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property as the state, a state credit is given for the tax paid to the
municipality. Oil and gas property taxes generated $96.2 million in FY 88.

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

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

was $11.9 million.

Cigarette taxes (AS 43.50) are levied at the rate of eight mills for each
cigarette imported into or acquired in the state; this is equiv®ent to 16
cents per pack. Two and a half mills are dedicated to school construction and
5.5 mills are paid to the general fund. In FY 88, the cigarette tax generated
$8.7 million, of which $2.7 million was dedicated to school construction and
$6.0 million was deposited into the general fund. Those revenues were from the
sale of over 54 million packages of cigarettes, down from 62 million packs in
Fy 87. The 1989 legislature increased the undedicated portion of the cigarette
tax to 12 mills per cigarette, resulting in a total tax of 29 cents per pack.

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

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

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

million.

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

$694.8 million in FY 88.

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

and timber ($1.1 million).

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

in FYy 88.

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

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

Revenue Implications of Changing Alaska's Corporate Income Tax

While a recent U.S. Supreme Court case, Shell Oil Company ». lowa Department
of Revenue, upheld states' use of unitary tax apportionment to calculate taxes
owed by multistate and multinational corporations, the determination of a
consistent form of the unitary tax still remains to be decided. There are
two significant cases whose outcomes are likely to affect Alaska's use of
worldwide combined reporting.

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

7"Supreme Court Approves State's Unitary Tax,’ - 0il &Gas Journal, Novem-
ber 14, 1988, p. 30, and "lowa Wins Tax Fight with Shell," Governlng, January
1989, p. 15.
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combined reporting form of the unitary tax, but faced opposition from U.S.
multinational corporations on the grounds that the result would be better tax
treatment of their foreign competitors. The compromise in California was to
drop worldwide combined reporting for companies that complied with a variety
of requirements but to leave it for those which did not. These cases are
likely to answer a number of unresolved issues regarding the uniformity of
treatment of foreign-source dividends and 80/20 corporations by the waters edge
and the worldwide combined reporting approaches to taxation.

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

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

worldwide combined reporting reduces the ability of the state to
attract foreign investment,

the federal government strongly discourages state use of worldwide
combined reporting, and

there is potential forthe application of worldwide combined
reporting by foreign multinational corporations to be declared
unconstitutional by the U.S. Supreme Court.

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

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

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

§State Policy Reports, may 1989, p. 12.

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

This conclusion is confirmed by surveys that indicate that state tax treatment
is, at best, ranked fourth among corporate factors regarding the location of
manufacturing plants in the U.S. A foreign corporation that wishes to
invest in a state by constructing a manufacturing plant will try to find a
location that offers cheap land and utilities, a skilled labor force, low
living costs, and cheap access to suppliers and markets. As long as the
particular location can offer these basic benefits, one location is not very
different from another. It is this inter-changeability that makes states
fearful of foreign threats of economic reprisal.

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

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

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

taxation.

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

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

According to information from the Office of the Governor and oil industry
officials, the oil industry does not have a problem with Alaska's use of
worldwide combined reporting. The oil industry considers worldwide combined
reporting preferable to separate accounting. Because of problems related
to the shifting of income to minimize tax liabilities, returning to separate
accounting might not be in Alaska's long-term best interest. Given these
considerations, there is |little compelling reason for Alaska to change

corporate taxation of petroleum corporations unless required to do so as a
result of court decisions.

It is extremely difficult to determine the revenue impacts of changes to

corporate tax laws. Before changing its tax law, the State of California
spent two years and $1.0 million to analyze the effects--and their results
were off by $250 million. The Alaska Department of Revenue (DOR) indicates

that they are not able to determine the revenue impact of applying waters edge
taxation to petroleum corporations in Alaska. However, the DOR estimated (in
the fiscal note for SB 118) that applying waters edge unitary taxation to
foreign multinational corporations would not decrease state revenues by more
than $60,000 and would be revenue neutral. The DOR also concluded that
applying the waters edge unitary approach to all nonpetroleum corporations
would cost approximately $3 to $4 million annually in foregone tax revenues.
As a result of this potential loss in revenues, the governor's bill would

apply only to foreign corporations.

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

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

12Steve Kettel, director, Alaska Department of Revenue, Income and
Excise Tax Division, personal communication, February 7, 1989.
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providing equal competitive footing to U.S. multinational corporations--a $3
to $4 million cost is relatively low. It should be noted, however, that many
states expect increases in personal income tax revenues--resulting from
employment growth--and increase in sales tax revenues--from increased economic
activity--to offset corporate tax losses. Alaska currently lacks both of

these vehicles for offsetting losses.

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

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

Attachments
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SUPPLEMENT
STATE TAX REPORT NO. 231
November 18, 1988 >

STATE TREATMENT OF FOREIGN-SOURCE OIVIDEITOS
Jean A. Walker, Committee on State Taxation

Treataent
Exemption of Balance
Exempt Conditional Pavnsr Allocate Apportion Statute(s)
ALABAMA 8840-18-34. 11*18-35(14), Reg. 810-3-31.02
AR1ZONA 543-1122(8), L. IM. T. Ito, eff. for
taxable years beginning frec/ofter
12-31-83
ARKANSAS If 95X ownership of payor. r 584-2008(2)(J) -
CALIFORNIA 1) X " 5524271, 24402 ? V-.
2) If more than SOX ownership of payor, 75X exclusion X 124411, U 1983; c. eff. for Ux
of base period dividends (greatest aaount of dividends infirs feeglwIRff w/ofter 1-1-88
received In any one of 1984, 1985 or 1986 tncom u
years); exclusion of foreign dividends 1n excess At
of base perlou aaodnt dependent upon Increase or “] o" v
decrease 1n foreign payroll factor. M1 m We N T
COLORADO Amount of exclusion _t39-e-J6«. |K22-3fi9f10)1 1. 1985,
of all foreign-source . 7 H, -Wi18# off. ifov"ttot J>W1 beginning
Income dependent upon on/«ft«r4-1*83 "=
election of federal
foreign tax deduction I e :.'?y-*
or credit. =
CONNECTICUT
DELAWARE - 11003(e) 2}
FLORIDA §220.13(1)(b)2.c, ch. 84-549. Laws o"
g Florida, eff. for Ux years beginning
. on/after 9-1-84
GEORGIA S 30%1 y 48-7-21tb)(9)
HAWAII T X2 "Vv]235,7(c) r <
IDAHO 1)
85X exclusion. 19W. c. 342 (MI 669),
"iff. Ur"Tax years beriming 1-1-88
ILLINOIS If 80X ownership of payor. Otherwise, 85X exclusion. X ->-82-703(b)(2)(Q)y t- 1982, P.A. 82-1029,
"off,, for taxable jeers ending on/after
INDIANA 1j 5(b)
IT 80X ownership of payor. Otherwise, 85X exclusion 1f , L. 1987, P.L. 383, eff. for
ownership of payor Is less e years beginning after 12-31-87
than 80X but at least 50X, or
50X exclusion If less than
50X ownership of payor.
10WA X 8422-35
KANSAS 1) X 579-32,138
2) BOX exclusion. X 579-32,138(c)(vl), L. 1987, c. 386,
eff. for taxable years beginning

after 12-31-87

§141.010(12) (b)

KENTUCKY
LOUISIANA S80A, 63. 242(1)(d), 243.A(%)



Exenpt

MANE
ol

MARYLAND
MASSACHUSETTS 1) X
(Unless less than
15X ownership of

payor.)
2

MINNESOTA 1) X

2)

3)
MISSISSIPPI
MISSOURI
MONTANA 5_
NEBRASKA

HEM HAMPSHIRE 1)

NEW JERSEY

NEW HEXICO

NEW YORK

NORTH CAROLINA

NORTH DAKOTA 1)
2)

OHIO
OKLAHOMA
OREGON

PEHNSYT-NIA X

Exemption
Conditional

If 50* ownership of payor.

IT 80X ownership of payor.
If 50X ownership of payor.

Partial

1989: 10X exclusion.
1990: 20X exclusion.
1991: 30X exclusion.
1992: 40X exclusion.
1993: 50X exclusion.

95X exclusion.

80X exclusion.

80X exclusion if
20X ownership of
payor, otherwise
/0X exclusion.

001 exclusion.

Amount of exclusion
determined by formula
modified to Include
payor™s foreign divi—
dend-related property,
payroll and sales.
Othen/Ise, 50X exclusion.

Otherwise, 50X exclusion.

1989-1994: 50X exclusion
or, if at least 25X
Increase In "threshold
activity”, 70X exclu—
sion.

1995:  70% exclusion.

&". exclusion.

Treatment
of Balance

Allocate

Apportion

X
X

> X< XX X<

§290.21 Subd.

Statute(s)

85102.8

85200-A, Subd. 2. G; 5244, L. 1988,
c. 841, eff. for taxable years
beginning in 1989

S280A(C) (5)
538(a) (1)

9J0(AM *J» cn. z0%i 6if« fOI
tax years ending on/after 12-31-88

§290.21 Subd. 4(e), L. 1984, c. 502,
eff. for taxable years beginning
after 6-30-85

4(a), L. 1987, c. 268,

eff. for tax years beginning on/

after 1-1-87
8290.21 Subd. 4, L. 1988, c. 719,

eff. for taxable years beginning
after 12-31-87

8827-7-15(1). 27-7-15(4){D),
27-7-23(c)(2)(B)

8143.431, Union Electric Co. v. Coale.
347 Mo. 175 Q%fl)

§15-31-113(1)
815-31-3 , 1. 1987, c.616, eff. for
tax years beginning after 12-31-87

§77-2716(7), L. 1984. 1B 1124, eff.
IOE gzxable years beginning on/after

S877-A:1.111@), 77-A:1.VI

§77-A:3.11(b), L. 1986, c.153, eff.
for tax years beginning after
6-30-86

854:108-4(K) (1)

887-2A-2.N P N

8306.9(@)(@) & () and (O

88105-130.7, 105-130.4(F)

857-38-01.8

L. 1987, H.B. 1064, effective for
tax years beginning after
12-31-88

55733.04(1)(2)

82358.A.4.b

8317.267(2), c. 1, Oregon Laws 1984,
eff. for tax years beginning on/after
I- 1-C6

S8701(3)1.(A) X ®)



Treatment

Exemption _ of Balance
Exempt Conditional Partial " Allocate  Apportion Statutu(s) \
RHODE I1SLAND X 1 844-11-11* 44-11-12
SOUTH CAROLINAI) If BOX ownership of payor. X §12-7-700(15) repealed I. IMS, S351,
eff. for tax years beginning after
12-31-84; $12-7-1120(2)
2) X 1112-7-415, 12-7-430 eddod L. 1985,
T 5351, eff. for tax year* beefMing
s after 12-31-84c~f12-7-1120(F)
TENNESSEE IT 80X ownership of payor. X
UTAH 50X exclusion. *
i {m" (HU «i
VERMONT P S_
VIRGINIA IT 50X ownership of payor. g jfflt K M B & i, !
WEST VIRGINIA 1) X o '-" WX lias.
2
3) X
for taxable yMre ending after 7-1-88
WISCONSIN If 80X ownership of payor.
DISTRICT OF COLUMBIA
: n 1K \
Worldwide Combination States*
ALASKA
o , <», 8i*
> >» r' e?

- . . - tvy>
Dividends between combined corporations are eliminated from Income,, thus the Indicated tfdufouofr. t* dividends

received by members of the combined group from corporations not Included In the coafelnitfiMt."" ..\L .
ar '
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n October 7, 1985, the Washington Post reported:

Chrysler, Mitsubishi Set Joint U.S. Venture

Chrysler Corp. and Mitsubishi Motors Corp. last night
signed a $500 million agreement 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 builtin the Bloomington-Normal, IlI.
area, according to the Associated Press.... To attract the
plant, the AP reported, the state of Illinois and Blooming-
ton-Normal offered the automakers about $10 million
worth of land, $20 million in local real estate tax breaks
over 10 years and various other incentives valued conser-
vatively at more than $100 million.

The joint venture between Chrysler and Mitsubishi is
expected to yield 2,500 production jobs and 9,000 jobs in
related industries when the plant is operating on two
shifta. the sources said.

Announcements such as that oi the Chrysler-Miisubishi joint
U.S. venture have ripple effects throughout state legislatures and
other state bodies involved in economic development policy and
programs. The clear implication of the article is that the new facil-
ity was "attracted" to tho Bloomington-Normal area because of
the package of incentives offered by the state and locality. As a
consequence of this type of information, or misinformation, states
and local governments have joined the race to provide broad and
expensive packages of industrial assistance.

Since 1975, state subsidies/incentives to business have pro-
liferated. States now offer a broad array of incentives to firms
locating, expanding, or agreeing to remain in their jurisdictions.
These include loans, loan guarantees, direct interest subsidies, lund
write-downs, tax-exempt financing, and equity and near-equity in-
vestments, and in a few cases, outright grants (Table 1).1 The
centerpiece of most stute industrial finance programs, however, is
tax concessions in the form of exemptions, deductions, credits, and
abatements.1This array of stute nnd local subsidies to industry has
been descrilwd as a "well-stocked candy store."’

This rapid proliferation of state nnd local programs testifies to
the widespread belief among policymakers und practitioners that
an arsenal of development incentives is considered critical to inter-
jurisdictional. interstate, and regional competition for industry

and jobs. Despite the creativity demonstrated by state and local
governments in providing sophisticated financial assistance pack-
ages to firms involving both public and private funds, subsidiza-
tion of private enterprise to achieve public objectives remains a
malnourished art form. The effectiveness of interstate business in-
centives in exerting any significant influence on firm location deci-
sions, however, is undemonstrated.

Table 1

State Industrial Incentives

Number
Incentive of Slates
Grants 4
Debt Instruments
Direct Interest Subsidies 3
Loans
Direct State Loans 21
Private Development Credit Corporation 17
Industrial Revenue Bonds
State-Issued 22
Locally Issued 45
General Revenue Bonds 4
Umbrella Bonds 10
Loan Guarantees 11
Industrial Revenue Bond Guarantees 11
Equity and Near-Equity Financing
State-Chartered Equity/Venture Cupilul Corporations 8
Tux Exemptions, Credits, Deductions, and Special "IVeatment
Job Creation Tax Credits 19
Investment Tax Credits 23
Property Tax Abatements 31
Business Inventory 35
Goods in Transit 43
Research nnd Development 43
Pollution Control Equipment 37
Industrial Fuels and Raw Materials 45
Energy and Fuel Conservation Meusures 41

Source: William Hamilton, Larry ledebur, and Deborah Mat/, Industrial
Ineentioex: Politic Promotion of Pnrate Enterprise (washington.
D.C.. Aslun Press, 19851. pp. 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 involve the pervasive sharing of governmental
authority with a host of "third 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 systematic body of knowledge about the
dynamics and characters, the distinctive "political
economies," and resulting advantages and disadvantages
of different tools through which the public sector now

acts.'

Existing Evidence

Variations in business tax liabilities among states and
municipalities are unlikely to play a major role in business site
selection, location, or relocation decisions. Existing studies, with 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 this

No empirical analysis hus I>een able to find a significant
"lalionship I>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."

Tax levels are either not applicable or of low concern to the
typical relocating plant. .. . |0|nly 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."

Ireys

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 I>ehuvior of
large firms, identified the most imporiunl influences in national
plant location decisions (Table 2).1l'l he seven ct .ions viewed us



"musts" center on proximity to markets and supplies, labor condi-
tions and costs, and amenities. "Kase in obtaining environmental
permits" is the only "must" 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). Among the most important fac-
tors are access to markets and suppliers, local cost considerations,
and labor supply and quality. Ix>cal property taxes are important,
ranking fifth. Tax 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, "state and
local attitude toward taxes and business and industry" (i.e., tax
structures and rates) ranked fourth in order of importance. "Finan-
cing inducements" ranked 15th, with 77 percent of the responding
firms indicating that these inducements were "fairly" (29 percenti.
“guite" 132 percent), or "extremely" <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 All Industries

Percent of PlanIM

Factors Viewed as "Musts"” Citing Factor

Favorable labor climate 7fi%
Proximity to market 55
Attractive place for engineers/managers to live 35
Proximity to supplies, resources (including energy) 31
Ixjw labor rotes 30
Proximity to existing facilities or division/company 25
Ease in ob'lining environmental permits 17

Source: Roger Schmenner, “Location Decisions of Large Firms: Implica-
tions for Public Policy," Commentary, January 1981.

Table 3.

Influences on Plant location Decisions Michigun

(Kslublishment Weighted)

Criterion

Access to markets

Lund, building, rent cost
Lubor cost

Skilled labor pool

Local property taxes
[Vansporlution

Specialized suppliers

Quality of living

Ruw materials

Energy

Qualified professionals

State taxes on business
Financing and capital
Labor/management relations
Unemployment compensation cost
Tax incentives

Altitude of state government
Crime rates

Workers compensation cost
Licensing and state regulations
Water

State und local government services
Access to universities

Toul Sample
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10
11
12
13
14
15
16
17
16
19
20
21
22
23

Source: Patricio A, Braden and Susan R. Rideout. "Location Decision
Making in Kxport-Oriented Business and Industry” [Ann Arbor:
Division of Research. Graduate School of Business Administra-

tion. University of Michigan. 1978). p. 111-13.

RatBenatwe

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 MCC and General Motors were vigorously courted by
slates and cities, many of which offered extremely generous
packages of financial incentives to attract the new facilities. After



Table 4.

Fortune Survey
Comparative Importance of Factors in Locating Next Mainland
U.S. Plant

(1981 Rank Order) .
1981 Factor Weighted Score*

Rank
Figures in ( )are 1976 ranks

Notal
1981 1976 Chan>

1. Productivity of workers (1) 82 82
2. Kfficient transportation facilities for materials

and products (1) 79 82
2.Community receptivity to business nnd

industry (31 79 K0
4. Stale and/or local altitude toward taxes on

business and industry (5) 77 79
5. Availability of energy supplies (3) 75 80 -5
C. Ample area for future expansion (8) 71 70
7. Costs of property and construction (6) 70 71
7, Availability of skilled workers (11) 70 65 +5
7. Quality of life for employees (n/a) 70 n/a
10. State nnd local posture on environmental

controls and processing of environmental

impact reports (6) 69 71
11, Water supply (9) 66 68

66 62 4-4

11. Calm and stable social climnle (14)

13. Adequate civic waste treatment facilities (14) 63 62
14. Availubilitv of technical or professional

workers (22) 62 53 49
15. Financing inducements (23) 61 51 + 10
15. Fiscal health of slate and/or city (12) 61 63
15, Proximity to customers (12) 61 63
15. Availability of unskilled or semi-skilled

workers (10) 61 66 -5
19, State and/or local personal income tax

structure (17) 60 60
20, Proximity to raw materials, components, or

supplies (16) 59 61
20. Proximity lo services (17) 59 60
20, Kfficient transportation facilities for people

59 55 +4

(20)

(1981 Hank Order)

1981 Factor Weighted Score*
Hank Notable
Figures in () are 1976 ranks 1981 1976 Changes
23. A .Trowing regionul murkei (20) 57 55
24. Avuilabililv of clerical workers (24) 4y 47
25. Personal preferences of company executives

126) 42 36 +0
26. Proximity to other company facilities (25) 37 37

n/a: not asked.

*Weighted Score: Respondents were asked to rale each of 26 possible
factors as to their importance in locating the company's probable next
new plant. The rating scale had five points, ranging from "extremely im -
portant™ to "not atall important.” For easeofinterpretation, the answers
were presented in the form ol "weighted scores"” so that if every respon-
dent had soid "extremely important,” the weighted score would be 100,
and if every respondent had suid "not at all important,” the weighted
score would he 0.

Source: Fortune Market Iteseureh Survey, Why Corporate America
Mooes Where (New York. N.Y.: Time, Inc., 1982). p. 9.

national site selection processes, MCC chose Austin. Texas, and
(Jenerul Motors unnouncod its intention to locate in Springhill.
Tennessee. In 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 ljenofiling 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 r'roceedid 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 "the Rabbit that ate Penn-

sylvania" is descriptive.
Summary of Existing Evidence

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 "expedient" 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 administering 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 development 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
Jd.. »F L (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, ifu
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 mnnunmcadttond=a rdstekeada el aema it
hares padie Nnpoudrigra tines vtharess s tat te
aH O teachr sStEa g arna L 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 Lojustify 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 extreme caution in weighing these
factors.

Secondary income and employment benefits can be quantified.
The cost-effectiveness model can build in income and employment
multipliers. Application of the expanded model, however, has
demonstrated that projects that are pot cost-effective in terms of
direct benefits to the recipient firm seldom become cost-effective
even when secondary benefits are included. Further, multipliers
used by state and local governments are, at times, somewhat un-
realistic. Absurdly large multipliers have been used to justify proj-
ects that otherwise would not meet a reasonable test of benefits to
costs. Therefore, one should be cautious in the application of secon-
dary benefit tests of cost-effectiveness.

Calculating the cost of development incentives is complicated
by the multilevel structure of the U.S. federal system. Changes in
tax revenues resulting from incentives—both positive and nega-
tive—may accrue to both state and federal governments, and the
full public sector cost of a development subsidy is the combined
federal and slate cost. For example, the most cost-effective instru-
ment of industrial finance available to state nnd local governments,
by far, is industrial development bonds. Costs of 1D Ils are borne by
the federal government in the form of Lax expenditures resulting
from the tax-exempt nature of these bonds. The cost to the state is
a relatively modest tax expenditure, while the benefits to the firm
may be great. This situation results in a low (ihut is fuvorable) cost-
to-government/benefit-to-firm ratio from the stute und loeul gov-
ernment perspective. Consequently, use of IDBs has proliferated.
Inclusion of federal tax expenditures in the IDB cost-effectiveness
calculations, however, reduces the effectiveness of this instrument
below several other tools of industrial finance.

Cost-effectiveness rutios for selected interest subsidies, sub-
sidies for production inputs, and state and local tax ubatement arc
presented in Table 5. Cost-effective incentives will have rutios of
less than one. Negative ratios indicate the most cost-effective in-
centives. A general principle emerging from this tuble is that the
federal system diminishes the cost-effectiveness of muny forms of
development incentives. Whenever a form of assistance ruises pro-
fits or lowers costs, the aided firm faces an increased income tax
liability. Since the federal government receives most income tax
revenues, the states, in effect, subsidize the federal government
when they assist business firms.

'lax concessions are not cost-effective. State and local govern-
ment rev'-'ies forgone through tax expenditures are greater than
lienofils t "ed by recipient firms. It is unlikely thnt any form of

tax concession can be cost-effective. One application of the cost-
effectiveness methodology examined the benefits to firms and cost
to governments of business income taxes, property taxes, and
employment tax credits inone state. The cost-effectiveness of these
tax concessions was examined for large and small firms in four in-
dustries: (1) capital-intensive manufacturing, (2) labor-intensive.

Table 5.

Cost-Effectiveness Ratios for Selected Development Incentives

Cost to Government/Benefit to Firm

Incentive Federal State Com bin

Low-Profit Firms®
Interest Subsidies

Industrial revenue bondsé 2.01 0.18 2.19

Subsidized direct loan -0.33 1.47 1.14

Loan guarantee’ 0.79 079
Subsidized Production Inputs

Equipment -1 2.36 1.25

Land -0.5)1 1.58 1.00

Plant -1.40 2.40 1.00
Tax Abatement -0.42 1.42 1.00

High-Profit Firms'l
Interest Subsidies

Industrial revenue bonds6 2.24 0.25 2.49

Subsidized direct loan -0.84 1.82 0.98
Subsidized Production Inputs

Equipment -0.53 1.71 1.18

Land -0.58 1.58 1.00

Plant -1.40 2.40 1.00
Tax Abatement -0.85 1.85 Loo

Notes: n. bow-profit firms foce a federal corporate income tax rate of 20
percentnnd an average state corporate income tax of 5 percent.
The combined Lax rate is 24 percent under the assumption that
states do not allow the deduction of federal income taxes.

b. Industrial revenue bonds are federally funded via tax expen-
ditures.

c. Assumes a default rate of 22 percent.

d. High-profil firms face the maximum federal corporate lax rat*
nnd an average stale corporate income tax of 5 percent. The
combined tax rate is 4H.7 percent under the assumption that
slates do not allow the deduction of federal income taxes.

Source. David Itasmussen, Marc Hendick. und Larry Ledebur. "A
Methodology for Selecting Economic Development Incentives,"”
(Iroii'th und f.7iongc, Vol. 15. January 1084, pp ‘5.,



high-technology manufacturing, (3) wholesale supply, and (4) u
business supply service industry. Two primury findings emerged:

e Although numerators and denominators of the cost-
effectiveness ratios varied widely across type of tax con-
cession, firm size, and industry, none of the ratios ex-

ceeded one: i.e., INMOGEEREVAacte®E@OITESHOBEHE
e In every case, even where tax concession ratios ap-

proached unity, there is always some more cost-effective
instrument for pursuing the public purpose.

The importance of tax incentives lies primarily in psychological
effects on businesses. They often are viewed as measures of ajuris-
diction’s business climate and willingness to work with business to
improve their operating environment. This viewpoint argues that
state and local governments should offer a small sel of tax conces-
sions that are relatively inexpensive in terms of tax revenues
forgone.

Cost-effective industrial incentives are those that leverage in-
vestment from commercial lending and investing institutions.
Among these are loan guarantees, direct interest subsidies, and in-
centives targeted to nondepreciable assets.

Loan guarantees to small businesses are the most cost-effective
of oil industrial incentives evaluated. At a default rate of 22 per-
cent. the cost-effectivenes9 ratio of this form of assistance to small
firms is 0.79. This ratio is highly sensitive to the ex-post default
discount rate. Estimates indicate that default rates can be as high
as 40 percent before loan guarantees are no longer a cost-effective

instrument of industrial finance.

Conclusion

State and local governments’ rush to provide tax concessions to
business is paradoxical in the absence of any substantive evidence
that these incentives influence firm decisions and behavior in ways
that contribute to the public purpose. Proliferation of tax incen-
tives occurs, in part, because of the failure of researchers to effec-
tively communicate the inadequacies of concessions as tools of
public policy and the penchant of policymakers to dismiss research
a9 being ''academic” nnd not an accurate representation of the
"real world.” Also, it occurs, in part, because legislators voting

against business ta . concessions risk being lubeled "antibusiness,”
a pejorative reference, presumably entailing political risk. But it
also occurs because business hus learned to play the game, and to
play it well. Site location decisions are made primarily on the basis
of considerations that lie beyond the capacity of state and local
governments to influence. Once the decision is made, however,
many businesses appear quite willing to pressure state and local
governments for tax breaks and to play governments off against
one another to increase their leverage in obtaining reductions in
their tax liabilities. Where these tax concessions are granted,
businesses are subsidized for undertaking actions that are in their
own financial self-intere9t and that would have been undertaken in
the absence of public assistance.

Throughout the United States, 9tate and local governments are
being subjected to pressures to provide special tax concessions in
the name of "economic development." Subnational governments
must become increasingly sophisticated in dealing with these
issues and develop the capacity to sit at the bargaining table with
industry as informed, equal partners. Two initial steps are
necessary. First, stute and local governments should understand
the cost-effectiveness of various tools of government for assisting
business enterprise. Second, they should establish a consistent
decision-making framework and guidelines for evaluating the
desirability of awarding incentives to firms and avoid the trap of
making these decisions on an ad hoc case-by-case basis.

Nine basic guidelines are recommended to the state and local
governments as central pillars in a decision-making framework:

(1) The primary responsibility of local government is to
provide the level and quulity of public services and
public infrastructure consistent with the preferences
and requirements for busic welfare of its citizens, and
to ensure the revenue base necessary to this end.

(2) The appropriate concern of local government is the
overall tax structure, its capacity to generate neces-
sary revenues, equity in the distribution of tax burdens
between citizens and businesses, and the effect of
business taxes on the competitiveness of the local
business environment.

(3) Subsidization of business enterprise lies beyond the
conventional scope of responsibilities of local govern-
ment nnd should be considered only . i exceptional cir-
cumstances in which the essential welfare of the juris-
diction is at issue.
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Revenues forgone through tax concession should be
regarded as costs to the local government no less real
than direct expenditures.

Industrial subsidies should not be awarded to
businesses for actions undertaken in pursuit of their
own financial self-interests.

Local government should establish overull policies on
industrial subsidies and avoid operating on an ad hoc
or case-by-case basis. These policy guidelines should be
overriden only in exceptional circumstances.
Industrial incentive programs should operate within
carefully specified budget constraints. All Loo often in-
centive programs are administered with no clear ac-
count of their costs, especially those resulting from off-
budget programs and tax expenditures. Adherence to
budget constraints encourages the careful targeting of
resources and the use of the most cost-effective instru-
ments to achieve public development objectives.
Jurisdictions should use the most cost-effective instru-
ment for accomplishing their purposes. In most cases,
there will be little justification for using less effective
incentives. Two possible exceptions to this general rule
can be identified. First, the use of limited tax conces-
sions with firms considering relocation from other jur-
isdictions or relocation to another jurisdiction may be
justified because of the psychological dimensions of
concessions to businesses. Even in these cases, juris-
dictions will wnnt to ensure that they are not being
"blackmailed” by the possibility or threat of reloca-
tions simply to "sweeten" a move that the firm would
undertake in any case. Second, in some cases, jurisdic-
tions might be justified in using an incentive of lesser
cost-effectiveness that delivers a higher effective value
to the firm in order to achieve the necessary leverage
with the firm.

Cost-effectiveness ratios should be used to rank appli-
cant firms and determine priorities for allocating
limited state and local industrial development re-
sources. These ratios measure the efficiency of state ex-
penditures in providing financial assistance Lo firms.
They are, therefore, the appropriate reference for
guiding decisions on allocating industrial development

resources.
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0SG StTLJC SHIPS, XNC. ,
[No. 4951 - February 20, 1998]
Appellee.
Appeal fron the Superior Court ol the State of
Alaska, Third Judicial District, Kodiak,
Donald D. Hopvocd, Judge.
Appearances: Stephen C. Slotnick, Assistant
Attorney General, and Bruce H. Botelho,
Attorney General, Juneau, for Appellant. Ann
H. Bruner, Brian W. Durrell, 3cgle 4.Gates,
Anchorage, -and D. Michael Young, Bogle "4
Gates, Bellevue, Washington, and -Walter
Hellerstein, University of Georgia, *Atlanta,-. -
Georgia, fcr Appellea. susan A. Burke and
Avrum M. _.Gross, Gross 4 Burke, Juneau, for
Anicus Curiae Alaska Visitors Association.
Kenneth Klein, Cadwalader, Wickerahan k Taft,
Washington, D.C., and Ronald L. Baird,
Anchorage, for Anicus Curiae North West
CruiaoShip Aceociation.
SoforQi Jubinowi-ta, Katthcvc, Easfcaugh, and
Fahe, Justices. [Compton, Chief Justice, not
participating.]
EASTAUGH, Justice.
l. INTRODUCTION
This appeal raises questions about the tax payshle under
tho Alaska Net Income Tax Act, AS 43 .20.011-43.20. 350 (ANITA), for
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tax years 1981 through 1988 cn Income derived by the taxpayer frca
domestic and foreign snipping operations and investments. The
State of Alaska, Departaent of Revenue (dor) a»««e««d additional
income taxes against the taxpayer, O0SG Bulk Ships, Inc. The
HUporior court reversed dor*a decision and dor now appeals, we new
reverse in part and retard far further proceedings.

1. FACTS AND PROGSESIHgS.

a. Facts

0SG Bulk Ships, Inc. (0BS) , a New York corporation, is a
wholly-owned first"tier subsidiary of overseao Shipholding Croup,
Inc. (0SG), a Delaware corporation. 0OBS and 0SG both have their
commercial domiciles in New York. 0SG has more than a fifty
percent ownership interest in over ono hundred subsidiaries and
partnerships, most of which are shipping companies. The shipping -
companies collectively cvn approximately sixty-five ocean-going
vessels used in different types of trade throughout the world. 0BS
owns all of the"domestic"""shipping companies; O0SG Intarnaticnal,
Inc., which 1is also a first-tier subsidiary of 0SG, owns most of
the foreign shipping companies.

0SG, Including its subsidiaries, 1is engaged 1in the ocean
transportation of liquid and dry bulk cargoes in both the worldwide
and U.S. domestic markets. It owns the largest independent fleet
of unsubsidized U.S.-flag tankers, and 1is a major participant in
the Alaskan oil trade. The rest of 0SG % fleet is registered under

foreign flags. 0SG also owns several other companies, 1including

. 4951
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holding companies, financial companies, aerviae coajpanioo, and an
insurance company.

OBS 1is TUie Taxpayer. IT cvned cuspogarfcionc that in tarn
owned or chartered tanker vessels entering Alaska waters during
audit years 1981 to 1983.x OBS and its domestic snipping companies
reportod their Alaska taxes on a unitary basis (as if they were a
single taxpayer wengaging in a single business) . oas did not
include 1in the unitary group the foreign corporations related by
ownership to 0SG. Nor did OBS include the- investment subsidiaries
because 0BS claimed they had no connection with Alaska and were not

part of OBS"s unitary business. OBS"also claimed investment tax

credits for new vessels.
B. proceedings
Following audits by dor"s Income and Excise Audit

Division (Audit Division), DOR assessed OBS additional income taxes
for tax years 1979 through 1981, 1985 through 1936, and 1983.

The Audit Division included approximately ninety-foreign
corporations in CBS"s unitary group, determining that "0SG and all

its nore-than-SO-percent-owned subsidiaries, including OBS, were

engaged in a single, wunitary business during the period under

audit.” This had the effect of including in the "worldwide unitary

Those corporations were: Cambridge Tankers, 1Inc.; Juneau
Tanker Corporation; San Diego Tankers, Inc.; San Jos« Tankers,
Inc.; Santa Barbara Tankers, 1Inc.; Santa Monica Tankers, 1Inc.; and
Lake Michigan Bulk carriers, |Inc. DOR treated these corporations
as on* taxpayer for audit purposes, and referred to them as "0SG
Hulk dhi**, Inc.M bacauae that i« how the taxpayer referred to
itself in 1its consolidated Alaska Corporation Net Income Tax
Returns. We follow the same convention here.
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ineocoae* Ot 0BS"0 <corporate group tho 1inccao of the foreign
corporations and all of "tho eubcidiaxiwo in which 0SC had scro than
fifty percent cvncrohip. Tho taxable corporate income attributable
to the group ™ Alaska "usiness was then calculated by multiplying
mthe worldwide unitary inooae of the entire group by an
"apportionment fraction” derived by dividing the value of the
group®"s Alaska buodnea* activities by the value of ita worldwide
business activities. gpe AS 43.19.010 art. Iv, 3 9« This
adjustment increased ots"s income taxable in Alaska, and the Audit
Division assessed additional taxes.2
0OBS protected tne assessments. Following udninistra-cive
proceedings, DOR"s bearing officer issued a recommended decision
which DOR % Commissioner adopted. In pertinent part, the decision
held that (I) income earned by DBS"s foreign subsidiaries fronm
operation of foreign flag vessels was not exempted by 26 U.S.C. 5
833 and was therefore includable in OBS*3 apportionable income; (2)
“DPOR did not exceed its statutory authority by-promulgating-X5 AAC
20.110(d), a regulation that reduced 0BS"s investment tax credit;
and (3) QBS"c 1investment income was properly treated as business
income for Alaska tax purposes. As of July 1993 O0BS"s tax
assessments totaled 5789,495.

0OBS appealed to the superior court, which reversed each

of these three rulings.

3 0OBS status; in itc brief that while it does not agree with
DOR"s inclusion of approximately ninety foreign corporations in
0BS"s wunitary group, it does not contest this issue on appeal.
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DOR now appeals the superior court®c rulings on theee
threeeisnues.

IH. 1215535512~

A. Whether Internal Revenue Code Sectlpn.-g.83..Exempts O0BS"s
rorMgn shinning Income from Taxation bv Alaska

The Alaska Net Income Tax Act. (ANITA), AS 43.20.011-
43.20.350, taxes a corporation®s "entire taxable income
derived from sources within the state.”™ "AS 43.20.011(e). When OBS
filed its 1981-88 Alaska tax returns, it excluded from its tax base
all income derived from vessels owned by the foreign subsidiaries
in its unitary group. In doing so, 03S reasoned that AS

43 .20.021(a) had incorporated subsection 383 (a)(1)3 of the

3 The version of saction 883 in effect after amendment 1in
1986 provided:

(@) Income of foreign corporations from
ships and aircraft. - The following items
shall not be 1included in gross income of a
foreign corporation, and shall be exempt from
taxation under this subtitle: (para.](x) stipe
operated by certain™ Zoreign "corporationa. -
Gro&Jdi income derived by a corporation
organized in a foreign country from the
operation of a ship or chips if such foreign
country grants an equivalent exemption to
citizens of the United states and to
corporations organized in the United States.

26 U.S.C. S 883(a)(l) (1988).

Prior to 1its amendment in 1986, subsection 683 (a)(1l)
crated:

(€)) Ilhcoaa of foreign corporationa fronm
ship* and aircraft. - The following 1items
shall not be included in gross 1income or a
foreign corporation, and shall be exempt from
taxation under this subtitle: (para.] @))

Ships uudsr foraign flag. - Earnings derived
feomrlnued

4U31
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federal Internal Revenue <cade (IRC) , codified at. 26 U.s.c. s

8*3 (a) (1), into ANITA, and that auction 883 exempted foreign
shipping income.

Alaska Statute 43.20.021(a) incorporates 6ectiona of the
IRC into the ANITA and the Kultiotate Tax Compact (KTC), AO
43.19.010-43.19.050,4 unless the IRC provisions are "excepted, to or

modified by"™ other ANITA provisions.5 The sections adoptad by

reference encompass ISC section B83.

3(...continued)
from the operation of a ship or ships
documented under the laws of a foreign country
which grants an equivalent exemption to
citizens of the United States and to
corporations organized in the United States.

26 U.S.C. s 883(a)(1), amended by Pub. L. 99-514, S 1212(c)(3)-(5) ,
100 Stat. "2538 (Oct. 22, 1986).

The amendments to subsection 833(a)(l)," effective for tax
yoarc after_ _D«<=oolLb4*r 31, 1936, simply change the focus for the
exemption*"from the" country "Of the shipls ldocumentation to-"the
country of the corporationlc organisation. eThic change dooc not
affect the section 883 analysis for OBS because allof O0SG %
foreign shipping ouboidiaries that the auditor included as part of
the unitary group both are organized under the laws of a foreign
country that* grants an equivalent exemption and own or operate
ships documented under a-country that- grants an equivalent
exemption.

1 The ™MTC 1is a restatement of the Uniform Division of
Income for Tax Purposes Act (UDITFA), which was adopted in Alaska
in 1959/ but was then repealed 1in 1975. fee State., Dco."t of
Revptrue v. Amoco Prod. Co.. 676 ?.2d 595, 598 & n.3 (Alaska 1984).

3 AS 43.20.021(a) provides that M(s]®etions 26 U.S.C-.- 1-
1399 and 6001-7872 (Internal Revenue Code) , as amended, are adopted
by reference as a part of this chapter. These portions of the
Ijvtartial Ravanua Code have full force and effect under this chapter
unless excepted toor modified by other provisions of this
chapter.”
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DOS dioailoved the exception, finding that O0BS had not
proven that 1ito foreign shipping 1inecao was except from OfiS‘c
appartionahla tax boae. Reversing, tha superior court held that A3
43.20.021(a) had incorporated subsection 683(a)(l) into Alaska lav,

thus exempting- oas s foreign shipping income.

DOR conttmda on appeal that subsection 863(a)(l) is
"exempted to or modified by"™ the ANITA, given differences in the
methods employed by the State of Alaska and by the federal
government for determining taxable 1income.* obs argues that
Alaska®s income tax scheme is "entirely consistent”™ with the

section 383 exemption.7

We independently review the merits cf an administrative
decision. Hand lev v. State. -Pep"t of Revenue. 338 P.2d 1231, 1233
(Alaska 1992). No deference 1is given to the superior court's
decision when that court acts a3 an intermediate court of appeal.

ld*.

The interpretation of a tax statute is a question oflaw
for which wehave articulated two standards of ereview= We have m
Adistinguished between the rational basis test for* questions of law
"Involving agency “éxpertise, "ana the substitution--of judgment
standard for questions of law that do not involve agency expertise.
Earth Kfisources Cc. v. State. -Dsn4l of Revenue, 665 p.2d 960, 964-
65 (Alaska 1963).

In this case, we must determine whether a particular 1SC
provision 1is excepted to or ncdified by the ANITA. This 1is a
matter of pure statutory construction which 1is not within th«
particular expertise of the agency and which requires us to
exercise our independent judgment. We have previously held that
where the isauco to be resolved ""turn on statutory interpretation,
the knowledge and expertise of the agency 1is not conclusive of the
intent of the legislature in passing a statute."1l Tesoro Alaska
Petroleum Co. v. Kenai Pice LinfE._CQ", 746 P.2d 896, 904 (Alaska
1987) (citation omitted). We therefore substitute our judgment for

that of dor.
7 Two auici curiae, the Alaska visitors Association (AVA)

and North W«*t cruiseship Aasociaticxn (NWCA), filed briefs
(continued...)
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This 1is not: tho first time wo have oonoidorod whothor
Internal Revenue Code provisions, catenaibly adopted fay reference
by AS A3,20.021(a), were "excepted to or modified toy" other ANITA
provisions. .In QIIf oil-Coro, v. State. Department of Revenue. 755
p-2d 372, 380 (AlaoXa 130C) , ve held that a portion of the IRC
dealing with the foreign tax credit was "excepted to or aodified
bv*1 AS 43.20, which allowed neither a deduction nor a credit for
foreign inccae taxea. In so holding, we noted that "(tjhat is not
to say that Alaska Ulaw incorporates no Coda provisions and no
federal regulations having to do with the foreign tax credit.
Future cases cay reveal that it is desirable to conform our law to
certain aspects of those federal provisions." Id. The source of
the exception 1in Gulf 0il was the absence in AS 43.20 of any
provision for a deduction aiailar to that provided by the INC.

In this case, we must decide whether the tax scheme
employed toy the ANITA implicitly excepts to or modifies application
of "section "aSEf"."" We "first compare the edifferent methodologies
applied by the United States and the State of Alaska to determine
taxable 1income.

When a state seeks to tax the inccae of a multinational
business, it must determine the inccae properly allocable to in—
state activities. Id. at 374. At all relevant times, Alaska has
employed the worldwide formula apportionment method to calculate a

multinational or interstate corporation®s income earned in AlasJca.

7(...continued)
supporting OBS®"s position on this 1issue.
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AS 43.20.065/ AS 43.19.010, art. 1V, 1 9. Under that method, in-

state income is determined ty multiplying a corporation *a worldwide

income by an “apportionment traction."” AS 43.19.0i0, art. 1iv, 5
9." A taxpayer"s apportionment fraction is the numerical average
of three factors - its "property factor," its "payroll factor,"
and 1its "salee factor"™ - which compare 1its in-state business

activities vith its worldwide.buoinose activities.O

The United States does not utilize the "formula
apportionment” method when it calculates the federal taxable income
of multinational corporations. Instead, it uses "sourcing4d
provisions to allocate 1income to the United States or to other
sources, depending upon where the 1income is earned. 26 U.S.C. S8
861-65; see also 26 C.F.R. 5 1.861-1 (1996). Income that cannot

reasonably be "sourced"” to the United States is deducted from the

* A corporation®a "worldwide”™ income is all of ita business
incoat, whether it was eamod 1insido or outside of Alasdca; 1in
ocsence, worldwidé€ income"is" pre-tax 1inconeVJ(-determined without-
deducting inccme taxeo acsesGed by othar jJurisdictions). AS
43.20.065; set* Gulf Oil Corp. v. State. r>eu"t of Revenue. 755 ?.2d
372, 375 (Alaska 1968).

3 These three factors are fractions; each is calculated by
dividing the in-state amount of the taxpayer®"s subject business
activity by tne worldwide amount of the taxpayer®s srubjecrt
activity. AS 43.19.010, art. 1v, H 10, 13,- 15. For example, the
property factor io calculated by dividing the average value of the
taxpayer®s property owned or rented and used in Alaska during the
tax period by the average value of all of Its property owned or
rented and used during that period. AS 43.19.010, art. 1v, 3 10.

The formula apportionment method is based on the
assumption that an effective way to fairly measure the locally
taxable income of a multinational business 1is to compare the value
a€ it« local and worldvid* budinosc activities and attribute income
on the baoia of that comparison. Gulf oil Corp.. 755 P.2d at 374-

75. \
-9- 4551



FEE 20 *S3 es:EeFfl BCGLE S. GATES P
* fE3-2Q93 ICilS  Froa60GLE | GATES 3972577301 T-134 P.11/3S-

mcaxpcycr 3 groaa incem* and Lo not inoludad whan a taxpayer®la U,s.
income da calculated. Id.

There do conaequcntiy a funAaaiantal diffaararic* in the way
these governments calculate the taxable income of a multinational
corporation- Alaska acconpldohea ita calculation by applying to
all 1Income an Apporcianaaxvt fraction that s«parat«a th<* local
inccma frcn that earned elsewhere. The k«y to proper ocparation
under this method 1is the apportionment fraction; it 1is in the
calculation and application of this fraction that the separation ia
made. In comparison, the united states makes this separation when
it first allocates 1income to sources inside and outside the United
States.

0BS and DOR agree that Alaska'& adoption of the worldwide
apportionment method in A. 43.19 establishes an exception to IRC
sections 861 through 865, which relate to the "sourcing®"l of income
for tax purposes. They disagree, however, about®™ whether |IRC
section 883, which" is contained in the same IRC mubchapter, is-a
"sourcing"™" provision. OES claims and the superior court held that
it is not, because it grants an exemption, and consequently there
is nothing in AS 43.20 that excepts to adopting IRC section 883
into Alaska®™s corporate tax scheme.

The ANITA does not exprecsly except to or modify the
provisions of IRC section 883. Nonetheless, the scheme of
allocation and apportionment provided 1in the KTC, as 43.19, io

fundamental to the ANITA in the context of taxation of taxpayers

-10- 4951
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with foreign inconc. AS 43.30.0cs.10 Several circumstances
convince us "that, in the context of 08S's claim "that: its foreign
Shipping income ahculd be exempted fro» taxation in Alaska,
subsection 883(a)(l) 1is impliedly excepted to by the ANITA.

W« first note that the KTC providao a comprehensive

methodology lor the allocation

ANITA, AS 43.20.063- AS seen above,
the apportionment fraction. In
the MTC, and therefore the ANI
foreign-eamed 1income from the

and apportionment required by the

the bey to that methodology ia

our view, it is inconsistent with

TA, to exempt an entire class of

taxpayer®s worldwide 1incane ror.

locally taxable and

purposes of attempting to distinguish between

nontaxahle 1income. Under the XTC, this separation is accomplished
through theapplication of the apportionment fraction, not the
calculation of worldwide income. The legislative history of
section 8S3demonstrates that it was enacted to eliminate the
double taxation"#4 of chipping income. H/V mlonsuco. Inc m ill.
Connis"sineo- nf Tnte-nnl bevenu*. 234 F.2d 583-,"-58?-(4th Cir.-"195G)-
(citing S. Rep. No. 275, 67th Cong., 1st Sess. (1921), 1939-1 (Part
2) C.B. 181, 191). The danger of multiple taxation in that context
arises hecau.se multinational shipping activities subject the
taxpayer to taxation by more than one nation. Avoidance of
10 AS 43.20.065 provides;

A taxpayer who has income from business

activity that is taxable both inside and

out3lde the state or income from other acurcca

both inside and outside the state shall

allocate and apportion net income as provided

in AS 43.13 (Multistat® Tax Compact), or as

provided by this chapter.
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aultiplo -taxation ia the aua puxpooe served by th<a KTC through the
apportionment fraction.

DOR contends that allowing the section 9B3 exemption
would have the effect of doubly protecting foreign shipping income.
It reasons that because the denominator of a taxpayer %
apportionment fraction 1is based on the value or all property,
sales, and payroll, wherever and however derived, the Inclusion of
the values relating to foreign-flag vessels when calculating those
factors under AS 43.19.010 art. IV, 55 9, 10, 13 & 15, reduces the
apportionment factor. If section 883 also applied, thus reducing
the taxpayer » worldwide income, it wculd cause a further reduction
when the already-reduced apportionment fraction 1is multiplied by
the newly reduced worldwide income. DOR concludes that this result
would understate the taxpayer®"s Alaska taxable income. We agree

that this would be tha effect of granting the section 883

exemption.

It is<al"6o"significant that the ANITA contains a statute "

that appears to deal specifically and comprehensively with the
problem of multiple taxation of foreign or aultistate water
transportation carriers. See AS 43.20.071. That statute provides
for apportionment of ail business incoae cf water transportation
carriers in accordance with “the MTC"s apportionment formula
methodology by modifying the property, payroll, and sales factors

from which the apportionment fraction 1is calculated, by applying a

-12- 4951



P

/3

307257201 T-I4 F.1V33' '3&-133

"dayn-i_n-port** fraction.1l Thie method further reduces the three
Statutory KTC factora, and thus tha KTC"c apportionmanfc fraction.
The result is a reduction it taxable income.

0OBS argues that AS 43.20.071 ia compatible with statutory
erxmptians like that provided by flection a«3, b«eaiuc« nsccion .071
Siaply applies the apportionment method for water transportation
carriers after thsir apporhionable tax baoe 1ia determined by
eliminating exempt income. We reach a contrary conclusion. We
think the reference in AS 43.20.071(a) to "all business income"™ of
water transportation carriers is more consonant wltn rinding the

section 883 exemption inapplicable. Beading "all business income**
at face value suggests that it encompasses all income of a business

origin, without reduction for any class of income of foreign

11 AS 43.20.071 is entitled”"Transportation carriers4 and
provides, in pertinent part,

(a) All business income of " water

" transportation carriers shall--be apportioned —ifeee
to thic state in accordance with AS 43.19
(Multistate Tax Compact) as modified by the

following:

4 tho portionc of the nuaaratcr of tha
property, payroll, and sales factors- which are
directly related to interGtato »chilo property
operations are determined by a ratio which the
number of dayn spent in ports inside the atato
bears to the total number of days spont in
ports inside and crutside the state; the tern
"days spent in ports®l dees not include periods
where ships are tied up because of strikes or
withheld from Alaska service for repairs, or
beo«Uau of seasonal reduction of service; days
in port are computed by dividing tha total
number of hours 1in all ports by 24.

-13- 4951
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origin. Pur-ther, it appears th»fc. in -tha federal soh«us, flaotion
883 usee separata accounting methodology to avoid the problem of
multiplo international taxation ol transportation carriers by
assigning incoate -to a source through reciprocal exemptions. The
days-In-port ratio adopted by AS 43.20.071 avoids multiple taxation
or transportation carriers by formula apportionment. As DOR argues
in its reply brier, "Alaska has no need to incorporate a reciprocal
exemption to avoid possible unfair* double taxation of foreign or
«

domestic vessels.** sore fundamentally, there is no reason to mink
that the Jlegislature which adopted as 43.20.071 to provide for
sophisticated adjustments to the MTC apportionment fraction,
specifically to prevent multiple taxation of water transportation
carriers, contemplated that any other unspecified adjustments would
be needed to avoid aisaliocaticn of this class of business income.”

0BS argues that the exemption provided by section 833 1is
not inconsistent with AS 43.20.0il, which taxes “the entire taxable
income of every corporation derived from-sources within-the State."
It also argues that section 833 income can be earned either within
or outside Alaska waters, and that AS 43.20.011, which
geographically 1limits taxation to 1income derived from “Sources
within the 3tats,M operates alongside and independently of section
883. It similarly interprets AS 43.20.065 to provide for

apportionment of income after reductions for applicable exemptions.

13 we note mat all or cos®"s snips that called in Alaska
were registered under the U.S. flag; therefore, none of the
Srqﬁ<trty, payroll, or calcs of qbs ™ foreign nag snips was

noluded in the numerator of m « property/poyroll/aalea

apportionment fraction.
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0BS also 4r?u«a that: section 383 -is not: inherently inconpatiblo
with -the general apportion*oat provirions of tho KTC, and notea
that DOR dooo not object to applying other exemptions, ouch ao IRC

section 103, which axemprs interest.

DOR rcopondn that pcavioiora ouch as mmeotion 103 do sot
have the effect of assigning® income to a foreign err domestic
source, unlike section 6143. We agree with that distinction.

We conclude “that the arguments for finding that AS 43.20
impliedly excepts to section 833 are stronger than those to the

contrary.13 If we were to accept obs’s position, it would

~3 In so holding, ve reject arguments, advanced by OBS and
AVA, that legislative events in 1991 and 1992 establish that the
legislature did not intrjnd to except to section 833. In 1991 and
1992, the Alaska legislature proposed, but ultimately rejected,
amendments that would have expressly excepted to incorporation of
section 833. 0BS and AVA rely on comments at committee and
subcommittee hearings regarding the proposed legislation in support
of their position that tha legislature realized* section 883 had
already been incorporated into Alaska law. such comments, provided”
in context of legislation which was not adopted, offer no insight
into the thinking of the legislature when it enacted AS 43-20.021
in 1975- Srs. Willnan v. nationwide hut. Firs_ins.. Co”., 758 P.2d
1248, 1252 (Alaska 1988) ("While the legislature is fully empowered
to declare present law by legislation, it is not institutionally
competent to issue opinions as to what a statute passed by an
earlier lagialature moant.") . See aJao Wrightsv Hea 505 (U.S.
277, 299 n.9 (1992); William K. Eskridge, Jr., tl'he-hev eXtua|I5a,
in 2A Norsinn J. Singer, Sutherland Statutory Construction 56fl, 570
(5th ed. 1992) . (noting the U.S. Supreme Court"s "occasional
villingneoe to consider 1subsequent legislative history, '" but also
noting that the Court has “bdften iterated that “the views of a
subsequent Congress fora a hazardous basis for inferring the intent

of an earlier one"").

Our holding on the exemption issue makes it unnecessary
for U« to consider DOR ™S alternative argument that 1incorporating
eaction a«3 into Alaaka law would diaoriminato against interstate

commerce.

-15- 4951
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inevitably reault in undcxofcating 0BS"s Alaska taxable incoss in a

way not Intended by the Alaska legislature.

B. Whether roR Exceeded Tta statutory Authority bv Adopting
15 M C ap-1IfI"fil e -

DOR next argues that the superior court erred in holding
that DOR exceeded 1its authority by promulgating a regulation
limiting the statutory Investment tax credit.14

The legislature enacted the investment tax credit as part
of the AKITA by adopting 26 U.S.C. 8 38 by reference. AS
42.20.021(a). Section 38 provided an investment tax credit for
taxpayers who invested 1in tangible personal property used 1in a
trade or business.15

The legislature adopted several statutory limitations cn
the credit. It limited the credit for corporations to eighteen
percent of the federal credit which was "attributable to Alaska."
AS 43 .20.021(d) .14 It also limited the credit, to the amount of

federal credit on "the first $20.,000,000 of qualified investment

14 DOR claims that the regulation™ "first use" requirement
is not at issue here because OBS was not denied a credit on thic
basis. It appears, however, that DOR applied this limitation in

disallowing the credit for 0SS ships that did not visit an Alaska
port on their initial voyages.

15 Because the Tax Reform Act of 1986, P.L. 99-514,
generally repealed tho credit for property placed in service after
December 31, 1985, the credit is not applicable to all tax years

that aro the subject of this appeal.

AS 43.20.021(d) states, "(w]lhere a credit allowed under
the 1Internal Revenue Code 1ic also allowed 1in computing Alaska
incofi* tax, it is limitad to 18 percent ror corporation* of the
amount of credit determined for federal incromo tax purposes which

is attributable to Alaska."
216 - 4451
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, put. into usqg 1in the atatc for oaoh taxabla y«or.n AS

43.201036(b> .i7 -

DOR promulgated an inveataent tax credit reguiotion, IS
AAC 20.110, and in doing so cited as authority AS 43.05.050, AS
43.20.021, and AS 43.30.030. 3ubaccti.cn (d) or that regulation
treated transportation equipment "firot uced” 1in Alaska as *n«v
property. "A* Xt also prorated qualified expenditures by comparing
the number of days the property vas used in Alaska and the number

of days it was used elsewhere.

0OBS claimed investment tax credits, calculated a:,

eighteen percent of the first $20 million of qualified investments

17 AS 43.20.036(b) states, "tf]Jor purposes of calculating
the income tax payable under this chapter, the taxpayer nay apply
as a credit against tax liability the investment credit allowed as
to federal taxes under 26 U.5.C. 38 (Internal Revenue Code) wupon
or.ly the first $20,000,000 of qualified investment - . . put into
use in the state for each taxable year."”

18 IS AAC 20 .110 (d) states:

For purposes of this section"placed "in>™"
cervice 1in the state"” means that the first use
of the qualified investment 1is in this state.
Xf tho proparty 1is wucad olcovhara in tho
taxable year of acquisition and brought to
this state during that same year, that
property is considered used property and is
subject to the limitauiono an provided in the
Internal®™ Revenue code. If the property 1is to
be used elsewhere during the taxable year of
acquisition and brought to this state in
another taxable year, the property does not
qualify for tho investment credit.
Transportation equipment used within and
outside of this state whose use commences 1in
this state 1ia considered now property. me
qualified expenditure for interstate
rraneportatlon equipment must be based on a
prorated formula of dayo used 1in this stat*i
compared to days used elsewhere.

-17- 4951



2072577301 T4 Rﬂ%%JﬁﬁU3

put 1into unc for each taxable year, and prorated urvdor 1is AAC
20.110(d) by compering days of in-etato and aut-of-etato use. The
auditor dioallowed any credit for veueela that had not viaited
Alaskan ports on their initial voyages, per 15 AAC 20.110(d). on
appeal by OBS, the superior court held that DOR had exceeded ita
authority by promulgating a regulation containing first ua« and
pro rata apportionment liaitatdona in addition to the lialtationa
imposed by AS 43.20.021(d) and AS 43.20.035(h).

When reviewing the validity or an agency®s regulations,
we 1initially determine whether the agency had the authority to
adopt such regulations. This determination is a question of law to
which we apply cur independent judgment. Varner v . State, Real
Estate conn*71. 819 P.2d 28, 31 (Alaska 1991).

To be within the agency®s grant of rulemaking authority,
a regulation must be "consistent with and reasonably necessary to
carry out the purposes of the statutory provisions conferring rulo-
making authority on the agency."” State. Dep.".t-"-.or.SfiVgnua .V.- CoslIfl,
858 ?,2d 621, 624 (Alaska 1993) (citations omitted). This test
ensures that in promulgating the regulations the agency did not
exceed the power delegated to it by the legislature. Td. We next
determine “Whether the regulation is reasonable and not arbitrary."”
IsL.

"We accord an administrative regulation a presumption of
validity; tha party challenging the regulation bears the burden of
demonstrating its invalidity.” Ahshaman Sch-Dist_ -v. halo* 857

p.2d 1186, 1138 (Alaska 1993) (citations omitted). Further, we

18- 4*S1
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Will not wmsubstitute our judgment Cor that of tho agoncy with
respect to the efficacy of a regulation nor reviov tha “wisdom®™ ol
a particular regulation.” IsiL. (citation omitted). However, va
will apply the substitution of judgment standard of review when
reviewing the validity of an administrative regulation bacauoo thio
is a questii < of statutory interpretation. ld». at liaa n.3.

Whether 15 AAC 20.110(d) ifi valid depends here on whether
it is consistent with the tax credit statutes and reasonably
necessary for their enforcement. See AS 43.05.030; as 44.52.030.°“§
5g.f1_flISfl £aSA£, 858 P.2d at 624.

citing the plain language of as «43.20.036(hb), its
legislative history, and canons of statutory construction, DGR.
contends that 15 AAC 20.110(d) 1is consistent and necessary because
the regulation simply clarifies when a credit 1is allowed for
transportation property not used exclusively in the state.

OBS argues that 15 AAC 20.110(d) is unnecessary and
inconsistent with the statutes providing for the credit-:"- It im
asserts that the regulation®s pro rata apportionment requirement
results in a double reduction of the credit, because the statutes
already liait the credit to property used in Alaska. Implicit in

OBSla argument ia the assertion that a taxpayer is entitled to. the

19 Even though AS 43.05.080 grants DOR authority to adopt
regulations, it limits that authority"to regulations "necessary for
the enforcement of the tax . . . laws adminlsrered by it."

Likewise, 1if a department has authority to adopt regulations, a
regulation is not valid "unless consistent with the statute and
reasonably necessary”™ to carry out the statutory purposes. AS
44.62.030,
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full credit regardloce of th« jaount of time th« property is used

in Alaska.
a. LayjalatlYe hiatasy.

Before it vaa amended in 1981, AS 43.20.036(b) provided
o credit for any "section 33" property, and did not limit the
credit to property put into use in Alaska. The 1981 amendments
were introduced in 3enot® bill 324, and added the requireaent that
the equipment or property be put into use "in the state." Senate
Bill (S.B.) 524, 12th Leg., 1st sess. (19S1). The House Finance
comaittee also adopted a letter or Intent wnlch stated that "HCSS3
524 (Fin) provides an increase in the investment tax credit allowed
for in-state investments for corporations doing business in
Alaska." 1981 House Journal 2009 (June 8,. 1981). Thus, the
legislature intended to encourage commercial investments in Alaska
in order to benefit Alaska®s economy.

b. statutory construction

The*"fax credit statutes have two features salient here."*0
Alaska Statute 43.20.021(d), a subsection of the statute that
adopted the IRC section 38 1investment tax credit by reference,

linits the state credit to a percentage of the federal credit
"which 1ic attributable to Alaska." Alaska Statute 43.20.03G(b)

limits the credit to a qualified investment "put into use in the

state for each taxable year.&

*Statutory construction begins with an analysis of the

language of the statute construed in view of its purpose."” fioram.
vm M LJiaau v. &zeo nxsu, O»0 ?.*a ezs, 533 n.12 (Alaska 1993)
(citation omitted), "The plainer the language or the statute, the
more convincing any contrary evidence must be." [A j.
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The latter ctatute can roaconably be read to require that
the equipment first be used in Alaska as a qualification for tha
credit. Both statutes <can reasonably be vread to require a
determination of the extent to which the credit "is attributable tQ
Alaska"™ cr the investment ia “put 1into use"” 1in Alaska. Such a
determination necessarily involves distinguishing use 1in Alaska
from use elsewhere. Absent such a datexainatian, a taxpayer would
be entitled to a full tax credit in Alaska even though the property
received little use in Alaska.

From "the legislative history and the statutory language
"put into use 1in the state,”" it is clear that the legislature
intended the credit to apply to property put into use within the
state during the taxable year. The amendment was adopted in order
to benefit Alaska®s economy by encouraging investment in the state.
Thus, dor"s interpretation of the language "put 1into use 1in the
state” as "first use" clarifies an ambiguity left by tho statutory
language - the meaning of "put into use in the state"” -- "in a
manner consistent with legislative intent. The "first use"”
requirement guarantees that the equipment or property is not used

up outside the state, and is not brought just momentarily to the

state at the end of the taxable year.2l DOR has interpreted.the

A Furthermore, while DOR could have employed a test other
than first use to effectuate legislative intent, this court will
not "substitute [its] judgment lor that of tha agency with raspect
to the <efficacy of a regulation nor review the "wisdom®" of a
particular regulation."” AhCharflgfl .SCI1,- DiSEu!'- - hQIE£, ?.2d
1186, 1188 (Alaska 1993) (citation omitted); age fllafl State, Deg-t
of Revenue Vv. CCQlo. 858 P.2d 621, 624 (Alaska 1993).
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first ua« requirement for transportation equipment to mean an
initial voyage in which Alaska was a -port of call.

CCS1"e adoption of tho pro rata apportionment formula for

transportation equipment and property is also conoistent with tha
statutory purpose. Without ouch a raquixoaont, ownore of
interstate transportation equipment could receive a full tax credit
from every state in which their property was used in a given year-
The 1linitod tax credit based upon days in port also fairly
determinee tbs "contribution”™ the taxpayer 1is asking to Alaska
without giving credit far investment outside of the state.

we find that 13 AAC 20 .110 (d) 1is consistent with and
reasonably necessary to implement the provisions of AS 43.20.021(d)
and AS 43.20.036(b).23 Cur conclusion is also consistent with the
following canon of construction: Exemptions are narrowly construed
against the taxpayer. State. Dep"t of Revenue v. Alaska Pula An.

Ir.p, , 674 P_.2d 268, 276 (Alaska 1983). In effectl, DOITs regulation-

interpreted the tax credit statutes. DOR did not exceed 1its

0BS tersely asserts in a footnote in its brief that the
regulation 1is potentially unconstitutional, on the theory that it
burdens interstate transportation property. It also asserts that
the statutes should be interpreted to avoid unconstitutionality.
Although this cursory treatment: does not justify our sobatantivu
consideration of the iaeue, it appears to uc that the regulation
and rhp statutory scheme iro internally concictont, end would, not
result in taxation of more than all of a unitary business™ 1incone
if every taxing jJurisdiction adopted 1identical provisions.
container Com, of Am, v. .Eranchlafi Tux ,5d., 463 U.S. 159 (1983).
In that case, the Court defined "internal consistency," stating,
"(t]lhe Ffirst, and again obvious, <component of fairness in an
Qpportionaont formula ia what might be called internal consistency
- that 1is, the formula nust be such that, if applied by every
jurinfliction, it would result in no more than all of the unitary
oucineae 1income heihg eaxod.™ - Tr:. at i«S3; xtf* ajao Trinova Corp.
v. -Michigan Pgp"t of Treasury.. 498 U.S. 35a, 300 (199i) .
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authority in doing so. He conclude that tha superior court errad

in holding to tha contrary.

C. Khathas:-.Qhgl fi,» gBagtisnablja-JtogoB9 £f£hquid Inaludi~“tha
Tpcenflf! of the.Related Invagtsent Companies

The DOR hearing officer concluded that CBS had not proven
that investment income (consisting of interest, dividends, and
capital gains) earned by corporationa within O0OBS"s unitary group
was not operational business income. The hearing officer therefore
included that income in 0OBS"s apportionable tax base. The superior
court reversed, holding that the investment income was not
"business income™ because it was not used as operating capital 1in
0OBS"s shipping business and because it was earned through
investment activities unrelated to Alaska. DOR argues on appeal
that the investment income should be included in 0BS*"s
apportionable tax base.23

Two tests govern our resolution of this issue: (1) the
statutory test set out in the Alaska tax statutes to determine if
the investment income was "business" income, and (2) the
constitutional tost adopted by the United States Supreme court in
Allied-signal. 1Inc. v. Director, Division, of Taxation, 504 U.S.

76a, 787-88 (1992) to determine if tho inccmo wac wuaad for an

investment or an operational purpaoe.24

23 The only 1investment 1income 1in dispute 1is that of tho
investment coBDanies. The taxpayer confirms 1in its brief that it
does not assert on appeal that any part of 1its own investment
income is not apportionable income.

34 Whether cor properly characterized particular Investment

inaoae of oB$1lo investment companies tXxs "business"™ or operational
(continued...)
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CB3 stateo that the only invacta«nt income at icsua Iis
that of ita related invoctaont oc*g»anieo which tho audita* "included
in OBS *a unitary group.22 DOR contend* that at the hearing befora
DOR, 0OBS argued that none of its investment income was
apportionable. Neither the DOR hearing officer nor obs aegrogntad
the investment inccae of the shipping companies from the investment
incone of the investment companies within 0BS"a unitary group.

1. The statutory standard: business Y5, ngnbUfilncsB
income.

Taxing a corporation®"s “Bntire taxable inccae
derived from sources within fn< state," sjtE AS 43.20.011(e), 1in
part requires allocation and apportionment of income to in-state
and out-of-state sources in accordance with AS 43.19, the
Multistate Tax compact (KTC). See AS 43.20.065 ("A taxpayer who
has inccae from business activity that is taxable both inside and
outside tha state or income from other sources both 1inside and

outside the state shall allocate and apportion net 1income as

24 (.. .continued)
income cubjoct to apportionment presents a mixed question of law

and fact. The legal question raises 1issues of constitutional and
statutory interpretation which we review with our independent
judgment. Sfim Aiiipd-sianal v. Director, Div~of.._.Taxation, 504
U.S. 76a (1992) | co. 1. Statfl.. Donit of.Revenue.

665 P.2d 960, 965 n.8 (Alaska 1983), We will uphold an agency"s
finding©® of fact if they are oupported by eubetantial evidence.
Handlev V. State, Detl"t QI Bevtnua, 838 P.2d 1231, 1233 (Alaska
1992) . 3ubetantial evidence 1ia Hsuch relevant evidence ao a
reasonable might accept as adequate to support a conclusion.”

Td. (citation omitted).

OBS concedes that 1its shipping companies had certain
"ohort term"™ investments that produced operating capital and long
term Investments of non-opsrating capital. me auditor also
included ths inccae from those investments « business 1income. 0BS
does not argue 1in this appeal that It was error to do so.
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provided 1in AS 43.13 (Kultiatate Tax Compact), or as provided by

thio eohapter."). The KTC <classifies corporate income from
intangible property into two eat«c[oria«, "business incomen and
"non-busineaa incoae." AS 43.19.010, art. XV, 5 1(a) > (*) - The KTC
atat«a t-hnt "buoinca* incows" includ*®:

(X]ncoa* arising from troneactior.a and.

activity In tha regular course of the

taxpayer®"s trade or business and included

income frou tangible and intangible property

if the acquisition, managenent, and

disposition of the property constitute

Integral parts of the taxpayer®s regular trade

or business operations.
AS 43.19.010, art. XV, 5 1(a). A taxpayer®"s taxable Alaska 1inccae
is its business 1income as apportioned according to the three-factcr
formula apportionment method. AS 43.19.010, art. 1V, 5 9.3*

"Konbusiness income" encompasses "all income other than

business inccae." AS 43.19.010, art. 1V, 5 1(e). Under the KTC,
nonbusiness 1income from capital gains from the cale of intangible
property, interest, and dividends must be allocated to the
taxpayer®s commercial domicile; thus, if the taxpayer®s commercial
domicile is outside Alaska, the taxpayer®s apportionable Alaska tax
base does not include incoae generated from these sources. AS
43.19.010, art. XV, 51 4, 4(c), T. The taxpayer®s coma*rcial
domicile io "the principal place from which tho trade or bucinccc

of the taxpayer io directed or managed." AS 43.19,010, art. 1V, 1

A3 43.19.010, art. XV, 5 9 atotcm, "AIl buaimsoa inccwo
shall be apportioned to this state by multiplying the income ty a
fraction. tha numerator of which is the property factor plus the
payroll factor plua tha aalsa factor, and tha denominator of which
io throe.**
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1(b)* If *h« =ncom« froa dividends, intornst, or capital gains ,
rrrao intangibles in "buaineea incoa«H -as it is d~finad above, it is
properly included in the taxpayerd4e apportionable tax base. Thua,
whether AKITA, taxes a corporation®"s out-of-state incoae depends 1in
parr, can whether it is "business incoae0 under the HTC.

WO must determine whether the- hearing officer correctly
applied Alaska®"s statutory ..tax standards to obs @ inveataent
incoae. The Oregon Supreme Court 1in Sperrv A Hutchinson Co. v,
Dppartment of Revenue. S27 P.2d 729 (or. 1974), was the first state

supreme court to determine whether a corporation®s interest income

from investments constituted business Incoae under UDFTPft. See 1
Jerone R. Hellerstein ¢& Walter Kellerstein, state Taxation 5
9.10(1] [a], at 9-48 (2d ed. 1993). The court there concluded that
earnings froa short-tera securities held to satisfy the

corporation®s needs for liquid capital 1in 1its Oregon operations
constituted business incoae, but that earnings froa short-ternm
securities held pending acquisition of other-companies-: or* favorable -
developments in the long-term money market, and long-term
securities held for investment purposes, were non-business incoae.
Id. at 730-31. See also Lone Star Steel Co. v. Dolan. 668 P.2d 916
(Colo. 1383) (following sperr/ & Hutchinson and holding that under
UDITPA, interest incoae on short-tem loans nade by Lone Star to
its parent company Iron surplus funds not ixmediately needed for
Lone Star®"s operations was business incoae); Cincinnati .flaw Crlaaxifl

and Tex. Vae. Rv. v. Kentucky.Den "t of Revenue, 684 S.w.2d 303 (Ky.

Apn. 1984) (holding internet incoae «?am*d by railroad company from
o
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chort-torm eocuxitiaa purchased with surplus caah froa its railroad
operationo was buainwo incoaa) .

Xh the 1instant ciea, although tho dicputod 1incomo vu
generated from investment* and New fork ie tha doniclla of obs and
the related investment corporationa, the. hearing officer found tho
disputed 1Income «m< Dbusinesn 1inccae on the theory that the
acquisition, management, and diepensition of this intangible
property (dividends, interest, and capital gains) constituted
integral parts of the taxpayer®"s regular trade or business
operations. The payors or this incoae were not mcobors of OBS"s
unitary group, but were generally major, publicly-owned business
entities, including ATST, Bankamerica Corporation, Northwest
Bancorp, Sears, Roebuck 5 Co., and Citicorp. The hearing officer
reached her conclusion by examining O0SG's annual reports to its
stockholders; the affidavits of Alan caros,27 0SG"s controller; and

the minutes from 0SG"a board meetings.

e According to Caruc,” tamings totaling over $200 million¥*
were tho primary source of investment funds 0SG accumulated before
it commenced 1its Alaska shipping activities. Proceeds, totaling

about $17 million, from public stock offerings in 1970 and 1972

27 DOR asserts that Alan carus®s supplemental affidavit
uubaitted to th« DOR hearing officer woo untimely and was filed
"over tho objection of the division." However, ao OBS correctly

notes, OBS requested permission to supplement the record and to
file a post-hearing brief after the supreme Court dacided Allied-
Signal, 904 U.S. 7«®, and tha hearing officer granted that request.
DOR initially objected to this request, but latar retracted itc
objection *hd chooa not to rile a responsive brief. Tima, DOR did
not praaarvQ its contention that d -uo"o auppltaental affidavit was

untimely,
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were another oaurce. Cuaa olco offied that tho 1invectaaonta ara
not operationally related to 0OBS"e Alaska chipping business, and
mthat “thipping incoae of the ohipping euhoidLiariea, rather than
investment income, vaa generally us«d to cover the <costa of
operation cf the ohipping operations."” Carue otated that O0BS
intended to make thooe inveotmenta for investment purpose* only,
and that the income generated did not oerve an operational
function. Carts conceded that because "dollars are fungible,- it
was impossible to say that no investment income strayed into use
for OBS"s operating costs; however, he also stated that It was
highly wunliXely that any significant amount of the investment
income was invested 1in the companies®” vessels that called in
Alaska. He also affied that the "overwhelming majority"” of the
investment incoae was reinvested, and that the cost basis of the
investment assets grew fron 597 million at the beginning of the
audit periods to $261 million at the end of the audit periods.
"The shipping subsidiaries that- Ttalled 1in Alaska were self-
sufficient, i.e., they generated sufficient revenues from their own
operations to cover their expenses.”™ He also affied that M[n]cne
of the stocks, bonds, or other investment assets was used as

collateral for any debt of the shipping subsidiaries.O

In determining that 0BS"s investment income was "business
income” wunder AS 43.19.010, art. 1V, 5 1(a), the hearing officer
found that “toncrete evidence" did not support Carus®"a statements
that tho investments were made for an investment function and that

the shipping Gooponioa covered their operating costs with operating
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revenue (rather than 1investment 1inooae) .28 Tho hearing officer
foouecd upon Carus®s fungibility admission. Baaed in part upon
that admission, the hearing officer aonoluded that OBS had not
carried its burden of showing that its investment income
constituted nonJmeineee 1incoae.

The Audit Division alao rolied on 03G"s 1990 annual
shareholders report. That report stated that osg®s "strong and
highly liquid financial condition provides a sound foundation for
future progress . . . . [0SG &3] significant cash flow has enabled
[it] to reduce its long term debt to equity ratio to it* lowest
level . . . and to continue to upgrade its fleet and to pursue
opportunities as they arise.?”’ From this, the hearing officer
concluded that "[ijt is clear that building its financial strength
was a key ccaponent of [OBS ®] overall strategy to be in a position
to pursue opportunities for expansion when they arose.’’ The
hearing officer therefore concluded that the "acquisition,
management and disposition of [OBS"s] investments was an integral
part of [0BS®"s] business"™ since the investment decisions were
"obviously aimed at building its financial strength overall.””

In our view 1t is wunwise to construe the two KTC
categories, "business income™ and "nonbusinesa 1income,"” without
reference to the constitutional standard which has been established
.by decisions of the United States Supreme Court. The compatibility

of these standards has been suggested by the Court 1in Allied"”

a““ The veignt given to statements made in an affidavit 1is
determined by the trior of fact. Gregor v. city of Fairbanks.
599 P.2d 743, 746 n.10 (Alaska 1979).
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Signal* To avoid oenfucion and noadlosc eaparuto discussion of the
HTC and conflfcitutional standard®, ve will consider that one
roquirement for finding that income is "business income”™ under the
MTC ia that it is inccae which® is taxable under the constitutional
standard. We now diseuao that standard.

2. The conntitntionni standard= InVMtaifnt- Insane
versufl operational income

"The principle that a State may not tax value earned
outside its borders rests on the fundamental requirement of both
the Due Process and Commerce Clauses™ of the U.S. Constitution that
e'"some definite link, some minimum connection"™" must exist
""between a state and the person, property or transaction it seeks
to tax."" Allied-Signal. 504 U.S. at 777 (quoting Miller Bros. Co..
v. Maryland. 347 U.S. 340, 344-45 (1954)). The Commerce Clause
imposes this limitation because corporations would be subjected to
severe multiple taxation which would negatively affect the national
economy if each state were permitted to tax values earned outside
its borders. Allied-Signal. 504 U.S. at 777-78.

The “finimum connection” requirement of the Due Process
Clause requires that when a state seeks to tax incoae earned by a
multistato or multinational corporation from a particular activity,
there ouat bea connection betweenthe atatcand the activity,
rather than a connection only to tho actor whom tho state se«kc to
tax. Td.at 778. The supreme Court has held that when a
nondomiciliary corporation doing some buoincoo vithin the state
receive* dividends from a subsidiary having no other connection

with the state, tho state may not constitutionally tax the dividend
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incozut unless the recipient -taxpayer corporation and atm underlying
subsidiary payor -renre engaged in a unitary buaineoo. asarco T-"g,
v. Tdwho State Tor Cpmm_*, 4S3 U.S. 307 (1902).

In ALl ierf-s-lcrrml tha Supreme Court reaffirmed tha unitary
business principle as the linchpin tor determining whether a state
may constitutionally tax the dividend income of a nondoniciliary
corporation.3* The Court went on to hold, however, that a unitary
relationship between the payor of the intangible income (there, a
corporate dividend) and the payee 1is not invariably a necessary
prerequisite for appcrtionaent of incoae to a nondoniciliary state.
504 U.S. at 787. The test is whether the "capital transaction
serve[s] an operational rather than an investment function. ® Jri,
As an example of an "operational"™ function, the Supreme Court cited
short-ternm investments that provide working capital for a
corporation, such as "the interest earned on short-term deposits in
a bank located in another state if that inccme forms part of the
working capital of tie corporation®s unitary business.™ ld_ at

787.

The hallmarks of an acquisition that ic part
of the taxpayer®s unitary business continue to
be functional integration, centralisation of
management, and economies of scale. Contningr
cor-p. clarified that these essentials could
respectively be shown by: transactions not

20 Tho U.S. Supreme Court in All iad-sional rejected New
eJersey"s request to adopt the UDITFA definition of business income
as the constitutional test. 504 U.S. at 786-87. The Court also
made it clear that if stock on whose sale a taxpayer realizes a
capital gain served only an "investment”™ function and not an

"nRSi-ttionai"™ function, tha gain is not subject to apportionment
for purpose* of that state"s corporate tax, even though it may
constitute "business incoae”™ under the UDITPA. liL, at 787-ea. |,
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undert«Uc«a at arm"a length) a management role
by the parent that 1is grounded 1in 1its own
operational expertise "end. operational
strategy; and the fact that the corporations
axe engaged in the same line gX business.

ATHfld-sigmai. 504 u.s. at 7*9 (citing Container Carp, fi& Aau y.

Franchise Tar Bd, , 463 U.S. 159, 178, 180 (1983)) (citations

omitted)

The taxpayer must prove by "clear and cogent evidence"”
that the state is seeking to tax extraterritorial values. Sag
Container carp, of An,.. 463 U.S. at 17S. In CBPtalhgr Corp.. the

Supreme Court noted that ""(t)his burden 1is never met Merely by

showing a fair difference of opinion which as an original matter

might be decided differently. . . . (W]Je will [not] re-exanine, as
a court of first instance, findings of fact supported by
substantial evidence."™" id., at 176 (quoting Morton. Co.,— 1.
Department ofPevenue. 340 U.S. 534, 537-33 (1951)). SEE
also Allied-Signal. 504 U.S. at 794 (0"Connor; J. , dissenting)

(citing caTTtairpT- pnrp. and asserting that" the taxpayer had" hot "met
its "heavy fcurdsn” of proving by clear and cogent evidence that 1its
capital gains were not operationally related to its in-state
business).

The Court held in MI ipd-siemal that the "mere fact that

an intangible asset was acquired pursuant to a long-term corporate
strategy of acquisitions and dispositions does not <convert an

otherwise passive 1investment into an integral operational one."

Td. at 788.
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Applying a.n dod-.cl7x!7l! to the OBS evidence in context of
tha statutory buaineee/nonbuaineoe income distinction* tha hearing
e~"tiaar <concluded that the income generated, by OBS"a related
investment companies was operational and properly 1includable in
OHO9AQ apportionable tax base.30

Tho DO* hearing officer also rejected assertion* found in
the ouppleawntcl Caruo affidavit that the purpose of caking the
investments was for an investment function and not an operational
function. .The hearing officer stated that ojbs"s claims were not
"supported by any concrete evidence, = The hearing officer found

-that given the runglhllity of dollars, Minveotnant< monies cay have
been used to fund the shipping companies within the unitary group,

and that O0BS had failed to meet 1its burden of showing that 1its

income from investments clearly constitutes investment: income.

The hearing officer stated:

(0OBS®"s] annual reports are replete with
exaltations regarding "its strong and highly
liguid financial condition. It is clear that
building 1its financial strength was a key
coaponent of its overall strategy to be in a
position to pursue opportunities for expansion
when they arose. Its substantial financial
resources, including its 1investment income,
allowed it to secure long-tora borrowing and
to incur capital lease obligations to finance
vessel additions, thereby atrangthening its
competitive position in both domestic and
worldwide bulk ohipping market*.

Under these circumstances, it would be
difficult to <conclude that the investment
transactions at issue did net serve an
operational function, as reguired under

All 1art-S.Ignal «
(citation omitted.)
33- <351
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0SS contsnds that the facts relied yoon by tha hearing
officor do not satiety Allled-slcmnl*« “operational* income test.
It a\uofl that evidence ¢ comingling soee investment incataa with,
Incoae used for shipping operations is insufficient to show that
tha invgetaont Inogia® io “operational. "

Allhough Aiiied-Flignfll provides CXES[jeS of the types of
incoae that can properly be characterised as "operational 1income,”
the Court there noted that determining whether 1income serves an
operational or investment function Is fact 1iT tensive. Id mat 785.
In the case at bar, any commingling by OBS of investment incoae of
ito nondomiciliary 1investment companies with income used for the
operational expenses of the shipping companies with vessels that
called in Alaska appears to have been Qe minimis. See generally
y.w. wooiworth Co. v. Taxation and Revenue Den"t. 4S8 U.S. 354,
63-64 £ n.11 (1982) ("All dividend 1income - irrespective of
whether it 1ia generated by a "discrete business enterprise”™ -
would become part of a unitary business if "the test were" whether
the <corporation cobainglé&d dividends from other corporations

.““ (citation omitted) (emphasis omitted)).

The Court held in Allied-signal that out-of-state
investment income may be taxed only when the investment amounts to
the acquisition of capital for the corporation®sunitary business,
or when the investment is so short-term that itamounts to a bank

account for the wunitary business. 504 U.S. at 783-90. The
hallmarks of an investment that becomes part of the unitary

buoin«*« *r»« "functional integration, centralization of management,

34 - 4951
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and economies of scjb-I*." Tri. at 789. Tiis Court, there concluded
that tha petitioner corporation's Investment in the stock of a
second corporation did not qualify as operational because the o
corporations' activities ware unrelated, and the first corporation
did not «wn acquire . axtrdling otako in «no IMoond corporation.
Jiu, at 788 Tha Court uea careful to reitmrate that hov the
Inmvcmont. Lnocea 12 Leod 10 Irrelevant; it- noted that even if
those proceeds are used to acquire capital that beooes part of the
unitary buoineao out-ef-state investment income cannot ». taxed
unl«» tha (nvf~tnfnt itself "waa run aa part Cﬁ ﬂhe] unitary
buBiness." |d at 789

Income from investments that are not part of 1lhe unitary
business nay still be taxed if the income accrues from "short term
dapoeita in a bank™ and "that incoae forms part of the working
capital of the corporation®s unitary business.” 1d. at 787. The
Court found in 111 ied-Sicnal that stock held "for over two years"”
could not amount to ™"a short term investment of working capital
analogous to a bank account.” Id. at 790.

The hearing officer concluded that OBS®"s "investment

decisions were obviously aimed at building its financial strength

overall.n In our view, the hearing officer®s definition of
"operational income™ would "swallow the distinction between
operational and investment income. See 504 U.S. at

784-85 (rejecting New Jersey"s argument that since “fultistate
corporations . . . regard all of their holdings as pools of assets,

us«a Tfor maximum long-term profitability, . . . any distinction

-35. 4951
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thVOGﬂ operational Hﬂ Inﬂ}f(HU’t aecetO 1g art|f|C|a|")',

rurther, carus explicitly affied that non® of.the investment oaneta
v&Ef used as collateral for any debt of the shipping subsidiaries.
Because the hearing officer applied a standard that the Supreme
Court rejected in ftptcd-Slnnnl, and because ve cannot say as a
natter of Jlaw that oca not 1its burden of proving that tho
investment incone was not operational, we reverse the determination
Bade by the DOR hearing officer. We remand so that O0BS"s
investment 1inccae nay be segregated as between investment or
operational functions. On remand, the corporation®s out-of-otata
investment 1incoae may be apportioned for state taxation only if
either (¢H) the investment itself constitutes part of the
corporation®s unitary business (where unitariness 1is indicated by
functional integration, centralization of management, and economies
of scale), or (2) the investment 1is short term and the 1incoae 1is
used to fund the .unitary buaineae, auch that the 1investment is
analogous to a bank account for the unitary business.

V.
For these reasons, we REVERSE the superior court judgment

to the extent it is based on that court®"s holdings that the section
8B3 exemption applies to OBS here and that DOR exceeded 1its
statutory authority when it promulgated 15 AAC 20.110(d) . We
REVERSE the superior court®s holding that obs® 1investment 1income
was nonbusineao income, and we REVERSE and REMAND for a

redetorsdnation by the DOR hearing officer whether oas % income ia

.36 - 4951
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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

Under Appellate Rules 508(e) and (f)(l), anomey's fees of 5 1.000.00 are awarded
to tha Appellant. On or before March 2. 1998. the Appellant shall serve and file with this court in

itemized and verified biH Of costs.

Entered at the dlrecrion of Justice Eastaugh on February 20, 1998.
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AN ALASKA TAX ON FOREIGN FLAGGED SHIPS AND AIRCRAFT:
A CRITICAL ANALYSIS
David M . Reaume

A few years ago the Alaska Department of Revenue surprised the
owners of foreign flagged ships and aircraft operating in Alaska
by telling them that the Alaska Corporation Net |Income tax
applied to their past, present and future net operating 1income.
In a stroke, Alaska became the only state 1in the union levying
such a tax. |Indeed, not even the federal government does so, and
for good reason. One such owner (0SG Bulk Ships 1Inc.) challenged
the Department of Revenue 1in court and won, but the decision 1is
still in doubt because the State of Alaska has appealed the
lower court®s ruling to the Alaska Supreme Court.

Taxing foreign flagged ships and aircraft will soon become a hot
topic because the Alaska Legislature will soon be petitioned by
one side or the other for a revision tio the tax statutes.
However the Supreme Court rules, the losing side can be expected
to take its case to the capital where the economic pros and cons
will be weighed and not just the legalities. Placed on that set
of balances the decision should be no contest because this 1is a
very bad tax for Alaska.

Three reasons why it 1is a bad tax are: (O it will deter
future private sector 1investment far more than the dollars
involved might #suggest, @ it will be paid largely by
Alaskans, not by foreign corporations and (3) it can fairly be

described as "arbitrary and capricious™ because any revenue
which 1is raised is unlikely to be related to the true net
operating income of the corporation which 1is taxed. (Which, of

course, it should be if DOR"s purpose 1is to tax net operating
incomel)

WILL DETER INVESTMENT An aggressive move to tax business
income not only 1impacts the 1industries which are directly
subject to the tax but also sends a message to prospective
investors 1in other industries. The message 1is that Alaska will
seek to close 1its "fiscal gap"” by raising taxes on businesses
before it considers other options which are at the disposal of
policy makers. For that reason a tax on foreign flagged ships
and aircraft may have much farther reaching effects on new
business formation than seem likely at first glance. Indeed, one
of DOR"s own consultants (Pedro Van Meurs) has made this very
point with regard to the Alaska natural gas pipeline project. He
talked about the need for a "coherent 1long range fiscal plan,”
but his meaning and mine are much the same.



WILL BE PAID BY ALASKANS Because most Alaska residents and
businesses lack market power relative to most foreign
corporations, much of the burden of paying the tax will fall on
Alaskans. |In effect many of the foreign corporations upon whom
the tax 1is initially levied will act as tax collectors for the
Alaska Department of Revenue, simply passing the tax onto

Alaskans via higher transport fees (e.g. LNG, minerals) or lower
purchase prices (e.g. seafood, timber products). For example, a
tax on the ships which transport red salmon to Japan will almost
certainly be paid by the harvesters in the form of a lower

dockside price for their catch.

ARBITRARY AND CAPRICIOUS For at least twenty years the
federal government has made it clear that it does not wish to
see Alaska or any other state levy such a tax. There 1is some
qguestion as to how much cooperation could be expected from the
federal government if the State of Alaska intrudes 1into an area
that is not taxed under the U.S. Internal Revenue Service code.
IT DOR were unable to gain access to all relevant corporate
accounting records, (a not so improbable happening) the amount
finally levied on each foreign corporation would not necessarily
be determined by applying statutory rates to the true Alaska net
operating income of the corporation but would instead be
determined by either (a) what the corporation deigns to pay or
(b) what 1is determined via negotiation and litigation. This is
the very definition of "arbitrary and capricious.™

The following analysis of the effects of taxing foreign flagged
ships and aircraft under the Alaska Corporation Net |Income Tax
proceeds in a question and answer format and 1is supplemented by
five technical appendices. This format was chosen because
complex topics are better understood if they are broken down

into smaller, self contained topics.



[1] What is Section 883 Income ?

The business income which a foreign corporation derives from the
international operations of its ships or aircraft. (See section
883 of the Uu.s. Internal Revenue Service code) A foreign
corporation is one which is domiciled in a country other than

the United States.

Section 883 of the Internal Revenue Service code exempts such
income from the U.S. Corporation Income Tax provided the country
in which the corporation is domiciled "grants an equivalent
exemption to corporations organized in the United States,” and

also provided certain conditions of ownership are fulfilled.

In particular, section 883 applies only ifthe stock of the
corporation in guestion is publicly tradedon an established
securities market in either the United States or its country of
domicile or, in the case of <corporations whose stock is not
publicly traded, if 50 percent or more of its shares are owned

by a resident of the United States or the country of domicile.

[2] Why isit that a provision of federal tax law also

applies to the Alaska Corporation Net Income Tax ?

Sections of the I.R.S. codehave been adopted by Alaska statute
into Alaska tax law (AlaskaStatutes, Chapter 43.) The issue of
r.he applicability of section 883 s the principal point of

contention in 0SG Bulk Ships Inc¢. vs State of Alaska, Department
of Revenue (3An-93-7851 <civ.) This case is awaiting a decision
from the Alaska Supreme Court.

Corporations which do business in Alaska and which benefit from
section 883 in determining their federal income taxes may face
higher Alaska taxes if that section is wultim ately deemed not to
apply to the Alaska tax. Moreover, they may face these higher
taxes for past tax years as well as current and future tax

years.,

[3] Suppose that the section 883 exemption is deemed
to apply for purposes of determining a foreign
corporation®s Alaska taxable income. Must the ships or
aircraft in question do business in Alaska 1in order for
the income derived from their operations to be included

in Alaska taxable income?

This is an issue in the O0SG case cited earlier with respect to
tax years prior to 1992. In order to be covered wunder section
883, a foreign corporation must do business in the United
States. However, nothing in section 883 requires that the ships
or aircraft themselves service the United States.



If the section 883 exemption is deemed not to apply to the
Alaska Corporation Net Income Tax, a foreign .corporation which
did business in Alaska prior to 1992 (when Alaska adopted a
“"water's edge" edge method of determining Alaska taxabhle income
for most corporations) and which operated ships or aircraft in
other parts of the world might belatedly find that the dincome
derived from those ships and aircraft should have been included
in their worldwide income for purposes of determining their pre-

1992 Alaska tax. If so, they may be required to file an initial
Alaska tax return or an amended return for those years (as was
0SG Bulk Ships, Inc.). For tax years 1992 and after this
particular issue does not arise except in the <case of oil and
gas producers or pipeline operators. However, there s till
remains the issue of taxing the income derived from foreign

flagged ships and aircraft which do operate in Alaska.

[4] Which corporations doing business in Alaska have

income which 1is exempt from the U.S. Corporation Income
Tax under section 883 of the 1.R.S. code?

This information is not publicly available. However we do know
that most cruise ships are foreign flagged as are virtually all
of the cargo ships which carry minerals, seafood and timber
products from Alaska to foreign countries. In addition, foreign

flagged air carriers operating out of or stopping over in Alaska
airports may come under the provisions of section 883 and may,

therefore, pay additional Alaska taxes if the section 883
exemption is deemed not to apply to the Alaska Corporation Net
Income Tax. In general, any item which is transported by air or

sea in either direction between Alaska and a foreign country s
lik ely to be carried in a ship or aircraft which is owned by a
foreign corporation. AIll of these corporations are what might be
called "section 883 vulnerable,” in that they may be faced with
higher Alaska tax bills should section 883 be deemed not to
apply to the Alaska Corporation Net Income Tax.

Finally, certain corporations w hich transport 0 il and gas
between ports entirely outside A.laska and which also do business
in Alaska report income on a worldwide basis rather than on a
water's edge basis. These corporations may also be subject to
higher Alaska taxes for both current and past tax years should

section 883 be deemed not to apply.
[5] Please name some names.

We cannot be sure without going beyond information which is
publicly available. However, the follow ing partial list of
companies may suggest the potential scope of the tax. These are
some of the companies doing business in Alaska which may either
be subject to the tax or which may have the tax shifted onto
them by others who are subject to the tax.

CRUISESHIP LINES: Holland America Line Westours, Princess
Cruises, Cunnard Steamship Lines, Norwegian Cruise Lines,



Celebrity Cruise Lines, Carnival Cruise Lines, Royal Caribbean
Cruise Lines

INTERNATIONAL AR COURIERS: Airborne Express, United Parcel
Service, Federal Express, DHL Airways

INTERNATIONAL AIRLINES: Korean Air, Japan Air, China Airlines,
Aeroflot

SEAFOOD PROCESSORS: Trident Seafoods, Unise a, Peter Pan
Seafoods, Oceantrawl, Ocean Beauty Seafoods
MINING COMPANIES: Cominco Alaska, Usibelli Coal Mine, Greens

Creek Mining, Placer Dome, Fairbanks Gold, Coeur-Alaska

OILFIELD SERVICE COMPANIES: Nabors Drilling, Parker Drilling,
Rowan D rilling

TIMBER COMPANIES: Kake Tribal Corp ., Sealaska Timber Corp.,
Klukwan Forest Products

OTHERS: Yukon Pacific Corp (natural gas pipeline), Ketchikan
Pulp (sawmills division)

[6] How would Alaska businesses and individuals be
affected if section 883 income were subject to the
Alaska Corporation Net Income Tax?

Any additional taxes which are levied for tax years prior to
1992, would fall as a lump sum burden on the foreign corporation
and for that reason are unlikely to have much of an effect on
the current and future price/wage decisions of corporations
which are already doing business in Alaska. It would be as if
the corporation suddenly ‘incurred an additional one time fixed

cost of doing business.

This is not to say, however, that raising taxes retroactively
would have no impact on Alaska. Almost certainly, a relatively
aggressive move such as this would send a message, so to speak,
and would thereby influence future investment hy causing
investors to increase the amount of tax they expect to pay on
future ventures in Alaska. In other words, investor expectations

of future profitability would be lowered. For this reason, new
business formation could be reduced even in industries which are
not directly affected by section 883. This point is discussed in
some detail in Appendix A, below.

An increase in present and future Alaska corporation incom e
taxes woill not only alter investor expectations of future
profitability, but w ill also have an impact on present and
future prices and wages. When a firm finds that its present and
future ‘income tax has been increased it has two options. It can
simply pay the higher tax and realize lower profits or it can

attempt to shift the tax onto another player (i.e . another



individual or firm ) . In general, the ability of a firm to shift
a tax onto other players differs on a case, by case hasis
depending wupon a number of factors. However, hecause Alaska
players are usually not in a strong market position relative to
the foreign corporations upon whom the higher tax would
initially be levied, it seems likely that most of the additional
revenue which is raised would ultim ately be paid by Alaskans and
not by the foreign corporations from whom it is collected.
Appendices 3,0, and D examine four cases in point. The common
ingredient in all of the cases which are discussed is a marked
difference in market power bhetween the foreign corporation which
initially pays the tax and the Alaska firms and individuals who

ultim ately pay it.

In summary, even if the higher taxes are ultim ately borne by the
foreign <corporations wupon whom they are levied they w ill reduce
investor expectations of future profitability and may thereby
significantly reduce new business formation in Alaska from what
it would otherwise be. To the extent the foreign corporation s
able to shift the higher tax onto other Alaska players, the tax
hecomes a "hidden™ tax on Alaska residents with immediate
impacts on Alaska employment and income,.

[7] Is the tax 1likely to be shifted onto Alaska players?

Yes, at least in part, possibly in large Dart. The second of
three principal conclusions we have reached is that in the cases
identified in appendices B, C, and D, the bulk of the tax s
very lik ely to he paid by Alaska individuals and resident
businesses. There are two reasons for this. First, as emphasized
in Appendix B thf tax may be better viewed as a value added tax
than as a tax on corporate profits. Value added taxes are more
readily shifted than are corporation profit taxes. Second, In
general, Alaska players la ¢k market power relative to the
foreign corporations which own the vessels whose income is to be
taxed. The degree to which a tax on one side of a market can be
shifted onto the other side of the market is determined largely
by differential market power. (In textbooks of the 1950's and
1960's the same point was couched in terms of relative price
elasticities of supply and demand.)

[81 What are the dollar amounts involved?
An overall total is not at hana because the required information

is simply not publicly available. Case by case estimates in all
or even a majority of cases could not be made in the available

time. The difficulty involved in preparing such estimates s
illustrated in appendices B and C. The Alaska Department of
Revenue would experience sim ilar difficulties in responding to a
fiscal note from the Alaska Legislature on this matter. This

means that the requisite information on tax impacts could not be
available to decision makers without a considerable expenditure
of time and effort. Some preliminary conclusions we have reached
(appendices B and C) are as follows.



- Bristol Bay Jlimited entry permit holders <can expect to
experience lower ex-vessel prices for sockeye salmon which
may cost them up to $ 1,000 per permit holder, (taxation of
foreign flagged vessels carrying salmon to Japan)

— The proposed Alaska natural gas pipeline can expect to pay
approximately $ 22 million to $ 28 million annually in
higher LNG tanker costs, (taxation of foreign flagged LNG

iankers)

One major problem involved in estimating the dollar yield of the
tax is its potentially arbitrary and capricious nature. 1In order
to accurately determine a foreign corporation™ Alaska net
operating 1income, the State of Alaska would need to audit not
only the books of the corporation upon whom the tax 1is levied
but also its parents and its affiliates. At the present time the
Alaska Department of Revenue relies on the voluntary cooperation
of the foreign corporations which it audits. In virtually all of
these cases, the information given to the State of Alaska 1is the
same as that given to the U.S. Internal Revenue Service.

In contrast, there 1is some question as to how much cooperation
could be expected if the State of Alaska intrudes into an area
that is not taxed under the U.S. Internal Revenue Service code.
(The federal government does not wish to see the states extend
their reach 1in this manner and 1is unlikely to pressure foreign
governments to comply with State of Alaska information requests.
See [10] below.) IfT DOR were wunable to gain access to all
relevant accounting records, foreign corporations could easily
reduce their net operating 1income to zero through judiciously

determined inter-groyp transfer prices. Under such
circumstances, the amount finally levied on each foreign
corporation would not necessarily be determined by applying

statutory rates to the true Alaska net --.eracing income of the
cor. ration but would instead be det .ed by either (a) what
the <corporation deigns to pay or (n; what is determined via
negotiation and litigation. This is thevery definition of

"arbitrary and capricious."”
[91 How many jJjobs are at stake?

Time constraints precluded making a detailed estimate. When and
if such an estimate 1is made the answer will turn rather heavily
on the number of jobs which are never created and the number of
investments which are delayed. Such an aggressive move to raise
taxes on business can be expected to send a clear message to
prospective investors that they may be next 1in 1line for higher
taxation. Under these circumstances these investors can be
expected to revise downward their estimated returns. (That the
move to tax foreign flagged ships and aircraft 1is aggressive
cannot be denied because it Wj.11 have been made despite
opposition from 1industry, the federal government and foreign



governments and also because Alaska w ill be the only state in
the union which levies such a tax.)

More to the point, not all impacts are well measured solely in
terms of lost jobs. As shown in Appendix B, the main imopact
resulting from levying higher taxes on Japanese shippers of
seafood products is almost certain to come in the form of lower
prices paid to fishers at dockside and a resultant drop in their
harvest incomes. Because many of these fishers can <compensate
(at least in part) by increasing their subsistence harvesting
efforts, the impact on published employment figures may be less
than it would otherwise be. Even so, the total impact may s till

he severe.

[10] Are there any intergovernmental vrepercussions to be
expected?

Repercussions may be subtle and indirect. It is well known that
foreign governments and the U.S. federal government strongly
disapprove of state taxation of foreign corporations in this
way. (Recall the major opposition put forward by the federal

government in the 1970's and 1980's when the State of California
attempted to levy taxes on a worldwide wunitary basis. Many of

the issues are the same.)

Attached as Appendix E is a copy of a letter sent on March 19,
1980 to the U.S. Department of State by the Italian ambassador
to the United States. In it the ambassador expresses the

Italiangovernment's deep concern:

"about the application to US subsidiaries of foreign

companies of the wunitary basis of taxation as applied
in California and in wvarying degrees by certain other

states.

Although the wunitary method of taxation is not an issue for tax

years 1992 to date, it is an issue for prior tax years. (The
Alaska Department of Revenue levied pre-1992 taxes on 0SG Bulk
Ships Inc.) Furthermore, at least two of the reasons for the
Italian government's concern are an issue for tax years both
hefore and after 1992. These reasons are: (a) the potential

intrusion by non-Italian governments into the affairs of Italian
companies, and (b) the potential for double taxation of company
earnings. Both of these problems <could arise if the State of
Alaska is allowed to tax the operating income of foreign flagged

ships and aircraft.

One foreign government that may show particular concern is
Canada. Mines in Yukon and Northern British Columbia have used
the port of Skagway and have considered the use of other
Southeast Alaska oports. Any concentrate shipped out of these
ports is virtually <certain to be transported in foreign flagged
vessels which would be subject to a tax on section 883 income.



Should it happen that Alaska levies such a tax, the Alaska
Department of Revenue could be faced with a serious information
gap - In particular, in order to determine if a foreign
corporation accurately reports 1its section 883 income the state
would need to be 1in a position to audit the books of not only
the corporation immediately involved, but also any parents or
affiliates. Although DOR receives such cooperation now, there is
a real question as to whether or not it could expect similar
cooperation from the owners of foreign flaggy i ships and
aircraft if the federal government did nothing to help and 1if
the ship owner®s country of domicile did nothing to help.



APPENDIX A
The Effect of Higher Taxes On Investor Expectations

SUMMARY: In an uncertain world any government action which
raises the threat of higher future taxes may reduce investment
more than what might seem likely given the size and scope of the
threatened tax 1increase. The reasons for this are (1) that
governments capture a portion of the gains from a successful
investment but do not always share 1in the losses and (2) that
the government action may not only cause an upward revision in
the subjective probability which investors assign to higher
future taxes but may also cause investors to increase the
effective risk premium which they demand from the project.

Investment decisions are made in 1light of a forecast of risk-
adjusted after tax 1income over the life of the investment. A
sophisticated investor assigns a probability to the different
levels of tax which might be paid in the future. |If the 1investor
is risk averse, a risk premium is demanded from the project.

An income tax not only Jlowers a project"s expected return but
also raises the risk premium demanded from the project. In part
this happens because an income tax allows government to share 1in
the profit from a successful investment, but not always 1in the
losses should the 1investment fail. In particular, business
losses can only be offset against other business 1income. Many
prospective Alaska 1investors have no prior Alaska 1income and
many would have no future Alaska income should the investment

fail.

Although the forecasts made by some investors are crude and may
even fail to take proper account of an wuncertain future, more
often we find that at least some attempt 1is made to account for

a range of outcomes. If enough is at stake, informed
professional investors construct formal probabilistic models
which deal explicitly with the uncertainty which attends
proposed investments. The best known and most widely used of

these models is the Bayesian Expected Utility Decision Model
which was de/eloped by Howard Raiffa and Robert Schlaifer at the
Harvard Business School (references upon request). A simplified
version of that model 1is used here to show how the threat of
higher future taxes impacts investment decisions ooth by raising
the probability assigned to a higher tax vrate and by leading
investors to demand a greater risk premium from the project.

Risk Premium

Suppose you are faced with an equal chance, a coin toss, of
either winning $ 15,000 cr losing $ 10,000. You own the rights
to this lottery and car either sell these rights to another
player or toss the coin and accept the outcome. If you toss, the
coin you and the bank must settle accounts on the spot. You do a
little calculation and find out that the expected value of this



lottery is $ 2,500. You know that this means that if the lottery
were to be played a large number of times your expected winnings
would equal $ 2,500 multiplied by the number of times you played
the lottery. However, you also know that the lottery will only
be played one time. What do you do?

The answer will differ amc lg persons. A person who is risk
averse would be willing to sell the rights to someone else for a
price less than the § 2,500 expected value. (For example, if you
would gladly give these rights away you are demonstrating risk
averse behavior. Considering that you face a .50 probability of
having to write a $ 10,000 check, this could hardly be viewed as
irrational behavior!) A person who is a risk lover would demand
more than $ 2,500 for these rights. Finally, someone who is just
indifferent between tossing the coin and selling the rights for
exactly $ 2,500 is said to be risk neutral

If a person is risk averse we define that person's risk premium
for this lottery to be the difference between the § 2,500
expected value and the smallest dollar amount this person would
take for the rights to the lottery. If for example, you would be
willing to sell the rights for $ 1,000 but would not accept a
penny less, then your risk premium for this lottery is $ 1,500,
The $ 1,000 vyou would accept for the rights is called your
"“certainty equivalent" value of the lottery. In other words,

RISK PREMIUM = EXPECTED VALUE - CERTAINTY EQUIVALENT

Risk averse investors make decisions on the basis of a project's
certainty equivalent returns, given the project's expected
returns and the risk premium which they demand. For this reason
the previous equation is often expressed as:

CERTAINTY EQUIVALENT = EXPECTED VALUE - RISK PREMIUM

An Example: Simple, Informative and Contrived

A particula: investment opportunity requires that your
corporation pay $ 7,000 wup front. [f the investment s
successful, your corporation's net income after all expenses but
before tax will equal $ 1,000 a year in perpetuity. If the

investment fails you not only lose your initial $ 7,000 but also
incur a liability for future damages that just happens to equal
$ 1,000 per year in perpetuity. The applicable income tax rate
is presently a flat 10 percent of your $ 1,000 annual income if
the venture succeeds. If it fails, you have no other business
income against which to deduct your losses. (Which is to say
that government shares in the gains but not in the losses.) You

believe that with probability of 0.90 the tax rate will remain
at this level for the life of the investment and that with
probability .10 it will increase to 15 percent next year and

then remain constant at that new leve.l. After gathering all of
the information you can, you determ,ne that apart from tax



considerations the 1investment has a 0.75 chance of succeeding
and only a 0.25 chance of failing. You are risk averse. Should

you make the investment?

A little calculation shows that the certainty equivalent value
of after tax annual income under these conditions 1is equal to

the following:

CE = 421.25 - (.9*RP10 + .1*RP15)

where 421.25 is the expected annual after tax income (in
dollars) and where RP10 and RP15 are the annual risk premia
associated with tax rates of 10 percent and 15 percent,
respectively. lhe quantity (.9*RP10 + .1*RP15) is the risk
premium. If the annual certainty equivalent 1is capitalized at 5
percent, the present discounted value is equal to:

m PDV = 8,425 - 20*(.9*RP10 + .1*RP15)

Note that there is no need to add a risk premium to the 5
percent discount rate because risk 1is already accounted for by
the inclusion of RP10 and RP15 in the equation.

Now suppose that RP10 = $ 42.50 and RP15 = $ 77.50. 1In general,
a higher risk premium 1is associated with a higher tax rate
because the higher tax vrate lowers income in the event of
success but does nothing to reduce the 1loss 1in the event of
failure. 1In keeping with this RP15 1is greater than RP10. We can

then calculate that:

CE = 421.25 - .9*42.5 -.1*77.5, or

CE 375.25

Discounting to present value at 5 percent (in perpetuity for
ease of calculation) we have:

PDV

8,425 -20*(.9*%42.5+.1*77.5), or

PDV

7,505

Because the risk adjusted present discounted value exceeds the
$ 7,000 initial investment the project is worth doing for this
investor. A more risk averse 1investor might decide otherwise,

but for this investor the project is a "Go."

Ihe-lhrsat of KigherJllax.es.

Now suppose that state government aggressively raises taxes on
some other industry, say by declaring section 883 of the U.S.
Internal Revenue Code to be inapplicable for purposes of
calculating taxable income under the state <corporation income
tax. Further suppose that this causes your corporation to revise



upward the probability that the applicable tax rate will be 15
percent next year instead of 10 percent. |In particular, suppose
that the probabilities go from (.90, .10) to (.50, .50) meaning
that now your corporation thinks that there 1i1s a fifty-fifty
chance that the applicable rate will be 15 percent.

Leaving everything else unchanged, it can be shown that the
revised annual —certainty equivalent value of the project®s
income stream drops to:

CE naw 406.25 -.5*RP10 - _.5*RP15, or

CEnow 346.25

and that the vrevised present discounted value of the income
stream (in perpetuity at a 5 percent discount rate) 1is:

PDVrew = 8, 125 -20* (.5*RP10+.5*RP15) , or

PDVnew

6, 925

The project 1is now not worth doing because 1its revised present
discounted value is below the $ 7,000 investment.

The effect of the higher annual risk premium associatedwith the
higher tax rate 1is crucial in this example. |If theriskpremium
were the same regardless of the tax rate (that is to say, 1if
RP10 = RP15 = $ 42.50), we would have a present discounted value
of $ 7,275 after the government action rather than the $ 6,925
shown above. The higher risk premium accounts for $ 230 of the $
580 decline in present discounted value caused by the government
action. In other words, the effect is nearly doubled.



APPENDIX B
THE IMPACT OF HIGHER SECTION 883 TAXES ON ALASKA FISHERIES

SUMMARY: The main impact of higher Alaska taxes on the foreign
flagged vessels and aircraft which transport seafood to other
countries from Alaska harvesting areas is likely to come in the
form of 1lower prices paid to harvesters at dockside and a
resultant drop in their harvesting incomes. The reason for this
is an imbalance of market power between the large corporations
which control foreign wholesale seafood markets, on the one
hand, and the domestic processors operating in Alaska harvesting
areas, on the other. 1In turn, these domestic processors are in a
strong market position relative to the large number of
independent harvesters who work in the fishery. We use the
Bristol Bay sockeye salmon fishery as a <case in point. The
average reduction in annual net income per permit holder in one
representative fishery (Bristol Bay sockeye salmon) 1is on the

order of $ 1,000.

The analysis presented here centers on the BristolBay sockeye

salmon fishery for two reasons. First, ithelps to clarify the
analysis if the focus is narrowed. Second, a 1993 memorandum
released by the Alaska Attorney General's office identified the
Bristol Bay sockeye salmon fishery as one in w hich large
Japanese trading companies are likely to hold a disproportionate
share of the market power. This document is unique in terms of
its inform ation content. (See the memorandum from Assistant
Attorney General James Forbes to Attorney General Charles E.
Cole, dated June 7, 1993 entitled "Bristol Bay Salmon

Investigation".)

Bristol Bay is the location of Alaska's largest volume sockeye
salmon fishery. On the order of one-fourth of the world's supply
of sockeye comes from Bristol Bay and over 60 percent of the
harvest is resold to Japanese wholesalers. Prior to 1979, 90
percent or more of the Bristol Bay sockeye harvest was canned,
with less than 10 percent sold fresh or frozen. Since 1979 the

situation has reversed. In recent years frozen sockeye have
averaged in excess of 50 percent of the harvest. In brief, the
Bristol Bay sockeye harvest s large, large relative to the
market, largely frozen, and sold largely in Japan.

Commercial sockeye salmon fisters in Bristol Bay must either own
a lim ited entry permit, lease a permit from the owner, or hire
out as a crew member to an owner or Jlease holder. Sockeye are
harvested with either drift giilnets or in-shore setnets. Since
1974 when lim ited entry was instituted an average of 2,700
permits have been validated per season with a peak of 2,980 in
1975 and a low of 2,485 in 1976. Since 1979 no fewer than 95
percent of the validated permits have been fished each season.



There are two domestic markets for frozen/fresh sockeye in
Bristol Bay, the ex-vessel market 1in which harvesters sell to
domestic processors, and the wholesale market in which the
domestic processors sell to Japanese buyers. The buyer side of
the ex-vessel market consists of fewer than six relatively large
domestic processors and (historically) up to sixty-five smaller
processors. Since 1987 the number of smaller processors has
declined. According to information collected by the Alaska
Atcorney General®"s office during its 1991-1993 investigation of
price fixing by Bristol Bay processors, the six firm buyer
concentration ratio in the ex-vessel -market over the years 1985
through 1990 never fell below .51 and on occasion rose as high
as .67. The six firm buyer concentration ratio gives the share
of the total harvest purchased by the six largest processors.
Concentration ratios greater than 0.50 indicate significant

market power.

The domestic processors, in turn, sell to any of a number of
Japanese buyers who then ship the fish to wholesale markets 1in
Japan. One point which was emphasized 1in the Alaska Attorney
General®s 1993 memorandum (identified above) 1is that the many
Japanese buyers of frozen and fresh sockeye are likely to be
only nominally 1independent. Based on evidence gathered during a
three year investigation the memorandum offered the following

informed judgement:

"We believe that the evidence, when examined in light
of the conventional practices of the large Japanese
trading companies, strongly suggests that for policy
purposes Alaska would be well advised to act as if
the buyer  side of the Bristol Bay (wholesale) market
were oligopsonistically controlled.”™ (page 7)

Suppose that the Alaska Department of Revenue notifies the
Japanese buyers of Bristol Bay sockeye salmon that henceforth
the Alaska Corporation Nee Income Tax was to be applied to
income derived from the sh.ps which transport the fish to Japan.
How would the tax be determined? How much revenue would be

raised? Who would ultimately pay the tax?
How Would the Tax Be Determined?.

One major problem involved in estimating the dollar yield of the
tax is its potentially arbitrary and capricious nature. |In order
to accurately determine a foreign corporation®s Alaska net
operating 1income, the State of Alaska would need to audit not
only the books of the corporation upon whom the tax 1is levied
but also its parents and its affiliates. At the present time the
Alaska Department of Revenue relies heavily on the voluntary
cooperation of foreign corporations for such information. In
virtually all of these cases, the information given to the State
of Alaska is the same as that given to the U.S. Internal Revenue
Service. There 1is some question as to how much cooperation could



be expected if the State of Alaska intrudes into an area that is
not taxed under the U.S. Internal Revenue Service code. |If DOR
were unax>le to gain access to all relevant accounting records,

foreign <corporations could easily reduce their reported net
operating income to zero through judiciously determined 1inter—
group transfer prices. Under such circumstances, the amount
levied on each foreign corporation would not necessarily be
determined by applying statutory rates to the true Alaska net
operating 1income of the corporation but instead by either (d)

what the corporation deigns to pay or (b) what is determined via
negotiation and litigation.

Without attempting to predict a precise sequence of events, at
some point both the foreign corporation and the Department of
Revenue will impute a wholesale transfer price for salmon,
calculate imputed net income from the foreign corporation®s
shipping operations and then apply the Alaska Corporation Net
Income Tax to imputed income. The language in the Alaska
Corporation Net Income Tax instructional booklet which requires

such imputations 1is:

"Make or reverse adjustments necessary to reflect
intercompany profit on transactions between corporations
within and outside of the water®s edge combined group."”
(1995 instruction booklet, instructions for schedule H.)

In the case of Bristol Bay operations the imputed wholesale

transfer price is the price for transportation services which
would have been paid in an arm length transaction by a
representative Japanese wholesaler to a representative
independent shipper. Just how DOR would arrive at such a figure
is an open question should the shipping companies and their
affiliates declire to cooperate and should DOR be wunable to
mandate an outride audit of a vertically integrated Japanese
trading company. One possibility is for DOR to simply accept the
price 1imputed by the corporation. But one point 1is clear.
However the transfer price 1is computed, 1its reasonableness will
be judged by the reasonableness of the tax burden which results.

The importance of this discussion is simply this. Under
circumstances which may well arise, the Alaska Corporation Net
Income Tax on foreign flagged ships and aircraft cannot be
analyzed as a tax on corporate profits. The possible need to
impute a wholesale transfer price and to then judge the
reasonableness of the tax by comparison to some other standard
means that the tax may be more like an ad valorem sales tax or a
value added tax than a profit tax. This has implications for the
issue of who will ultimately pay the tax.
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How Much Reyenu.e_Wo.uld.-Bs.Raised?

This is impossible to estimate with any degree, of certainty
given the difficulty 1in obtaining accurate data on Japanese
shipping costs and given the high degree of guesswork that would
necessarily attend the imputation of a wholesale transfer price
by DOR. However, the test of reasonableness which might need to
be applied to the tax returns prepared by the foreign
corporation allows one to make an informed guess.

There are at least two time-tested ways to come up with a rough
estimate of what the yield of the tax should be.

(1) Apply a percentage to the estimated market value of the
cargo ships themselves on the assumption that net operating
income from shipping will amortize the investment in the
vessel over a given period of time.

@) Set the imputed transfer price so that" taxable net
operating income vyields Alaska tax revenue which is judged
to be fair by comparison to some standard.

Time constraints precluded the use of method (1) in this study.
Information on construction costs for a "typical™ Japanese
seafood carrier could not be quickly obtained. The application
of method (2) suggests an annual revenue yield of up to 3
percent of the ex-vessel value of the salmon which are shipped
frozen or fresh from Bristol Bay. The 3 percent 1is not only the
rate levied against raw fish under the Alaska fishery resource
landing tax, but can also be derived by applying statutory tax
rates to a vessel®s net operating income, as long as this 1income
is approximately equal to one-third of the ex-vessel value of
the cargo. (These are the kind of relatively loose tests of
reasonableness which have been used by other governments faced
with similar information problems.)

In recent years the annual ex-vessel value of sockeye salmon
harvested in Bristol Bay has fluctuated between $ 125 million
and $ 200 million. The midpoint of this range 1isapproximately $
160 million. A <conservative estimate >f the volume shipped
frozen orfresh to Japan 1is on the order of 55 percent of the
total harvest, with the remainder either canned or smoked.

A tax of 3 percent on 55 percent of an annual harvest value of

$ 160 million comes to $ 2.64 million per year. |If DOR 1is forced
to judge the reasonableness of the revenue raised from foreign
flagged shippers in Bristol Bay by such a standard (when judging
the reasonableness of the foreign corporation”s imputed
wholesale transfer price of the sockeye) then $ 2.64 million may
not be completely unuseable as a first pass estimate of the
maximum amount of revenue to be raised in this fishery each year
by extending the Alaska Corporation Net |Income Tax to foreign

flagged seafood carriers.



