to 
see A l a s k a  or a n y  o t h e r  s t a t e  l e v y  s u c h  a ta x .  T h e r e  is so m e  
q u e s t i o n  as t o  h o w  m u c h  c o o p e r a t i o n  c o u l d  b e  e x p e c t e d  f r o m  the 
f e d e r a l  g o v e r n m e n t  i f  t h e  S t a t e  o f  A l a s k a  i n t r u d e s  i n t o  an a r e a  
t h a t  is n o t  t a x e d  u n d e r  the U.S. I n t e r n a l  R e v e n u e  S e r v i c e  code. 
If D O R  w e r e  u n a b l e  t o  g a i n  a c c e s s  to a l l  r e l e v a n t  c o r p o r a t e  
a c c o u n t i n g  r e c o r d s ,  (a n o t  so i m p r o b a b l e  h a p p e n i n g )  t h e  a m o u n t  
f i n a l l y  l e v i e d  o n  e a c h  f o r e i g n  c o r p o r a t i o n  w o u l d  n o t  n e c e s s a r i l y  

b e  d e t e r m i n e d  b y  a p p l y i n g  s t a t u t o r y  r a t e s  to t h e  t r u e  A l a s k a  net 
o p e r a t i n g  i n c o m e  o f  t h e  c o r p o r a t i o n  b u t  w o u l d  i n s t e a d  be 
d e t e r m i n e d  b y  e i t h e r  (a) w h a t  t h e  c o r p o r a t i o n  d e i g n s  to p a y  or

(b) w h a t  is d e t e r m i n e d  v i a  n e g o t i a t i o n  a n d  l i t i g a t i o n .  T h i s  is 

t h e  v e r y  d e f i n i t i o n  o f  " a r b i t r a r y  a n d  c a p r i c i o u s . "

T h e  f o l l o w i n g  a n a l y s i s  o f  t h e  e f f e c t s  o f  t a x i n g  f o r e i g n  f l a g g e d  
s h i p s  a n d  a i r c r a f t  u n d e r  t h e  A l a s k a  C o r p o r a t i o n  N e t  I n c o m e  Tax 
p r o c e e d s  in a q u e s t i o n  a n d  a n s w e r  f o r m a t  a n d  is s u p p l e m e n t e d  by 
f i v e  t e c h n i c a l  a p p e n d i c e s . T h i s  f o r m a t  w a s  c h o s e n  b e c a u s e  
c o m p l e x  t o p i c s  a r e  b e t t e r  u n d e r s t o o d  if t h e y  a r e  b r o k e n  d o w n  

i n t o  s m a l l e r ,  s e l f  c o n t a i n e d  t o p i c s .



[1] W h a t  i s  S e c t i o n  8 8 3  I n c o m e  ?

T h e  b u s i n e s s  i n c o m e  w h i c h  a  f o r e i g n  c o r p o r a t i o n  d e r i v e s  f r o m  t h e  
i n t e r n a t i o n a l  o p e r a t i o n s  o f  i t s  s h i p s  o r  a i r c r a f t .  ( S e e  s e c t i o n  
8 8 3  o f  t h e  U . S .  I n t e r n a l  R e v e n u e  S e r v i c e  c o d e )  A  f o r e i g n  
c o r p o r a t i o n  i s  o n e  w h i c h  i s  d o m i c i l e d  i n  a  c o u n t r y  o t h e r  t h a n  
t h e  U n i t e d  S t a t e s .

S e c t i o n  8 8 3  o f  t h e  I n t e r n a l  R e v e n u e  S e r v i c e  c o d e  e x e m p t s  s u c h  
i n c o m e  f r o m  t h e  U . S .  C o r p o r a t i o n  I n c o m e  T a x  p r o v i d e d  t h e  c o u n t r y  
i n  w h i c h  t h e  c o r p o r a t i o n  i s  d o m i c i l e d  " g r a n t s  a n  e q u i v a l e n t  
e x e m p t i o n  t o  c o r p o r a t i o n s  o r g a n i z e d  i n  t h e  U n i t e d  S t a t e s , "  a n d  
a l s o  p r o v i d e d  c e r t a i n  c o n d i t i o n s  o f  o w n e r s h i p  a r e  f u l f i l l e d .

I n  p a r t i c u l a r ,  s e c t i o n  8 8 3  a p p l i e s  o n l y  i f  t h e  s t o c k  o f  t h e
c o r p o r a t i o n  i n  q u e s t i o n  i s  p u b l i c l y  t r a d e d  o n  a n  e s t a b l i s h e d
s e c u r i t i e s  m a r k e t  i n  e i t h e r  t h e  U n i t e d  S t a t e s  o r  i t s  c o u n t r y  o f  
d o m i c i l e  o r ,  i n  t h e  c a s e  o f  c o r p o r a t i o n s  w h o s e  s t o c k  i s  n o t  
p u b l i c l y  t r a d e d ,  i f  5 0  p e r c e n t  o r  m o r e  o f  i t s  s h a r e s  a r e  o w n e d  
b y  a  r e s i d e n t  o f  t h e  U n i t e d  S t a t e s  o r  t h e  c o u n t r y  o f  d o m i c i l e .

[2] W h y  i s  i t  t h a t  a p r o v i s i o n  o f  f e d e r a l  t a x  l a w  a l s o
a p p l i e s  t o  t h e  A l a s k a  C o r p o r a t i o n  N e t  I n c o m e  T a x  ?

S e c t i o n s  o f  t h e  I . R . S .  c o d e  h a v e  b e e n  a d o p t e d  b y  A l a s k a  s t a t u t e
i n t o  A l a s k a  t a x  l a w  ( A l a s k a  S t a t u t e s ,  C h a p t e r  4 3 . )  T h e  i s s u e  o f
r . h e  a p p l i c a b i l i t y  o f  s e c t i o n  8 8 3  i s  t h e  p r i n c i p a l  p o i n t  o f
c o n t e n t i o n  i n  O S G  B u l k  S h i p s  I n c .  v s  S t a t e  o f  A l a s k a ,  D e p a r t m e n t  
o f  R e v e n u e  ( 3 A n - 9 3 - 7 8 5 1  c i v . )  T h i s  c a s e  i s  a w a i t i n g  a  d e c i s i o n  
f r o m  t h e  A l a s k a  S u p r e m e  C o u r t .

C o r p o r a t i o n s  w h i c h  d o  b u s i n e s s  i n  A l a s k a  a n d  w h i c h  b e n e f i t  f r o m  
s e c t i o n  8 8 3  i n  d e t e r m i n i n g  t h e i r  f e d e r a l  i n c o m e  t a x e s  m a y  f a c e  
h i g h e r  A l a s k a  t a x e s  i f  t h a t  s e c t i o n  i s  u l t i m a t e l y  d e e m e d  n o t  t o  
a p p l y  t o  t h e  A l a s k a  t a x .  M o r e o v e r ,  t h e y  m a y  f a c e  t h e s e  h i g h e r  
t a x e s  f o r  p a s t  t a x  y e a r s  a s  w e l l  a s  c u r r e n t  a n d  f u t u r e  t a x  
y e a r s .

[3] S u p p o s e  t h a t  t h e  s e c t i o n  8 8 3  e x e m p t i o n  i s  d e e m e d  n o t
t o  a p p l y  f o r  p u r p o s e s  o f  d e t e r m i n i n g  a  f o r e i g n

c o r p o r a t i o n ' s  A l a s k a  t a x a b l e  i n c o m e .  M u s t  t h e  s h i p s  o r  
a i r c r a f t  i n  q u e s t i o n  d o  b u s i n e s s  i n  A l a s k a  i n  o r d e r  f o r  
t h e  i n c o m e  d e r i v e d  f r o m  t h e i r  o p e r a t i o n s  t o  b e  i n c l u d e d

i n  A l a s k a  t a x a b l e  i n c o m e ?

T h i s  i s  a n  i s s u e  i n  t h e  O S G  c a s e  c i t e d  e a r l i e r  w i t h  r e s p e c t  t o  
t a x  y e a r s  p r i o r  t o  1 9 9 2 .  I n  o r d e r  t o  b e  c o v e r e d  u n d e r  s e c t i o n  
8 8 3 ,  a  f o r e i g n  c o r p o r a t i o n  m u s t  d o  b u s i n e s s  i n  t h e  U n i t e d  
S t a t e s .  H o w e v e r ,  n o t h i n g  i n  s e c t i o n  8 8 3  r e q u i r e s  t h a t  t h e  s h i p s  
o r  a i r c r a f t  t h e m s e l v e s  s e r v i c e  t h e  U n i t e d  S t a t e s .



I f  t h e  s e c t i o n  8 8 3  e x e m p t i o n  i s  d e e m e d  n o t  t o  a p p l y  t o  t h e  
A l a s k a  C o r p o r a t i o n  N e t  I n c o m e  T a x ,  a  f o r e i g n  . c o r p o r a t i o n  w h i c h  
d i d  b u s i n e s s  i n  A l a s k a  p r i o r  t o  1 9 9 2  ( w h e n  A l a s k a  a d o p t e d  a  
" w a t e r ' s  e d g e "  e d g e  m e t h o d  o f  d e t e r m i n i n g  A l a s k a  t a x a b l e  i n c o m e  
f o r  m o s t  c o r p o r a t i o n s )  a n d  w h i c h  o p e r a t e d  s h i p s  o r  a i r c r a f t  i n  
o t h e r  p a r t s  o f  t h e  w o r l d  m i g h t  b e l a t e d l y  f i n d  t h a t  t h e  d i n c o m e  
d e r i v e d  f r o m  t h o s e  s h i p s  a n d  a i r c r a f t  s h o u l d  h a v e  b e e n  i n c l u d e d  
i n  t h e i r  w o r l d w i d e  i n c o m e  f o r  p u r p o s e s  o f  d e t e r m i n i n g  t h e i r  p r e -  
1 9 9 2  A l a s k a  t a x .  I f  s o ,  t h e y  m a y  b e  r e q u i r e d  t o  f i l e  a n  i n i t i a l  
A l a s k a  t a x  r e t u r n  o r  a n  a m e n d e d  r e t u r n  f o r  t h o s e  y e a r s  ( a s  w a s  
O S G  B u l k  S h i p s ,  I n c . ) .  F o r  t a x  y e a r s  1 9 9 2  a n d  a f t e r  t h i s  
p a r t i c u l a r  i s s u e  d o e s  n o t  a r i s e  e x c e p t  i n  t h e  c a s e  o f  o i l  a n d  
g a s  p r o d u c e r s  o r  p i p e l i n e  o p e r a t o r s .  H o w e v e r ,  t h e r e  s t i l l  
r e m a i n s  t h e  i s s u e  o f  t a x i n g  t h e  i n c o m e  d e r i v e d  f r o m  f o r e i g n  
f l a g g e d  s h i p s  a n d  a i r c r a f t  w h i c h  d o  o p e r a t e  i n  A l a s k a .

[4] W h i c h  c o r p o r a t i o n s  d o i n g  b u s i n e s s  i n  A l a s k a  h a v e  
i n c o m e  w h i c h  is e x e m p t  f r o m  t h e  U . S .  C o r p o r a t i o n  I n c o m e  
T a x  u n d e r  s e c t i o n  8 8 3  o f  t h e  I . R . S .  c o d e ?

T h i s  i n f o r m a t i o n  i s  n o t  p u b l i c l y  a v a i l a b l e .  H o w e v e r  w e  d o  k n o w  
t h a t  m o s t  c r u i s e  s h i p s  a r e  f o r e i g n  f l a g g e d  a s  a r e  v i r t u a l l y  a l l  
o f  t h e  c a r g o  s h i p s  w h i c h  c a r r y  m i n e r a l s ,  s e a f o o d  a n d  t i m b e r  
p r o d u c t s  f r o m  A l a s k a  t o  f o r e i g n  c o u n t r i e s .  I n  a d d i t i o n ,  f o r e i g n  
f l a g g e d  a i r  c a r r i e r s  o p e r a t i n g  o u t  o f  o r  s t o p p i n g  o v e r  i n  A l a s k a  
a i r p o r t s  m a y  c o m e  u n d e r  t h e  p r o v i s i o n s  o f  s e c t i o n  8 8 3  a n d  m a y ,  
t h e r e f o r e ,  p a y  a d d i t i o n a l  A l a s k a  t a x e s  i f  t h e  s e c t i o n  8 8 3  
e x e m p t i o n  i s  d e e m e d  n o t  t o  a p p l y  t o  t h e  A l a s k a  C o r p o r a t i o n  N e t  
I n c o m e  T a x .  I n  g e n e r a l ,  a n y  i t e m  w h i c h  i s  t r a n s p o r t e d  b y  a i r  o r  
s e a  i n  e i t h e r  d i r e c t i o n  b e t w e e n  A l a s k a  a n d  a  f o r e i g n  c o u n t r y  i s  
l i k e l y  t o  b e  c a r r i e d  i n  a  s h i p  o r  a i r c r a f t  w h i c h  i s  o w n e d  b y  a  
f o r e i g n  c o r p o r a t i o n .  A l l  o f  t h e s e  c o r p o r a t i o n s  a r e  w h a t  m i g h t  b e  
c a l l e d  " s e c t i o n  8 8 3  v u l n e r a b l e , "  i n  t h a t  t h e y  m a y  b e  f a c e d  w i t h  
h i g h e r  A l a s k a  t a x  b i l l s  s h o u l d  s e c t i o n  8 8 3  b e  d e e m e d  n o t  t o  
a p p l y  t o  t h e  A l a s k a  C o r p o r a t i o n  N e t  I n c o m e  T a x .

F i n a l l y ,  c e r t a i n  c o r p o r a t i o n s  w h i c h  t r a n s p o r t  o i l  a n d  g a s  
b e t w e e n  p o r t s  e n t i r e l y  o u t s i d e  A . l a s k a  a n d  w h i c h  a l s o  d o  b u s i n e s s  
i n  A l a s k a  r e p o r t  i n c o m e  o n  a  w o r l d w i d e  b a s i s  r a t h e r  t h a n  o n  a  
w a t e r ' s  e d g e  b a s i s .  T h e s e  c o r p o r a t i o n s  m a y  a l s o  b e  s u b j e c t  t o  
h i g h e r  A l a s k a  t a x e s  f o r  b o t h  c u r r e n t  a n d  p a s t  t a x  y e a r s  s h o u l d  
s e c t i o n  8 8 3  b e  d e e m e d  n o t  t o  a p p l y .

[5] P l e a s e  n a m e  s o m e  n a m e s .

W e  c a n n o t  b e  s u r e  w i t h o u t  g o i n g  b e y o n d  i n f o r m a t i o n  w h i c h  i s  
p u b l i c l y  a v a i l a b l e .  H o w e v e r ,  t h e  f o l l o w i n g  p a r t i a l  l i s t  o f  
c o m p a n i e s  m a y  s u g g e s t  t h e  p o t e n t i a l  s c o p e  o f  t h e  t a x .  T h e s e  a r e  
s o m e  o f  t h e  c o m p a n i e s  d o i n g  b u s i n e s s  i n  A l a s k a  w h i c h  m a y  e i t h e r  
b e  s u b j e c t  t o  t h e  t a x  o r  w h i c h  m a y  h a v e  t h e  t a x  s h i f t e d  o n t o  
t h e m  b y  o t h e r s  w h o  a r e  s u b j e c t  t o  t h e  t a x .
C R U I S E S H I P  L I N E S :  H o l l a n d  A m e r i c a  L i n e  W e s t o u r s ,  P r i n c e s s
C r u i s e s ,  C u n n a r d  S t e a m s h i p  L i n e s ,  N o r w e g i a n  C r u i s e  L i n e s ,



C e l e b r i t y  C r u i s e  L i n e s ,  C a r n i v a l  C r u i s e  L i n e s ,  R o y a l  C a r i b b e a n  
C r u i s e  L i n e s

I N T E R N A T I O N A L  A I R  C O U R I E R S :  A i r b o r n e  E x p r e s s ,  U n i t e d  P a r c e l
S e r v i c e ,  F e d e r a l  E x p r e s s ,  D H L  A i r w a y s

I N T E R N A T I O N A L  A I R L I N E S :  K o r e a n  A i r ,  J a p a n  A i r ,  C h i n a  A i r l i n e s ,  
A e r o f l o t

S E A F O O D  P R O C E S S O R S :  T r i d e n t  S e a f o o d s ,  U n i s e a ,  P e t e r  P a n
S e a f o o d s ,  O c e a n t r a w l ,  O c e a n  B e a u t y  S e a f o o d s

M I N I N G  C O M P A N I E S :  C o m i n c o  A l a s k a ,  U s i b e l l i  C o a l  M i n e ,  G r e e n s
C r e e k  M i n i n g ,  P l a c e r  D o m e ,  F a i r b a n k s  G o l d ,  C o e u r - A l a s k a

O I L F I E L D  S E R V I C E  C O M P A N I E S :  N a b o r s  D r i l l i n g ,  P a r k e r  D r i l l i n g ,
R o w a n  D r i l l i n g

T I M B E R  C O M P A N I E S :  K a k e  T r i b a l  C o r p . ,  S e a l a s k a  T i m b e r  C o r p . ,
K l u k w a n  F o r e s t  P r o d u c t s

O T H E R S :  Y u k o n  P a c i f i c  C o r p  ( n a t u r a l  g a s  p i p e l i n e ) ,  K e t c h i k a n
P u l p  ( s a w m i l l s  d i v i s i o n )

[6] H o w  w o u l d  A l a s k a  b u s i n e s s e s  a n d  i n d i v i d u a l s  b e  
a f f e c t e d  i f  s e c t i o n  8 8 3  i n c o m e  w e r e  s u b j e c t  t o  t h e  
A l a s k a  C o r p o r a t i o n  N e t  I n c o m e  T a x ?

A n y  a d d i t i o n a l  t a x e s  w h i c h  a r e  l e v i e d  f o r  t a x  y e a r s  p r i o r  t o  
1 9 9 2 ,  w o u l d  f a l l  a s  a  l u m p  s u m  b u r d e n  o n  t h e  f o r e i g n  c o r p o r a t i o n  
a n d  f o r  t h a t  r e a s o n  a r e  u n l i k e l y  t o  h a v e  m u c h  o f  a n  e f f e c t  o n  
t h e  c u r r e n t  a n d  f u t u r e  p r i c e / w a g e  d e c i s i o n s  o f  c o r p o r a t i o n s  
w h i c h  a r e  a l r e a d y  d o i n g  b u s i n e s s  i n  A l a s k a .  I t  w o u l d  b e  a s  i f  
t h e  c o r p o r a t i o n  s u d d e n l y  i n c u r r e d  a n  a d d i t i o n a l  o n e  t i m e  f i x e d  
c o s t  o f  d o i n g  b u s i n e s s .

T h i s  i s  n o t  t o  s a y ,  h o w e v e r ,  t h a t  r a i s i n g  t a x e s  r e t r o a c t i v e l y  
w o u l d  h a v e  n o  i m p a c t  o n  A l a s k a .  A l m o s t  c e r t a i n l y ,  a  r e l a t i v e l y  
a g g r e s s i v e  m o v e  s u c h  a s  t h i s  w o u l d  s e n d  a  m e s s a g e ,  s o  t o  s p e a k ,  
a n d  w o u l d  t h e r e b y  i n f l u e n c e  f u t u r e  i n v e s t m e n t  b y  c a u s i n g
i n v e s t o r s  t o  i n c r e a s e  t h e  a m o u n t  o f  t a x  t h e y  e x p e c t  t o  p a y  o n  
f u t u r e  v e n t u r e s  i n  A l a s k a .  I n  o t h e r  w o r d s ,  i n v e s t o r  e x p e c t a t i o n s  
o f  f u t u r e  p r o f i t a b i l i t y  w o u l d  b e  l o w e r e d .  F o r  t h i s  r e a s o n ,  n e w  
b u s i n e s s  f o r m a t i o n  c o u l d  b e  r e d u c e d  e v e n  i n  i n d u s t r i e s  w h i c h  a r e  
n o t  d i r e c t l y  a f f e c t e d  b y  s e c t i o n  8 8 3 .  T h i s  p o i n t  i s  d i s c u s s e d  i n  
s o m e  d e t a i l  i n  A p p e n d i x  A ,  b e l o w .

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



i n d i v i d u a l  o r  f i r m )  .  I n  g e n e r a l ,  t h e  a b i l i t y  o f  a  f i r m  t o  s h i f t  
a  t a x  o n t o  o t h e r  p l a y e r s  d i f f e r s  o n  a  c a s e ,  b y  c a s e  b a s i s  
d e p e n d i n g  u p o n  a  n u m b e r  o f  f a c t o r s .  H o w e v e r ,  b e c a u s e  A l a s k a  
p l a y e r s  a r e  u s u a l l y  n o t  i n  a  s t r o n g  m a r k e t  p o s i t i o n  r e l a t i v e  t o  
t h e  f o r e i g n  c o r p o r a t i o n s  u p o n  w h o m  t h e  h i g h e r  t a x  w o u l d  
i n i t i a l l y  b e  l e v i e d ,  i t  s e e m s  l i k e l y  t h a t  m o s t  o f  t h e  a d d i t i o n a l  
r e v e n u e  w h i c h  i s  r a i s e d  w o u l d  u l t i m a t e l y  b e  p a i d  b y  A l a s k a n s  a n d  
n o t  b y  t h e  f o r e i g n  c o r p o r a t i o n s  f r o m  w h o m  i t  i s  c o l l e c t e d .  
A p p e n d i c e s  3 , C ,  a n d  D  e x a m i n e  f o u r  c a s e s  i n  p o i n t .  T h e  c o m m o n  
i n g r e d i e n t  i n  a l l  o f  t h e  c a s e s  w h i c h  a r e  d i s c u s s e d  i s  a  m a r k e d  
d i f f e r e n c e  i n  m a r k e t  p o w e r  b e t w e e n  t h e  f o r e i g n  c o r p o r a t i o n  w h i c h  
i n i t i a l l y  p a y s  t h e  t a x  a n d  t h e  A l a s k a  f i r m s  a n d  i n d i v i d u a l s  w h o  
u l t i m a t e l y  p a y  i t .

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

[7] Is t h e  t a x  l i k e l y  t o  b e  s h i f t e d  o n t o  A l a s k a  p l a y e r s ?

Y e s ,  a t  l e a s t  i n  p a r t ,  p o s s i b l y  i n  l a r g e  D a r t .  T h e  s e c o n d  o f  
t h r e e  p r i n c i p a l  c o n c l u s i o n s  w e  h a v e  r e a c h e d  i s  t h a t  i n  t h e  c a s e s  
i d e n t i f i e d  i n  a p p e n d i c e s  B ,  C ,  a n d  D ,  t h e  b u l k  o f  t h e  t a x  i s  
v e r y  l i k e l y  t o  b e  p a i d  b y  A l a s k a  i n d i v i d u a l s  a n d  r e s i d e n t  
b u s i n e s s e s .  T h e r e  a r e  t w o  r e a s o n s  f o r  t h i s .  F i r s t ,  a s  e m p h a s i z e d  
i n  A p p e n d i x  B  t h £  t a x  m a y  b e  b e t t e r  v i e w e d  a s  a  v a l u e  a d d e d  t a x  
t h a n  a s  a  t a x  o n  c o r p o r a t e  p r o f i t s .  V a l u e  a d d e d  t a x e s  a r e  m o r e  
r e a d i l y  s h i f t e d  t h a n  a r e  c o r p o r a t i o n  p r o f i t  t a x e s .  S e c o n d ,  I n  
g e n e r a l ,  A l a s k a  p l a y e r s  l a c k  m a r k e t  p o w e r  r e l a t i v e  t o  t h e  
f o r e i g n  c o r p o r a t i o n s  w h i c h  o w n  t h e  v e s s e l s  w h o s e  i n c o m e  i s  t o  b e  
t a x e d .  T h e  d e g r e e  t o  w h i c h  a  t a x  o n  o n e  s i d e  o f  a  m a r k e t  c a n  b e  
s h i f t e d  o n t o  t h e  o t h e r  s i d e  o f  t h e  m a r k e t  i s  d e t e r m i n e d  l a r g e l y  
b y  d i f f e r e n t i a l  m a r k e t  p o w e r .  ( I n  t e x t b o o k s  o f  t h e  1 9 5 0 ' s  a n d  
1 9 6 0 ' s  t h e  s a m e  p o i n t  w a s  c o u c h e d  i n  t e r m s  o f  r e l a t i v e  p r i c e  
e l a s t i c i t i e s  o f  s u p p l y  a n d  d e m a n d . )

[8] W h a t  a r e  t h e  d o l l a r  a m o u n t s  i n v o l v e d ?

A n  o v e r a l l  t o t a l  i s  n o t  a t  h a n a  b e c a u s e  t h e  r e q u i r e d  i n f o r m a t i o n  
i s  s i m p l y  n o t  p u b l i c l y  a v a i l a b l e .  C a s e  b y  c a s e  e s t i m a t e s  i n  a l l  
o r  e v e n  a  m a j o r i t y  o f  c a s e s  c o u l d  n o t  b e  m a d e  i n  t h e  a v a i l a b l e  
t i m e .  T h e  d i f f i c u l t y  i n v o l v e d  i n  p r e p a r i n g  s u c h  e s t i m a t e s  i s  
i l l u s t r a t e d  i n  a p p e n d i c e s  B  a n d  C .  T h e  A l a s k a  D e p a r t m e n t  o f  
R e v e n u e  w o u l d  e x p e r i e n c e  s i m i l a r  d i f f i c u l t i e s  i n  r e s p o n d i n g  t o  a  
f i s c a l  n o t e  f r o m  t h e  A l a s k a  L e g i s l a t u r e  o n  t h i s  m a t t e r .  T h i s  
m e a n s  t h a t  t h e  r e q u i s i t e  i n f o r m a t i o n  o n  t a x  i m p a c t s  c o u l d  n o t  b e  
a v a i l a b l e  t o  d e c i s i o n  m a k e r s  w i t h o u t  a  c o n s i d e r a b l e  e x p e n d i t u r e  
o f  t i m e  a n d  e f f o r t .  S o m e  p r e l i m i n a r y  c o n c l u s i o n s  w e  h a v e  r e a c h e d  
( a p p e n d i c e s  B  a n d  C )  a r e  a s  f o l l o w s .



—  B r i s t o l  B a y  l i m i t e d  e n t r y  p e r m i t  h o l d e r s  c a n  e x p e c t  to 
e x p e r i e n c e  l o w e r  e x - v e s s e l  p r i c e s  for s o c k e y e  s a l m o n  w h i c h  

m a y  c o s t  t h e m  u p  t o  $ 1, 000 p e r  p e r m i t  h o l d e r ,  ( t a x a t i o n  of
f o r e i g n  f l a g g e d  v e s s e l s  c a r r y i n g  s a l m o n  t o  Japan)

—  T h e  p r o p o s e d  A l a s k a  n a t u r a l  g a s  p i p e l i n e  c a n  e x p e c t  t o  p a y  
a p p r o x i m a t e l y  $ 22 m i l l i o n  t o  $ 28 m i l l i o n  a n n u a l l y  in

h i g h e r  L N G  t a n k e r  c o s t s ,  ( t a x a t i o n  o f  f o r e i g n  f l a g g e d  L N G  

i a n k e r s )

O n e  m a j o r  p r o b l e m  i n v o l v e d  in e s t i m a t i n g  t h e  d o l l a r  y i e l d  o f  the 
t a x  is i t s  p o t e n t i a l l y  a r b i t r a r y  a n d  c a p r i c i o u s  n a t u r e .  In o r d e r  
t o  a c c u r a t e l y  d e t e r m i n e  a f o r e i g n  c o r p o r a t i o n’s A l a s k a  net 
o p e r a t i n g  income, t h e  S t a t e  o f  A l a s k a  w o u l d  n e e d  t o  a u d i t  not 
o n l y  t h e  b o o k s  o f  t h e  c o r p o r a t i o n  u p o n  w h o m  t h e  t a x  is l e v i e d  
b u t  a l s o  its p a r e n t s  a n d  its a f f i l i a t e s .  A t  t h e  p r e s e n t  t i m e  the 
A l a s k a  D e p a r t m e n t  o f  R e v e n u e  r e l i e s  on t h e  v o l u n t a r y  c o o p e r a t i o n  
o f  t h e  f o r e i g n  c o r p o r a t i o n s  w h i c h  it a u d i t s .  In v i r t u a l l y  all of 
t h e s e  c a ses, t h e  i n f o r m a t i o n  g i v e n  t o  t h e  S t a t e  o f  A l a s k a  is the 

s a m e  as t h a t  g i v e n  t o  t h e  U.S. I n t e r n a l  R e v e n u e  S e r v i c e .

In c o n t r a s t ,  t h e r e  is s o m e  q u e s t i o n  as to h o w  m u c h  c o o p e r a t i o n  
c o u l d  b e  e x p e c t e d  i f  t h e  S t a t e  o f  A l a s k a  i n t r u d e s  i n t o  an a r e a  
t h a t  is n o t  t a x e d  u n d e r  t h e  U.S. I n t e r n a l  R e v e n u e  S e r v i c e  code. 
(The f e d e r a l  g o v e r n m e n t  d o e s  n o t  w i s h  to s e e  t h e  s t a t e s  e x t e n d  
t h e i r  r e a c h  in t h i s  m a n n e r  a n d  is u n l i k e l y  t o  p r e s s u r e  f o r e i g n  
g o v e r n m e n t s  to c o m p l y  w i t h  S t a t e  o f  A l a s k a  i n f o r m a t i o n  r e q u e s t s .  
S e e  [10] b e low.) If D O R  w e r e  u n a b l e  to g a i n  a c c e s s  to all 

r e l e v a n t  a c c o u n t i n g  re c o r d s ,  f o r e i g n  c o r p o r a t i o n s  c o u l d  e a s i l y  
r e d u c e  t h e i r  n e t  o p e r a t i n g  i n c o m e  to z e r o  t h r o u g h  j u d i c i o u s l y

d e t e r m i n e d  i n t e r - g r o y p  t r a n s f e r  p r i c e s .  U n d e r  s u c h  
c i r c u m s t a n c e s ,  t h e  a m o u n t  f i n a l l y  l e v i e d  on e a c h  f o r e i g n  
c o r p o r a t i o n  w o u l d  n o t  n e c e s s a r i l y  b e  d e t e r m i n e d  b y  a p p l y i n g  
s t a t u t o r y  r a t e s  t o  t h e  t r u e  A l a s k a  net --.eracing i n c o m e  o f  the 

cor. r a t i o n  b u t  w o u l d  i n s t e a d  b e  det .ed b y  e i t h e r  (a) w h a t  
t h e  c o r p o r a t i o n  d e i g n s  t o  p a y  o r  (n; w h a t  is d e t e r m i n e d  v i a  
n e g o t i a t i o n  a n d  l i t i g a t i o n .  T h i s  is t h e  v e r y  d e f i n i t i o n  of

" a r b i t r a r y  a n d  c a p r i c i o u s . "

[9] H o w  m a n y  j o b s  a r e  a t  s t a k e ?

T i m e  c o n s t r a i n t s  p r e c l u d e d  m a k i n g  a d e t a i l e d  e s t i m a t e .  W h e n  and 
i f  s u c h  a n  e s t i m a t e  is m a d e  t h e  a n s w e r  w i l l  t u r n  r a t h e r  h e a v i l y  
o n  t h e  n u m b e r  o f  jo b s  w h i c h  a r e  n e v e r  c r e a t e d  a n d  t h e  n u m b e r  of 
i n v e s t m e n t s  w h i c h  a r e  d e l a y e d .  S u c h  an a g g r e s s i v e  m o v e  to r a i s e  
t a x e s  o n  b u s i n e s s  c a n  b e  e x p e c t e d  to s e n d  a c l e a r  m e s s a g e  to 
p r o s p e c t i v e  i n v e s t o r s  t h a t  t h e y  m a y  be n e x t  in l i n e  for h i g h e r  

t a x a t i o n .  U n d e r  t h e s e  c i r c u m s t a n c e s  t h e s e  i n v e s t o r s  c a n  be 

e x p e c t e d  to r e v i s e  d o w n w a r d  t h e i r  e s t i m a t e d  r e t u r n s .  (That the 
m o v e  t o  t a x  f o r e i g n  f l a g g e d  s h i p s  a n d  a i r c r a f t  is a g g r e s s i v e  

c a n n o t  b e  d e n i e d  b e c a u s e  it W j.11 h a v e  b e e n  m a d e  d e s p i t e  

o p p o s i t i o n  f r o m  i n d u s t r y ,  t h e  f e d e r a l  g o v e r n m e n t  a n d  f o r e i g n



g o v e r n m e n t s  a n d  a l s o  b e c a u s e  A l a s k a  w i l l  b e  t h e  o n l y  s t a t e  i n  
t h e  u n i o n  w h i c h  l e v i e s  s u c h  a  t a x . )

M o r e  t o  t h e  p o i n t ,  n o t  a l l  i m p a c t s  a r e  w e l l  m e a s u r e d  s o l e l y  i n  
t e r m s  o f  l o s t  j o b s .  A s  s h o w n  i n  A p p e n d i x  B ,  t h e  m a i n  i m p a c t  
r e s u l t i n g  f r o m  l e v y i n g  h i g h e r  t a x e s  o n  J a p a n e s e  s h i p p e r s  o f  
s e a f o o d  p r o d u c t s  i s  a l m o s t  c e r t a i n  t o  c o m e  i n  t h e  f o r m  o f  l o w e r  
p r i c e s  p a i d  t o  f i s h e r s  a t  d o c k s i d e  a n d  a  r e s u l t a n t  d r o p  i n  t h e i r  
h a r v e s t  i n c o m e s . B e c a u s e  m a n y  o f  t h e s e  f i s h e r s  c a n  c o m p e n s a t e  
( a t  l e a s t  i n  p a r t )  b y  i n c r e a s i n g  t h e i r  s u b s i s t e n c e  h a r v e s t i n g  

e f f o r t s ,  t h e  i m p a c t  o n  p u b l i s h e d  e m p l o y m e n t  f i g u r e s  m a y  b e  l e s s  
t h a n  i t  w o u l d  o t h e r w i s e  b e .  E v e n  s o ,  t h e  t o t a l  i m p a c t  m a y  s t i l l  
b e  s e v e r e .

[10] A r e  t h e r e  a n y  i n t e r g o v e r n m e n t a l  r e p e r c u s s i o n s  t o  b e  
e x p e c t e d ?

R e p e r c u s s i o n s  m a y  b e  s u b t l e  a n d  i n d i r e c t .  I t  i s  w e l l  k n o w n  t h a t  
f o r e i g n  g o v e r n m e n t s  a n d  t h e  U . S .  f e d e r a l  g o v e r n m e n t  s t r o n g l y  
d i s a p p r o v e  o f  s t a t e  t a x a t i o n  o f  f o r e i g n  c o r p o r a t i o n s  i n  t h i s  
w a y .  ( R e c a l l  t h e  m a j o r  o p p o s i t i o n  p u t  f o r w a r d  b y  t h e  f e d e r a l  
g o v e r n m e n t  i n  t h e  1 9 7 0 ' s  a n d  1 9 8 0 ' s  w h e n  t h e  S t a t e  o f  C a l i f o r n i a  
a t t e m p t e d  t o  l e v y  t a x e s  o n  a  w o r l d w i d e  u n i t a r y  b a s i s .  M a n y  o f  
t h e  i s s u e s  a r e  t h e  s a m e . )

A t t a c h e d  a s  A p p e n d i x  E  i s  a  c o p y  o f  a  l e t t e r  s e n t  o n  M a r c h  1 9 ,  
1 9 8 0  t o  t h e  U . S .  D e p a r t m e n t  o f  S t a t e  b y  t h e  I t a l i a n  a m b a s s a d o r  
t o  t h e  U n i t e d  S t a t e s .  I n  i t  t h e  a m b a s s a d o r  e x p r e s s e s  t h e  
I t a l i a n g o v e r n m e n t ' s  d e e p  c o n c e r n :

" a b o u t  t h e  a p p l i c a t i o n  t o  U S  s u b s i d i a r i e s  o f  f o r e i g n  
c o m p a n i e s  o f  t h e  u n i t a r y  b a s i s  o f  t a x a t i o n  a s  a p p l i e d

i n  C a l i f o r n i a  a n d  i n  v a r y i n g  d e g r e e s  b y  c e r t a i n  o t h e r
s t a t e s . "

A l t h o u g h  t h e  u n i t a r y  m e t h o d  o f  t a x a t i o n  i s  n o t  a n  i s s u e  f o r  t a x  
y e a r s  1 9 9 2  t o  d a t e ,  i t  i s  a n  i s s u e  f o r  p r i o r  t a x  y e a r s .  ( T h e  
A l a s k a  D e p a r t m e n t  o f  R e v e n u e  l e v i e d  p r e - 1 9 9 2  t a x e s  o n  O S G  B u l k  
S h i p s  I n c . )  F u r t h e r m o r e ,  a t  l e a s t  t w o  o f  t h e  r e a s o n s  f o r  t h e  
I t a l i a n  g o v e r n m e n t ' s  c o n c e r n  a r e  a n  i s s u e  f o r  t a x  y e a r s  b o t h  
b e f o r e  a n d  a f t e r  1 9 9 2 .  T h e s e  r e a s o n s  a r e :  ( a )  t h e  p o t e n t i a l
i n t r u s i o n  b y  n o n - I t a l i a n  g o v e r n m e n t s  i n t o  t h e  a f f a i r s  o f  I t a l i a n  
c o m p a n i e s ,  a n d  ( b )  t h e  p o t e n t i a l  f o r  d o u b l e  t a x a t i o n  o f  c o m p a n y  
e a r n i n g s .  B o t h  o f  t h e s e  p r o b l e m s  c o u l d  a r i s e  i f  t h e  S t a t e  o f  
A l a s k a  i s  a l l o w e d  t o  t a x  t h e  o p e r a t i n g  i n c o m e  o f  f o r e i g n  f l a g g e d  
s h i p s  a n d  a i r c r a f t .

O n e  f o r e i g n  g o v e r n m e n t  t h a t  m a y  s h o w  p a r t i c u l a r  c o n c e r n  i s  
C a n a d a .  M i n e s  i n  Y u k o n  a n d  N o r t h e r n  B r i t i s h  C o l u m b i a  h a v e  u s e d  
t h e  p o r t  o f  S k a g w a y  a n d  h a v e  c o n s i d e r e d  t h e  u s e  o f  o t h e r  
S o u t h e a s t  A l a s k a  p o r t s .  A n y  c o n c e n t r a t e  s h i p p e d  o u t  o f  t h e s e  
p o r t s  i s  v i r t u a l l y  c e r t a i n  t o  b e  t r a n s p o r t e d  i n  f o r e i g n  f l a g g e d  
v e s s e l s  w h i c h  w o u l d  b e  s u b j e c t  t o  a  t a x  o n  s e c t i o n  8 8 3  i n c o m e .



S h o u l d  it h a p p e n  t h a t  A l a s k a  l e v i e s  s u c h  a tax, t h e  A l a s k a  
D e p a r t m e n t  o f  R e v e n u e  c o u l d  b e  f a c e d  w i t h  a s e r i o u s  i n f o r m a t i o n  
gap. In p a r t i c u l a r ,  in o r d e r  t o  d e t e r m i n e  i f  a f o r e i g n  
c o r p o r a t i o n  a c c u r a t e l y  r e p o r t s  its s e c t i o n  883 i n c o m e  t h e  s t a t e  
w o u l d  n e e d  t o  b e  in a p o s i t i o n  t o  a u d i t  t h e  b o o k s  o f  n o t  o n l y  
t h e  c o r p o r a t i o n  i m m e d i a t e l y  i n v o l v e d ,  b u t  a l s o  a n y  p a r e n t s  or 
a f f i l i a t e s .  A l t h o u g h  D O R  r e c e i v e s  s u c h  c o o p e r a t i o n  now, t h e r e  is 
a r e a l  q u e s t i o n  as to w h e t h e r  or n o t  it c o u l d  e x p e c t  s i m i l a r  

c o o p e r a t i o n  f r o m  t h e  o w n e r s  o f  f o r e i g n  f l a g g y  i s h i p s  a n d  
a i r c r a f t  i f  t h e  f e d e r a l  g o v e r n m e n t  d i d  n o t h i n g  t o  h e l p  a n d  if 
t h e  s h i p  o w n e r ' s  c o u n t r y  o f  d o m i c i l e  d i d  n o t h i n g  t o  h e l p .



A P P E N D I X  A
T h e  E f f e c t  o f  H i g h e r  T a x e s  O n  I n v e s t o r  E x p e c t a t i o n s

S U M M A R Y :  In an u n c e r t a i n  w orld a n y  g o v e r n m e n t  action which
r a i s e s  the threat o f  h i g h e r  f u t u r e  t a xes m a y  r e d u c e  investment 
m o r e  than what m i g h t  s e e m  l i k e l y  g i v e n  the s i z e  a n d  s c o p e  o f  the 
t h r e a t e n e d  t a x  increase. The r e a s o n s  f o r  this are (1) that 
g o v e r n m e n t s  c a p t u r e  a p o r t i o n  o f  the g a i n s  f r o m  a successful 
i n v e s t m e n t  b u t  d o  n o t  always s h a r e  in the l o s s e s  a n d  (2) that 
the g o v e r n m e n t  a c t i o n  m a y  not o n l y  c a u s e  an u p w a r d  r e v i s i o n  in 
the s u b j e c t i v e  p r o b a b i l i t y  which i n v e s t o r s  a s s i g n  to h i g h e r  
f u t u r e  t axes b u t  m a y  also c a use i n v e s t o r s  to i n c r e a s e  the 
e f f e c t i v e  r i s k  p r e m i u m  which t h e y  d e m a n d  f r o m  t h e  p r o j e c t .

I n v e s t m e n t  d e c i s i o n s  a r e  m a d e  in l i g h t  of a f o r e c a s t  o f  r i s k -  
a d j u s t e d  a f t e r  t a x  i n c o m e  o v e r  t h e  l i f e  o f  t h e  i n v e s t m e n t .  A  
s o p h i s t i c a t e d  i n v e s t o r  a s s i g n s  a p r o b a b i l i t y  to t h e  d i f f e r e n t  
l e v e l s  o f  t a x  w h i c h  m i g h t  b e  p a i d  i n  t h e  f u t u r e .  I f  t h e  i n v e s t o r  
is r i s k  a v e r s e ,  a r i s k  p r e m i u m  is d e m a n d e d  f r o m  t h e  p r o j e c t .

A n  i n c o m e  t a x  n o t  o n l y  l o w e r s  a p r o j e c t ' s  e x p e c t e d  r e t u r n  b u t  
a l s o  r a i s e s  t h e  r i s k  p r e m i u m  d e m a n d e d  f r o m  t h e  p r o j e c t .  In pa r t  

t h i s  h a p p e n s  b e c a u s e  an i n c o m e  t a x  a l l o w s  g o v e r n m e n t  t o  s h a r e  in 
t h e  p r o f i t  f r o m  a s u c c e s s f u l  i n v e s t m e n t ,  b u t  n o t  a l w a y s  in t h e  
l o s s e s  s h o u l d  t h e  i n v e s t m e n t  fail. In p a r t i c u l a r ,  b u s i n e s s  
l o s s e s  c a n  o n l y  b e  o f f s e t  a g a i n s t  o t h e r  b u s i n e s s  i n c o m e .  M a n y  
p r o s p e c t i v e  A l a s k a  i n v e s t o r s  h a v e  n o  p r i o r  A l a s k a  i n c o m e  a n d  
m a n y  w o u l d  h a v e  no f u t u r e  A l a s k a  i n c o m e  s h o u l d  t h e  i n v e s t m e n t  
f a i l .

A l t h o u g h  t h e  f o r e c a s t s  m a d e  b y  s o m e  i n v e s t o r s  a r e  c r u d e  a n d  m a y  
e v e n  f a i l  t o  t a k e  p r o p e r  a c c o u n t  o f  an u n c e r t a i n  future, m o r e  
o f t e n  w e  f i n d  t h a t  at l e a s t  s o m e  a t t e m p t  is m a d e  t o  a c c o u n t  for 
a r a n g e  o f  o u t c o m e s .  If e n o u g h  is at s t a k e ,  i n f o r m e d  
p r o f e s s i o n a l  i n v e s t o r s  c o n s t r u c t  f o r m a l  p r o b a b i l i s t i c  m o d e l s  
w h i c h  d e a l  e x p l i c i t l y  w i t h  t h e  u n c e r t a i n t y  w h i c h  a t t e n d s  
p r o p o s e d  i n v e s t m e n t s .  The b e s t  k n o w n  a n d  m o s t  w i d e l y  u s e d  of 
t h e s e  m o d e l s  is t h e  B a y e s i a n  E x p e c t e d  U t i l i t y  D e c i s i o n  M o d e l  
w h i c h  w a s  d e / e l o p e d  b y  H o w a r d  R a i f f a  a n d  R o b e r t  S c h l a i f e r  at t h e  

H a r v a r d  B u s i n e s s  S c h o o l  ( r e f e r e n c e s  u p o n  r e q u e s t ) . A  s i m p l i f i e d  
v e r s i o n  o f  t h a t  m o d e l  is u s e d  h e r e  t o  s h o w  h o w  t h e  t h r e a t  of 

h i g h e r  f u t u r e  t a x e s  i m p a c t s  i n v e s t m e n t  d e c i s i o n s  o o t h  b y  r a i s i n g  
t h e  p r o b a b i l i t y  a s s i g n e d  to a h i g h e r  t a x  r a t e  a n d  b y  l e a d i n g  
i n v e s t o r s  to d e m a n d  a g r e a t e r  r i s k  p r e m i u m  f r o m  t h e  p r o j e c t .

R isk Premium

S u p p o s e  y o u  a r e  f a c e d  w i t h  an e q u a l  c h a n c e ,  a c o i n  toss, of 
e i t h e r  w i n n i n g  $ 1 5 , 0 0 0  cr l o s i n g  $ 1 0 , 0 0 0 .  Y o u  o w n  t h e  r i g h t s  
to t h i s  l o t t e r y  a n d  car e i t h e r  s e l l  t h e s e  r i g h t s  to a n o t h e r  
p l a y e r  o r  t o s s  t h e  c o i n  a n d  a c c e p t  t h e  o u t c o m e .  If y o u  toss, t h e  

c o i n  y o u  a n d  t h e  b a n k  m u s t  s e t t l e  a c c o u n t s  o n  t h e  s p o t .  Y o u  do a 

l i t t l e  c a l c u l a t i o n  a n d  f i n d  out t h a t  t h e  e x p e c t e d  v a l u e  o f  th i s



l o t t e r y  i s  $ 2 , 5 0 0 .  Y o u  k n o w  t h a t  t h i s  m e a n s  t h a t  i f  t h e  l o t t e r y  
w e r e  t o  b e  p l a y e d  a  l a r g e  n u m b e r  o f  t i m e s  y o u r  e x p e c t e d  w i n n i n g s  
w o u l d  e q u a l  $ 2 , 5 0 0  m u l t i p l i e d  b y  t h e  n u m b e r  o f  t i m e s  y o u  p l a y e d  
t h e  l o t t e r y .  H o w e v e r ,  y o u  a l s o  k n o w  t h a t  t h e  l o t t e r y  w i l l  o n l y  
b e  p l a y e d  o n e  t i m e .  W h a t  d o  y o u  d o ?
T h e  a n s w e r  w i l l  d i f f e r  amc.  l g  p e r s o n s .  A  p e r s o n  w h o  i s  r i s k  
a v e r s e  w o u l d  b e  w i l l i n g  t o  s e l l  t h e  r i g h t s  t o  s o m e o n e  e l s e  f o r  a  
p r i c e  l e s s  t h a n  t h e  $ 2 , 5 0 0  e x p e c t e d  v a l u e .  ( F o r  e x a m p l e ,  i f  y o u  
w o u l d  g l a d l y  g i v e  t h e s e  r i g h t s  a w a y  y o u  a r e  d e m o n s t r a t i n g  r i s k  
a v e r s e  b e h a v i o r .  C o n s i d e r i n g  t h a t  y o u  f a c e  a  . 5 0  p r o b a b i l i t y  o f  
h a v i n g  t o  w r i t e  a  $  1 0 , 0 0 0  c h e c k ,  t h i s  c o u l d  h a r d l y  b e  v i e w e d  a s  
i r r a t i o n a l  b e h a v i o r ! )  A  p e r s o n  w h o  i s  a  r i s k  l o v e r  w o u l d  d e m a n d  
m o r e  t h a n  $  2 , 5 0 0  f o r  t h e s e  r i g h t s .  F i n a l l y ,  s o m e o n e  w h o  i s  j u s t  
i n d i f f e r e n t  b e t w e e n  t o s s i n g  t h e  c o i n  a n d  s e l l i n g  t h e  r i g h t s  f o r  
e x a c t l y  $ 2 , 5 0 0  i s  s a i d  t o  b e  r i s k  n e u t r a l .
I f  a  p e r s o n  i s  r i s k  a v e r s e  w e  d e f i n e  t h a t  p e r s o n ' s  r i s k  p r e m i u m  
f o r  t h i s  l o t t e r y  t o  b e  t h e  d i f f e r e n c e  b e t w e e n  t h e  $ 2 , 5 0 0
e x p e c t e d  v a l u e  a n d  t h e  s m a l l e s t  d o l l a r  a m o u n t  t h i s  p e r s o n  w o u l d  
t a k e  f o r  t h e  r i g h t s  t o  t h e  l o t t e r y .  I f  f o r  e x a m p l e ,  y o u  w o u l d  b e  
w i l l i n g  t o  s e l l  t h e  r i g h t s  f o r  $ 1 , 0 0 0  b u t  w o u l d  n o t  a c c e p t  a  
p e n n y  l e s s ,  t h e n  y o u r  r i s k  p r e m i u m  f o r  t h i s  l o t t e r y  i s  $ 1 , 5 0 0 .  
T h e  $ 1 , 0 0 0  y o u  w o u l d  a c c e p t  f o r  t h e  r i g h t s  i s  c a l l e d  y o u r
" c e r t a i n t y  e q u i v a l e n t "  v a l u e  o f  t h e  l o t t e r y .  I n  o t h e r  w o r d s ,

R I S K  P R E M I U M  =  E X P E C T E D  V A L U E  -  C E R T A I N T Y  E Q U I V A L E N T
R i s k  a v e r s e  i n v e s t o r s  m a k e  d e c i s i o n s  o n  t h e  b a s i s  o f  a  p r o j e c t ' s  
c e r t a i n t y  e q u i v a l e n t  r e t u r n s ,  g i v e n  t h e  p r o j e c t ' s  e x p e c t e d  
r e t u r n s  a n d  t h e  r i s k  p r e m i u m  w h i c h  t h e y  d e m a n d .  F o r  t h i s  r e a s o n  
t h e  p r e v i o u s  e q u a t i o n  i s  o f t e n  e x p r e s s e d  a s :

C E R T A I N T Y  E Q U I V A L E N T  = E X P E C T E D  V A L U E  -  R I S K  P R E M I U M  

A n  E x a m p l e :  S i m p l e ,  I n f o r m a t i v e  a n d  C o n t r i v e d

A  p a r t i c u l a :  i n v e s t m e n t  o p p o r t u n i t y  r e q u i r e s  t h a t  y o u r
c o r p o r a t i o n  p a y  $ 7 ,  0 0 0  u p  f r o n t .  I f  t h e  i n v e s t m e n t  i s
s u c c e s s f u l ,  y o u r  c o r p o r a t i o n ' s  n e t  i n c o m e  a f t e r  a l l  e x p e n s e s  b u t  
b e f o r e  t a x  w i l l  e q u a l  $ 1 , 0 0 0  a  y e a r  i n  p e r p e t u i t y .  I f  t h e
i n v e s t m e n t  f a i l s  y o u  n o t  o n l y  l o s e  y o u r  i n i t i a l  $ 7 , 0 0 0  b u t  a l s o  
i n c u r  a  l i a b i l i t y  f o r  f u t u r e  d a m a g e s  t h a t  j u s t  h a p p e n s  t o  e q u a l  
$ 1 , 0 0 0  p e r  y e a r  i n  p e r p e t u i t y .  T h e  a p p l i c a b l e  i n c o m e  t a x  r a t e  
i s  p r e s e n t l y  a  f l a t  1 0  p e r c e n t  o f  y o u r  $ 1 , 0 0 0  a n n u a l  i n c o m e  i f  
t h e  v e n t u r e  s u c c e e d s .  I f  i t  f a i l s ,  y o u  h a v e  n o  o t h e r  b u s i n e s s  
i n c o m e  a g a i n s t  w h i c h  t o  d e d u c t  y o u r  l o s s e s .  ( W h i c h  i s  t o  s a y  
t h a t  g o v e r n m e n t  s h a r e s  i n  t h e  g a i n s  b u t  n o t  i n  t h e  l o s s e s . )  Y o u  
b e l i e v e  t h a t  w i t h  p r o b a b i l i t y  o f  0 . 9 0  t h e  t a x  r a t e  w i l l  r e m a i n  
a t  t h i s  l e v e l  f o r  t h e  l i f e  o f  t h e  i n v e s t m e n t  a n d  t h a t  w i t h  
p r o b a b i l i t y  . 1 0  i t  w i l l  i n c r e a s e  t o  1 5  p e r c e n t  n e x t  y e a r  a n d  
t h e n  r e m a i n  c o n s t a n t  a t  t h a t  n e w  l e v e . 1 . A f t e r  g a t h e r i n g  a l l  o f  
t h e  i n f o r m a t i o n  y o u  c a n ,  y o u  d e t e r m ,  n e  t h a t  a p a r t  f r o m  t a x



c o n s i d e r a t i o n s  t h e  i n v e s t m e n t  h a s  a 0. 7 5  c h a n c e  o f  s u c c e e d i n g  
a n d  o n l y  a 0 . 2 5  c h a n c e  of f a i l i n g .  Y o u  a r e  r i s k  a v e r s e .  S h o u l d  
y o u  m a k e  t h e  i n v e s t m e n t ?

A  l i t t l e  c a l c u l a t i o n  s h o w s  t h a t  t h e  c e r t a i n t y  e q u i v a l e n t  v a l u e  
o f  a f t e r  t a x  a n n u a l  i n c o m e  u n d e r  t h e s e  c o n d i t i o n s  is e q u a l  to 
t h e  f o l l o w i n g :

C E  =  4 2 1 . 2 5  - (.9*RP10 + .1*RP15)

w h e r e  4 2 1 . 2 5  is t h e  e x p e c t e d  a n n u a l  a f t e r  t a x  i n c o m e  (in 
d o l l a r s )  a n d  w h e r e  R P 1 0  a n d  R P 1 5  a r e  t h e  a n n u a l  r i s k  p r e m i a  

a s s o c i a t e d  w i t h  t a x  r a t e s  o f  10 p e r c e n t  a n d  15 p ercent, 

r e s p e c t i v e l y .  I h e  q u a n t i t y  (.9*RP10 + .1 * RP15) is t h e  r i s k
p r e m i u m .  If t h e  a n n u a l  c e r t a i n t y  e q u i v a l e n t  is c a p i t a l i z e d  at 5 
p e r c e n t ,  t h e  p r e s e n t  d i s c o u n t e d  v a l u e  is e q u a l  to:

■ P D V  = 8 , 4 2 5  - 2 0 * ( . 9 * R P 1 0  + .1*RP15)

N o t e  t h a t  t h e r e  is no n e e d  to a d d  a r i s k  p r e m i u m  to t h e  5 
p e r c e n t  d i s c o u n t  r a t e  b e c a u s e  r i s k  is a l r e a d y  a c c o u n t e d  for by 
t h e  i n c l u s i o n  o f  R P 1 0  a n d  R P 1 5  in t h e  e q u a t i o n .

N o w  s u p p o s e  t h a t  R P 1 0  = $ 42.50 a n d  R P 1 5  = $ 7 7 . 5 0 .  In g eneral, 
a h i g h e r  r i s k  p r e m i u m  is a s s o c i a t e d  w i t h  a h i g h e r  t a x  ra t e  
b e c a u s e  t h e  h i g h e r  t a x  r a t e  l o w e r s  i n c o m e  in t h e  e v e n t  of 
s u c c e s s  b u t  d o e s  n o t h i n g  t o  r e d u c e  t h e  l o s s  in t h e  e v e n t  of 
f a i l u r e .  In k e e p i n g  w i t h  this R P 1 5  is g r e a t e r  t h a n  RP10. W e  can 

t h e n  c a l c u l a t e  that:

C E  = 4 2 1 . 2 5  - . 9 * 4 2 . 5  - . 1 * 7 7 . 5 ,  or

C E  = 3 7 5 . 2 5

D i s c o u n t i n g  to p r e s e n t  v a l u e  at 5 p e r c e n t  (in p e r p e t u i t y  for 

e a s e  o f  c a l c u l a t i o n )  we have:

P D V  = 8 , 4 2 5  - 2 0 * ( . 9 * 4 2 . 5 + . 1 * 7 7 . 5 ) ,  or

P D V  = 7 , 5 0 5

B e c a u s e  t h e  r i s k  a d j u s t e d  p r e s e n t  d i s c o u n t e d  v a l u e  e x c e e d s  t h e  
$ 7 , 0 0 0  i n i t i a l  i n v e s t m e n t  the p r o j e c t  is w o r t h  d o i n g  for th i s  
i n v e s t o r .  A  m o r e  r i s k  a v e r s e  i n v e s t o r  m i g h t  d e c i d e  o t h e r w i s e ,  

b u t  f o r  t h i s  i n v e s t o r  t h e  p r o j e c t  is a " G o."

I h e - I h r s a t  of  KigherJIlax.es.

N o w  s u p p o s e  t h a t  s t a t e  g o v e r n m e n t  a g g r e s s i v e l y  r a i s e s  t a x e s  on 
s o m e  o t h e r  i n d u s t r y ,  s a y  by d e c l a r i n g  s e c t i o n  883 o f  t h e  U.S. 
I n t e r n a l  R e v e n u e  C o d e  to be i n a p p l i c a b l e  for p u r p o s e s  of 
c a l c u l a t i n g  t a x a b l e  i n c o m e  u n d e r  t h e  s t a t e  c o r p o r a t i o n  i n c o m e  

tax. F u r t h e r  s u p p o s e  t h a t  t h i s  c a u s e s  y o u r  c o r p o r a t i o n  to r e v i s e



u p w a r d  t h e  p r o b a b i l i t y  th a t  t h e  a p p l i c a b l e  t a x  r a t e  w i l l  b e  15 

p e r c e n t  n e x t  y e a r  i n s t e a d  o f  10 p e r c e n t .  In p a r t i c u l a r ,  s u p p o s e  
t h a t  t h e  p r o b a b i l i t i e s  g o  f r o m  (.90, .10) t o  (.50, .50) m e a n i n g
t h a t  n o w  y o u r  c o r p o r a t i o n  t h i n k s  t h a t  t h e r e  is a f i f t y - f i f t y  

c h a n c e  t h a t  t h e  a p p l i c a b l e  r a t e  w i l l  b e  15 p e r c e n t .

L e a v i n g  e v e r y t h i n g  e l s e  u n c h a n g e d ,  it c a n  b e  s h o w n  t h a t  t h e  

r e v i s e d  a n n u a l  c e r t a i n t y  e q u i v a l e n t  v a l u e  o f  t h e  p r o j e c t ' s  
i n c o m e  s t r e a m  d r o p s  to:

C E naw =  4 0 6 . 2 5  - . 5 * R P 1 0  - .5*RP15, o r

C E now = 34 6.25

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

s t r e a m  (in p e r p e t u i t y  at a 5 p e r c e n t  d i s c o u n t  rate) is:

P D V new = 8, 125 -20* (. 5 * R P 1 0 + .5 * R P 1 5 )  , or

P D V new = 6, 925

T h e  p r o j e c t  is n o w  n o t  w o r t h  d o i n g  b e c a u s e  i t s  r e v i s e d  p r e s e n t  
d i s c o u n t e d  v a l u e  is b e l o w  t h e  $ 7 , 0 0 0  i n v e s t m e n t .

T h e  e f f e c t  o f  t h e  h i g h e r  a n n u a l  r i s k  p r e m i u m  a s s o c i a t e d  w i t h  the
h i g h e r  t a x  r a t e  is c r u c i a l  in t h i s  e x a m p l e .  I f  t h e  r i s k  p r e m i u m
w e r e  t h e  s a m e  r e g a r d l e s s  of t h e  t a x  r a t e  (that is t o  say, if 
R P 1 0  = R P 1 5  = $ 4 2 . 5 0 ) ,  w e  w o u l d  h a v e  a p r e s e n t  d i s c o u n t e d  v a l u e  
o f  $ 7 , 2 7 5  a f t e r  t h e  g o v e r n m e n t  a c t i o n  r a t h e r  t h a n  t h e  $ 6,925 
s h o w n  a b o v e .  T h e  h i g h e r  r i s k  p r e m i u m  a c c o u n t s  f o r  $ 2 3 0  o f  t h e  $ 
580 d e c l i n e  in p r e s e n t  d i s c o u n t e d  v a l u e  c a u s e d  b y  t h e  g o v e r n m e n t  
a c t i o n .  In o t h e r  w o r d s ,  t h e  e f f e c t  is n e a r l y  d o u b l e d .



A P P E N D I X  B
T H E  I M P A C T  O F  H I G H E R  S E C T I O N  8 8 3  T A X E S  O N  A L A S K A  F I S H E R I E S

S U M M A R Y : The ma i n  impact o f  h i g h e r  A l a s k a  t a x e s  on the foreign 
f l a g g e d  vessels a n d  aircraft which t r a n s p o r t  s e a f o o d  to other 
c o u n t r i e s  fr o m  A l a s k a  h a r v e s t i n g  a r e a s  is l i k e l y  to come in the 
fo r m  o f  l o w e r  p r i c e s  p a i d  to h a r v e s t e r s  at d o c k s i d e  a n d  a 
r e s u l t a n t  d r o p  in t h eir h a r v e s t i n g  incomes. The r e a s o n  f o r  this 
is an i m b a l a n c e  o f  ma r k e t  p o w e r  b e t w e e n  the l a r g e  c o r p o r a t i o n s  
which control f o r e i g n  wholesale s e a f o o d  m a r k e t s , on the one
hand, a n d  the d o m e s t i c  p r o c e s s o r s  o p e r a t i n g  in A l a s k a  h a r v e s t i n g  
areas, on the other. In tu r n , these d o m e s t i c  p r o c e s s o r s  are in a 
s t r o n g  m a r k e t  p o s i t i o n  r e l a t i v e  to the l a r g e  n u m b e r  of  
i n d e p e n d e n t  h a r v e s t e r s  who work in the fishery. We use the
B r i s t o l  B a y  s o c k e y e  salmon f i s h e r y  as a case in point. The 
a v e r a g e  r e d u c t i o n  in annual net i n c o m e  p e r  p e r m i t  h o l d e r  in one 
r e p r e s e n t a t i v e  f i s h e r y  (Bristol B a y  s o c k e y e  salmon) is on the 
o r d e r  o f  $ 1,000.

T h e  a n a l y s i s  p r e s e n t e d  h e r e  c e n t e r s  o n  t h e  B r i s t o l  B a y  s o c k e y e
s a l m o n  f i s h e r y  f o r  t w o  r e a s o n s .  F i r s t ,  i t  h e l p s  t o  c l a r i f y  t h e
a n a l y s i s  i f  t h e  f o c u s  i s  n a r r o w e d .  S e c o n d ,  a  1 9 9 3  m e m o r a n d u m  
r e l e a s e d  b y  t h e  A l a s k a  A t t o r n e y  G e n e r a l ' s  o f f i c e  i d e n t i f i e d  t h e  
B r i s t o l  B a y  s o c k e y e  s a l m o n  f i s h e r y  a s  o n e  i n  w h i c h  l a r g e  
J a p a n e s e  t r a d i n g  c o m p a n i e s  a r e  l i k e l y  t o  h o l d  a  d i s p r o p o r t i o n a t e  
s h a r e  o f  t h e  m a r k e t  p o w e r .  T h i s  d o c u m e n t  i s  u n i q u e  i n  t e r m s  o f  
i t s  i n f o r m a t i o n  c o n t e n t .  ( S e e  t h e  m e m o r a n d u m  f r o m  A s s i s t a n t  
A t t o r n e y  G e n e r a l  J a m e s  F o r b e s  t o  A t t o r n e y  G e n e r a l  C h a r l e s  E .  
C o l e ,  d a t e d  J u n e  7 ,  1 9 9 3  e n t i t l e d  " B r i s t o l  B a y  S a l m o n
I n v e s t i g a t i o n " . )

B r i s t o l  B a y  i s  t h e  l o c a t i o n  o f  A l a s k a ' s  l a r g e s t  v o l u m e  s o c k e y e  
s a l m o n  f i s h e r y .  O n  t h e  o r d e r  o f  o n e - f o u r t h  o f  t h e  w o r l d ' s  s u p p l y  
o f  s o c k e y e  c o m e s  f r o m  B r i s t o l  B a y  a n d  o v e r  6 0  p e r c e n t  o f  t h e  
h a r v e s t  i s  r e s o l d  t o  J a p a n e s e  w h o l e s a l e r s .  P r i o r  t o  1 9 7 9 ,  9 0
p e r c e n t  o r  m o r e  o f  t h e  B r i s t o l  B a y  s o c k e y e  h a r v e s t  w a s  c a n n e d ,  
w i t h  l e s s  t h a n  1 0  p e r c e n t  s o l d  f r e s h  o r  f r o z e n .  S i n c e  1 9 7 9  t h e  
s i t u a t i o n  h a s  r e v e r s e d .  I n  r e c e n t  y e a r s  f r o z e n  s o c k e y e  h a v e  
a v e r a g e d  i n  e x c e s s  o f  5 0  p e r c e n t  o f  t h e  h a r v e s t .  I n  b r i e f ,  t h e  
B r i s t o l  B a y  s o c k e y e  h a r v e s t  i s  l a r g e ,  l a r g e  r e l a t i v e  t o  t h e  
m a r k e t ,  l a r g e l y  f r o z e n ,  a n d  s o l d  l a r g e l y  i n  J a p a n .

C o m m e r c i a l  s o c k e y e  s a l m o n  f i s t e r s  i n  B r i s t o l  B a y  m u s t  e i t h e r  o w n  
a  l i m i t e d  e n t r y  p e r m i t ,  l e a s e  a  p e r m i t  f r o m  t h e  o w n e r ,  o r  h i r e  
o u t  a s  a  c r e w  m e m b e r  t o  a n  o w n e r  o r  l e a s e  h o l d e r .  S o c k e y e  a r e  
h a r v e s t e d  w i t h  e i t h e r  d r i f t  g i i l n e t s  o r  i n - s h o r e  s e t n e t s .  S i n c e
1 9 7 4  w h e n  l i m i t e d  e n t r y  w a s  i n s t i t u t e d  a n  a v e r a g e  o f  2 , 7 0 0  
p e r m i t s  h a v e  b e e n  v a l i d a t e d  p e r  s e a s o n  w i t h  a  p e a k  o f  2 , 9 8 0  i n
1 9 7 5  a n d  a  l o w  o f  2 , 4 8 5  i n  1 9 7 6 .  S i n c e  1 9 7 9  n o  f e w e r  t h a n  9 5  
p e r c e n t  o f  t h e  v a l i d a t e d  p e r m i t s  h a v e  b e e n  f i s h e d  e a c h  s e a s o n .



T h e r e  a r e  t w o  d o m e s t i c  m a r k e t s  for f r o z e n / f r e s h  s o c k e y e  in 
B r i s t o l  Bay, t h e  e x - v e s s e l  m a r k e t  in w h i c h  h a r v e s t e r s  s e l l  to 
d o m e s t i c  p r o c e s s o r s ,  a n d  t h e  w h o l e s a l e  m a r k e t  i n  w h i c h  t h e  
d o m e s t i c  p r o c e s s o r s  s e l l  to J a p a n e s e  b u y e r s .  T h e  b u y e r  s i d e  of 
t h e  e x - v e s s e l  m a r k e t  c o n s i s t s  o f  f e w e r  t h a n  s i x  r e l a t i v e l y  l a r g e  
d o m e s t i c  p r o c e s s o r s  a n d  ( h i s torically) u p  t o  s i x t y - f i v e  s m a l l e r  
p r o c e s s o r s .  S i n c e  19 8 7  t h e  n u m b e r  o f  s m a l l e r  p r o c e s s o r s  has 
d e c l i n e d .  A c c o r d i n g  to i n f o r m a t i o n  c o l l e c t e d  b y  t h e  A l a s k a  
A t c o r n e y  G e n e r a l ' s  o f f i c e  d u r i n g  its 1 9 9 1 - 1 9 9 3  i n v e s t i g a t i o n  of 

p r i c e  f i x i n g  b y  B r i s t o l  B a y  p r o c e s s o r s ,  t h e  s i x  f i r m  b u y e r  
c o n c e n t r a t i o n  r a t i o  in t h e  e x - v e s s e l  -market o v e r  t h e  y e a r s  1985 
t h r o u g h  1 9 9 0  n e v e r  f e l l  b e l o w  .51 a n d  on o c c a s i o n  r o s e  as h i g h  

as .67. T h e  s i x  f i r m  b u y e r  c o n c e n t r a t i o n  r a t i o  g i v e s  t h e  s h a r e  
o f  t h e  t o t a l  h a r v e s t  p u r c h a s e d  b y  t h e  s i x  l a r g e s t  p r o c e s s o r s .  
C o n c e n t r a t i o n  r a t i o s  g r e a t e r  t h a n  0 . 5 0  i n d i c a t e  s i g n i f i c a n t  

m a r k e t  p o w e r .

T h e  d o m e s t i c  p r o c e s s o r s ,  in turn, s e l l  to a n y  o f  a n u m b e r  of 
J a p a n e s e  b u y e r s  w h o  t h e n  s h i p  t h e  f i s h  t o  w h o l e s a l e  m a r k e t s  in 
J a p a n .  O n e  p o i n t  w h i c h  w a s  e m p h a s i z e d  in t h e  A l a s k a  A t t o r n e y  
G e n e r a l ' s  1993 m e m o r a n d u m  ( i d e n t i f i e d  above) is t h a t  t h e  m a n y  
J a p a n e s e  b u y e r s  o f  f r o z e n  a n d  f r e s h  s o c k e y e  a r e  l i k e l y  to be 
o n l y  n o m i n a l l y  i n d e p e n d e n t .  B a s e d  on e v i d e n c e  g a t h e r e d  d u r i n g  a 
t h r e e  y e a r  i n v e s t i g a t i o n  the m e m o r a n d u m  o f f e r e d  t h e  f o l l o w i n g  

i n f o r m e d  j u d g e m e n t :

"We b e l i e v e  t h a t  t h e  e v i d e n c e ,  w h e n  e x a m i n e d  i n  l i g h t  

o f  t h e  c o n v e n t i o n a l  p r a c t i c e s  o f  t h e  l a r g e  J a p a n e s e  
t r a d i n g  c o m p a n i e s ,  s t r o n g l y  s u g g e s t s  t h a t  f o r  p o l i c y  
p u r p o s e s  A l a s k a  w o u l d  be w e l l  a d v i s e d  t o  a c t  as if 
t h e  b u y e r ’s s i d e  o f  t h e  B r i s t o l  B a y  ( w h o l e s a l e )  m a r k e t  
w e r e  o l i g o p s o n i s t i c a l l y  c o n t r o l l e d . "  (page 7)

S u p p o s e  t h a t  t h e  A l a s k a  D e p a r t m e n t  o f  R e v e n u e  n o t i f i e s  t h e  
J a p a n e s e  b u y e r s  o f  B r i s t o l  B a y  s o c k e y e  s a l m o n  t h a t  h e n c e f o r t h  

t h e  A l a s k a  C o r p o r a t i o n  N e e  I n c o m e  T a x  w a s  t o  b e  a p p l i e d  to 
i n c o m e  d e r i v e d  f r o m  t h e  s h . p s  w h i c h  t r a n s p o r t  t h e  f i s h  to Japan. 
H o w  w o u l d  t h e  t a x  b e  d e t e r m i n e d ?  H o w  m u c h  r e v e n u e  w o u l d  be 

r a i s e d ?  W h o  w o u l d  u l t i m a t e l y  p a y  t h e  t a x ?

H o w  W o u l d  the T a x  Be Determined?.

O n e  m a j o r  p r o b l e m  i n v o l v e d  in e s t i m a t i n g  t h e  d o l l a r  y i e l d  o f  t h e  
t a x  is its p o t e n t i a l l y  a r b i t r a r y  a n d  c a p r i c i o u s  n a t u r e .  In o r d e r  
t o  a c c u r a t e l y  d e t e r m i n e  a f o r e i g n  c o r p o r a t i o n ' s  A l a s k a  net 
o p e r a t i n g  income, t h e  S t a t e  of A l a s k a  w o u l d  n e e d  t o  a u d i t  not 
o n l y  t h e  b o o k s  o f  t h e  c o r p o r a t i o n  u p o n  w h o m  t h e  t a x  is l e v i e d  
b u t  a l s o  i t s  p a r e n t s  a n d  its a f f i l i a t e s .  A t  t h e  p r e s e n t  t i m e  t h e  
A l a s k a  D e p a r t m e n t  o f  R e v e n u e  r e l i e s  h e a v i l y  o n  t h e  v o l u n t a r y  
c o o p e r a t i o n  o f  f o r e i g n  c o r p o r a t i o n s  for s u c h  i n f o r m a t i o n .  In 

v i r t u a l l y  all o f  t h e s e  cases, the i n f o r m a t i o n  g i v e n  to t h e  S t a t e  

o f  A l a s k a  is t h e  s a m e  as t h a t  g i v e n  to t h e  U.S. I n t e r n a l  R e v e n u e  

S e r v i c e .  T h e r e  is s o m e  q u e s t i o n  as t o  h o w  m u c h  c o o p e r a t i o n  c o u l d



b e  e x p e c t e d  i f  t h e  S t a t e  o f  A l a s k a  i n t r u d e s  i n t o  a n  a r e a  t h a t  is 
n o t  t a x e d  u n d e r  t h e  U.S. I n t e r n a l  R e v e n u e  S e r v i c e  c o d e .  I f  D O R  
w e r e  una±>le t o  g a i n  a c c e s s  to all r e l e v a n t  a c c o u n t i n g  records, 
f o r e i g n  c o r p o r a t i o n s  c o u l d  e a s i l y  r e d u c e  t h e i r  r e p o r t e d  n e t  
o p e r a t i n g  i n c o m e  t o  z e r o  t h r o u g h  j u d i c i o u s l y  d e t e r m i n e d  i n t e r­
g r o u p  t r a n s f e r  p r i c e s .  U n d e r  s u c h  c i r c u m s t a n c e s ,  t h e  a m o u n t  
l e v i e d  o n  e a c h  f o r e i g n  c o r p o r a t i o n  w o u l d  n o t  n e c e s s a r i l y  be
d e t e r m i n e d  b y  a p p l y i n g  s t a t u t o r y  r a t e s  t o  t h e  t r u e  A l a s k a  n e t  
o p e r a t i n g  i n c o m e  o f  t h e  c o r p o r a t i o n  b u t  i n s t e a d  b y  e i t h e r  (a) 
w h a t  t h e  c o r p o r a t i o n  d e i g n s  t o  p a y  o r  (b) w h a t  is d e t e r m i n e d  v i a  
n e g o t i a t i o n  a n d  l i t i g a t i o n .

W i t h o u t  a t t e m p t i n g  t o  p r e d i c t  a p r e c i s e  s e q u e n c e  o f  e v e n t s ,  at 

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

s u c h  i m p u t a t i o n s  is:

" M a k e  or r e v e r s e  a d j u s t m e n t s  n e c e s s a r y  t o  r e f l e c t  
i n t e r c o m p a n y  p r o f i t  on t r a n s a c t i o n s  b e t w e e n  c o r p o r a t i o n s  

w i t h i n  a n d  o u t s i d e  o f  t h e  w a t e r ' s  e d g e  c o m b i n e d  g r o u p . "
(1995 i n s t r u c t i o n  b o o k l e t ,  i n s t r u c t i o n s  f o r  s c h e d u l e  H.)

In t h e  c a s e  o f  B r i s t o l  B a y  o p e r a t i o n s  t h e  i m p u t e d  w h o l e s a l e
t r a n s f e r  p r i c e  is t h e  p r i c e  for t r a n s p o r t a t i o n  s e r v i c e s  w h i c h  
w o u l d  h a v e  b e e n  p a i d  in an a r m ’s l e n g t h  t r a n s a c t i o n  b y  a 
r e p r e s e n t a t i v e  J a p a n e s e  w h o l e s a l e r  t o  a r e p r e s e n t a t i v e  
i n d e p e n d e n t  s h i p p e r .  J u s t  h o w  D O R  w o u l d  a r r i v e  at s u c h  a f i g u r e  
is an o p e n  q u e s t i o n  s h o u l d  t h e  s h i p p i n g  c o m p a n i e s  a n d  t h e i r  
a f f i l i a t e s  d e c l i r e  t o  c o o p e r a t e  a n d  s h o u l d  D O R  b e  u n a b l e  to 
m a n d a t e  a n  o u t r i d e  a u d i t  of a v e r t i c a l l y  i n t e g r a t e d  J a p a n e s e  
t r a d i n g  c o m p a n y .  O n e  p o s s i b i l i t y  is f o r  D O R  t o  s i m p l y  a c c e p t  t h e  
p r i c e  i m p u t e d  b y  t h e  c o r p o r a t i o n .  B u t  o n e  p o i n t  is clear. 
H o w e v e r  t h e  t r a n s f e r  p r i c e  is c o m p u t e d ,  its r e a s o n a b l e n e s s  w i l l  

b e  j u d g e d  b y  t h e  r e a s o n a b l e n e s s  o f  t h e  t a x  b u r d e n  w h i c h  r e s u l t s .

T h e  i m p o r t a n c e  o f  t h i s  d i s c u s s i o n  is s i m p l y  t h i s .  U n d e r  
c i r c u m s t a n c e s  w h i c h  m a y  w e l l  arise, t h e  A l a s k a  C o r p o r a t i o n  Net 
I n c o m e  T a x  o n  f o r e i g n  f l a g g e d  s h i p s  a n d  a i r c r a f t  c a n n o t  be 
a n a l y z e d  as a t a x  on c o r p o r a t e  p r o f i t s .  T h e  p o s s i b l e  n e e d  to 
i m p u t e  a w h o l e s a l e  t r a n s f e r  p r i c e  a n d  t o  t h e n  j u d g e  the 
r e a s o n a b l e n e s s  o f  t h e  t a x  b y  c o m p a r i s o n  to s o m e  o t h e r  s t a n d a r d  
m e a n s  t h a t  t h e  t a x  m a y  b e  m o r e  li k e  a n  a d  v a l o r e m  s a l e s  t a x  or a 
v a l u e  a d d e d  t a x  t h a n  a p r o f i t  tax. T h i s  h a s  i m p l i c a t i o n s  for t h e  

i s s u e  o f  w h o  w i l l  u l t i m a t e l y  p a y  t h e  tax.
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b e  e x p e c t e d  i f  t h e  S t a t e  o f  A l a s k a  i n t r u d e s  i n t o  a n  a r e a  t h a t  is 
n o t  t a x e d  unde.r t h e  U.S. I n t e r n a l  R e v e n u e  S e r v i c e  cod e .  If D O R  
w e r e  u n a b l e  t o  g a i n  a c c e s s  t o  all r e l e v a n t  a c c o u n t i n g  records, 
f o r e i g n  c o r p o r a t i o n s  c o u l d  e a s i l y  r e d u c e  t h e i r  r e p o r t e d  n e t  
o p e r a t i n g  i n c o m e  t o  z e r o  t h r o u g h  j u d i c i o u s l y  d e t e r m i n e d  i n t e r­
g r o u p  t r a n s f e r  p r i c e s .  U n d e r  s u c h  c i r c u m s t a n c e s ,  t h e  a m o u n t  
l e v i e d  o n  e a c h  f o r e i g n  c o r p o r a t i o n  w o u l d  n o t  n e c e s s a r i l y  be 
d e t e r m i n e d  b y  a p p l y i n g  s t a t u t o r y  r a t e s  t o  t h e  t r u e  A l a s k a  net 
o p e r a t i n g  i n c o m e  o f  t h e  c o r p o r a t i o n  b u t  i n s t e a d  b y  e i t h e r  (a) 

w h a t  t h e  c o r p o r a t i o n  d e i g n s  t o  p a y  o r  (b) w h a t  is d e t e r m i n e d  v i a  
n e g o t i a t i o n  a n d  l i t i g a t i o n .

W i t h o u t  a t t e m p t i n g  t o  p r e d i c t  a p r e c i s a  s e q u e n c e  o f  e v ents, at 

s o m e  p o i n t  b o t h  t h e  f o r e i g n  c o r p o r a t i  jn a n d  t h e  D e p a r t m e n t  of 
R e v e n u e  w i l l  i m p u t e  a w h o l e s a l e  t r a n s f e r  p r i c e  f o r  salmon, 
c a l c u l a t e  i m p u t e d  n e t  i n c o m e  f r o m  t h e  f o r e i g n  c o r p o r a t i o n ' s  

s h i p p i n g  o p e r a t i o n s  a n d  t h e n  a p p l y  t h e  A l a s k a  C o r p o r a t i o n  Net 
I n c o m e  T a x  t o  i m p u t e d  income. T h e  l a n g u a g e  in t h e  A l a s k a  
C o r p o r a t i o n  N e t  I n c o m e  T a x  i n s t r u c t i o n a l  b o o k l e t  w h i c h  r e q u i r e s  
s u c h  i m p u t a t i o n s  is:

" M a k e  or r e v e r s e  a d j u s t m e n t s  n e c e s s a r y  t o  r e f l e c t  
i n t e r c o m p a n y  p r o f i t  on t r a n s a c t i o n s  b e u w e e n  c o r p o r a t i o n s  

w i t h i n  a n d  o u t s i d e  o f  t h e  w a t e r ' s  e d g e  c o m b i n e d  g r o u p . "
(1995 i n s t r u c t i o n  b o o k l e t ,  i n s t r u c t i o n s  f o r  s c h e d u l e  H.)

In t h e  c a s e  of B r i s t o l  B a y  o p e r a t i o n s  t h e  i m p u t e d  w h o l e s a l e  
t r a n s f e r  p r i c e  is t h e  p r i c e  f o r  t r a n s p o r t a t i o n  s e r v i c e s  w h i c h  
w o u l d  h a v e  b e e n  p a i d  in an a r m ' s  l e n g t h  t r a n s a c t i o n  b y  a 
r e p r e s e n t a t i v e  J a p a n e s e  w h o l e s a l e r  t o  a r e p r e s e n t a t i v e  
i n d e p e n d e n t  s h i p p e r .  J u s t  h o w  D O R  w o u l d  a r r i v e  at s u c h  a f i g u r e  
is an o p e n  q u e s t i o n  s h o u l d  t h e  s h i p p i n g  c o m p a n i e s  a n d  t h e i r  
a f f i l i a t e s  d e c l i n e  to c o o p e r a t e  a n d  s h o u l d  D O R  b e  u n a b l e  to 
m a n d a t e  a n  o u t s i d e  a u d i t  of a v e r t i c a l l y  i n t e g r a t e d  J a p a n e s e  
t r a d i n g  c o m p a n y .  O n e  p o s s i b i l i t y  is f o r  D O R  t o  s i m p l y  a c c e p t  the 
p r i c e  i m p u t e d  b y  t h e  c o r p o r a t i o n .  B u t  o n e  p o i n t  is clear. 
H o w e v e r  t h e  t r a n s f e r  p r i c e  is c o m p u t e d ,  its r e a s o n a b l e n e s s  w i l l  

be j u d g e d  b y  t h e  r e a s o n a b l e n e s s  o f  t h e  t a x  b u r d e n  w h i c h  r e s u l t s .

T h e  i m p o r t a n c e  o f  t h i s  d i s c u s s i o n  is s i m p l y  t h i s .  U n d e r  
c i r c u m s t a n c e s  w h i c h  m a y  w e l l  arise, t h e  A l a s k a  C o r p o r a t i o n  N e t  
I n c o m e  T a x  on f o r e i g n  f l a g g e d  s h i p s  a n d  a i r c r a f t  c a n n o t  be 
a n a l y z e d  as a t a x  on c o r p o r a t e  p r o f i t s .  T h e  p o s s i b l e  n e e d  to 
i m p u t e  a w h o l e s a l e  t r a n s f e r  p r i c e  a n d  t o  t h e n  j u d g e  t h e  
r e a s o n a b l e n e s s  o f  t h e  t a x  by c o m p a r i s o n  to s o m e  o t h e r  s t a n d a r d  

m e a n s  t h a t  t h e  t a x  m a y  b e  m o r e  l i k e  a n  a d  v a l o r e m  s a l e s  t a x  or a 
v a l u e  a d d e d  t a x  t h a n  a p r o f i t  tax. T h i s  h a s  i m p l i c a t i o n s  for the 

i s s u e  o f  w h o  w i l l  u l t i m a t e l y  p a y  t h e  tax.



H o w  M u c h  R eyenu.e_W o.uld.-B s ..R a i s e d ?

T h i s  is i m p o s s i b l e  t o  e s t i m a t e  w i t h  a n y  d e gree, o f  c e r t a i n t y  
g i v e n  t h e  d i f f i c u l t y  in o b t a i n i n g  a c c u r a t e  d a t a  o n  J a p a n e s e  
s h i p p i n g  c o s t s  a n d  g i v e n  t h e  h i g h  d e g r e e  o f  g u e s s w o r k  t h a t  w o u l d  
n e c e s s a r i l y  a t t e n d  t h e  i m p u t a t i o n  o f  a w h o l e s a l e  t r a n s f e r  p r i c e  
b y  DOR. H o w e v e r ,  t h e  t e s t  o f  r e a s o n a b l e n e s s  w h i c h  m i g h t  n e e d  t o  
b e  a p p l i e d  to t h e  t a x  r e t u r n s  p r e p a r e d  b y  t h e  f o r e i g n  
c o r p o r a t i o n  a l l o w s  o n e  to m a k e  a n  i n f o r m e d  g u e s s .

T h e r e  a r e  at l e a s t  t w o  t i m e - t e s t e d  w a y s  t o  c o m e  u p  w i t h  a r o u g h  
e s t i m a t e  o f  w h a t  t h e  y i e l d  o f  t h e  t a x  s h o u l d  be.

(1) A p p l y  a p e r c e n t a g e  to t h e  e s t i m a t e d  m a r k e t  v a l u e  o f  t h e  
c a r g o  s h i p s  t h e m s e l v e s  on t h e  a s s u m p t i o n  t h a t  n e t  o p e r a t i n g  
i n c o m e  f r o m  s h i p p i n g  w i l l  a m o r t i z e  t h e  i n v e s t m e n t  in t h e  
v e s s e l  o v e r  a g i v e n  p e r i o d  o f  time.

(2) S e t  t h e  i m p u t e d  t r a n s f e r  p r i c e  so that' t a x a b l e  n e t  
o p e r a t i n g  i n c o m e  y i e l d s  A l a s k a  t a x  r e v e n u e  w h i c h  is j u d g e d  
t o  b e  f a i r  b y  c o m p a r i s o n  to s o m e  s t a n d a r d .

T i m e  c o n s t r a i n t s  p r e c l u d e d  t h e  u s e  o f  m e t h o d  (1) i n  t h i s  study. 
I n f o r m a t i o n  on c o n s t r u c t i o n  c o s t s  f o r  a " t y p i c a l "  J a p a n e s e  
s e a f o o d  c a r r i e r  c o u l d  n o t  be q u i c k l y  o b t a i n e d .  T h e  a p p l i c a t i o n  
o f  m e t h o d  (2) s u g g e s t s  an a n n u a l  r e v e n u e  y i e l d  o f  u p  t o  3 
p e r c e n t  o f  t h e  e x - v e s s e l  v a l u e  o f  t h e  s a l m o n  w h i c h  a r e  s h i p p e d  
f r o z e n  o r  f r e s h  f r o m  B r i s t o l  Bay. T h e  3 p e r c e n t  is n o t  o n l y  t h e  
r a t e  l e v i e d  a g a i n s t  r a w  f i s h  u n d e r  t h e  A l a s k a  f i s h e r y  r e s o u r c e  
l a n d i n g  tax, b u t  c a n  a l s o  be d e r i v e d  b y  a p p l y i n g  s t a t u t o r y  t a x  

r a t e s  t o  a v e s s e l ' s  n e t  o p e r a t i n g  i n c o m e ,  as l o n g  as t h i s  i n c o m e  
is a p p r o x i m a t e l y  e q u a l  t o  o n e - t h i r d  o f  t h e  e x - v e s s e l  v a l u e  of 

t h e  c a r g o .  (These a r e  t h e  k i n d  o f  r e l a t i v e l y  l o o s e  t e s t s  of 
r e a s o n a b l e n e s s  w h i c h  h a v e  b e e n  u s e d  b y  o t h e r  g o v e r n m e n t s  f a c e d  
w i t h  s i m i l a r  i n f o r m a t i o n  p r o b l e m s . )

In r e c e n t  y e a r s  t h e  a n n u a l  e x - v e s s e l  v a l u e  o f  s o c k e y e  s a l m o n
h a r v e s t e d  in B r i s t o l  B a y  h a s  f l u c t u a t e d  b e t w e e n  $ 125 m i l l i o n  
a n d  $ 2 0 0  m i l l i o n .  T h e  m i d p o i n t  o f  t h i s  r a n g e  is a p p r o x i m a t e l y  $
160 m i l l i o n .  A  c o n s e r v a t i v e  e s t i m a t e  :>f t h e  v o l u m e  s h i p p e d
f r o z e n  o r  f r e s h  t o  J a p a n  is on t h e  o r d e r  o f  55 p e r c e n t  o f  t h e
t o t a l  h a r v e s t ,  w i t h  t h e  r e m a i n d e r  e i t h e r  c a n n e d  o r  s m o k e d .

A  t a x  o f  3 p e r c e n t  o n  55 p e r c e n t  o f  a n  a n n u a l  h a r v e s t  v a l u e  of 
$ 160 m i l l i o n  c o m e s  t o  $ 2.64 m i l l i o n  p e r  y e ar. I f  D O R  is f o r c e d  

t o  j u d g e  t h e  r e a s o n a b l e n e s s  o f  t h e  r e v e n u e  r a i s e d  f r o m  f o r e i g n  
f l a g g e d  s h i p p e r s  i n  B r i s t o l  B a y  b y  s u c h  a s t a n d a r d  (when j u d g i n g  
t h e  r e a s o n a b l e n e s s  of t h e  f o r e i g n  c o r p o r a t i o n ' s  i m p u t e d  
w h o l e s a l e  t r a n s f e r  p r i c e  o f  t h e  s o c k e y e )  t h e n  $ 2 . 6 4  m i l l i o n  m a y  
n o t  b e  c o m p l e t e l y  u n u s e a b l e  as a f i r s t  p a s s  e s t i m a t e  o f  the 
m a x i m u m  a m o u n t  o f  r e v e n u e  to b e  r a i s e d  in t h i s  f i s h e r y  e a c h  y e a r  
b y  e x t e n d i n g  t h e  A l a s k a  C o r p o r a t i o n  N e t  I n c o m e  T a x  t o  f o r e i g n  

f l a g g e d  s e a f o o d  c a r r i e r s .


