Tax Issues — Oil & Gas Corporate Income Tax
Federal tax credits adopted by reference.  For state income tax purposes, AS 43.20.021 pro​vides in pertinent part:


(a)
Sections 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 Internal Revenue Code have full force and effect under this chapter unless excepted to or modified by other provisions of this chapter.  …


(d)
Where a credit allowed under the Internal Revenue Code is also allowed in computing Alaska income tax, it is limited to 18 percent for cor​porations of the amount of credit determined for federal income tax purpos​es which is attributable to Alaska.  …

Under these provisions the federal tax credits in §§ 1 – 1399 of the Internal Revenue Code are adopted for Alaska purposes as well, except for the federal foreign-tax credit (which is not allowed at all for Alaska purposes under AS 43.20.036(a)) and the federal investment tax credit (which is limited in amount under AS 43.20.036(b)).  The amount of the state tax credits is 18% of the federal credit “attributable to Alaska.”  The Depart​ment of Revenue has interpreted “attributable to Alaska” to mean the portion of any other​​wise qualifying federal credit that is apportioned to Alaska using the same ratio that the taxpayer uses to apportion its income to Alaska.  See 15 AAC 20.145(c) (effective be​gin​ning in 1998).

In dollar terms, the two biggest tax credits that oil companies report to Alaska are so-called “section 29 credits” (because they are allowed under § 29 of the Internal Revenue Code) and the enhanced oil recovery, or EOR credits.  The federal “section 29 credits” will cease to be available in 2002, which will leave EOR credits as the big-ticket item.

An Alaskan EOR credit for Alaskan EOR projects is good tax policy for Alaska.  A sig​ni​ficant portion of the econ​om​ic value for many EOR projects is the EOR credits they gen​er​ate, and with​out the cred​its a surprising number of EOR projects would be too anemic economically to be com​petitive.  In providing the EOR credit, Alaska stands to benefit not only from the production tax and royalty on the additional production that will result, but also from the fact that a greater number of barrels will bear the relatively fixed oper​at​ing costs of TAPS and will thereby lower the tariffs and increase the netbacks for roy​alty and production tax purposes.  Alaska also bene​fits from having the additional pro​duction in the extrac​tion factor for the income tax.

There are similar policy justifications for having state counterparts to other federal tax cred​its if the credit-generating activity is in Alaska.  If a com​pa​ny invests mon​ey in low-income housing in Fairbanks, Anchor​age or Juneau, for example, the same social consid​erations that justify a federal tax credit apply with equal force to justify a state counter​part of that credit for this investment.  In fact, one could go through a list of the federal tax credits in §§ 1 – 1399 of the Internal Revenue Code — including jobs credits, alterna​tive fuels credit, research and development credit, and so on — and each one of them makes good sense and sound policy for Alaska if the activity generating it takes place here.

Where the justification for a state tax credit becomes less compelling is when the activity gener​at​ing that credit is Outside.  The tax regulations interpreting the statutes have creat​ed the rule for apportioning portions of the tax credits generated Outside into Alaska.  At the same time, the same regulations call for apportioning away from Alaska some of the tax credits generated inside the state.  These results happen because the regulations reflect an interpretation of the statute in which the phrase “attributable to Alaska” in AS 43.20.​036(d) quoted above is construed to mean “apportioned to Alaska.”  While this may be a permissible interpretation of “attributable,” it certainly is not the only possible one.  If tax policy considerations dictate that credits against Alaska tax should be generated only by ac​tivities and investments in state, it would be easy to rewrite the regulation so that “at​trib​utable to Alaska” means “generated in Alaska.”  Thus, to the extent there is a prob​lem that tax credits generated Outside are being partially allowed against Alaska’s income tax, this is a self-inflicted wound under the present tax regulations.

Nondeductible income taxes.  The reason why AS 43.20.031(c) and AS 43.20.072(b)(1) do not allow a deduction for income taxes is straightforward:  When Alaska first adopted an income tax in 1949 during Territorial days, it was originally just a percentage of your fed​eral income tax.  However, taxpayers itemizing their deductions quickly found they could deduct their Territorial income tax on their federal returns.  Of course, when they deducted it, it reduced their taxable income and their federal tax.  But the smaller federal tax meant their Alaskan tax was also smaller, since it was just a flat percentage of the fed​eral tax.  And when the Alaskan tax got smaller, the deduction for it on the federal return got small​er, so then the federal tax went up and then so did the Alaska tax.  Back and forth, round and round, there was practically no end to this feedback loop between the amount of federal tax and the Alaskan tax based on it.

It was not long before the Legislature decided that Alaska’s tax should be based on fed​er​al taxable income, rather than the actual amount of the federal tax.  With income as the base, it was possible to break the loop between the federal tax and Alaska’s, simply by saying the state tax is based on federal taxable income before deducting the Alaska tax.  Of course, if you only did that, it meant Alaska was letting all the other states, territories and other U.S. income-tax jurisdictions cut in line ahead of it.  This is because those other income taxes would still be deducted in the federal taxable income.  Instead of putting it​self at the end of the line, Alaska did the same as all those other jurisdictions, by saying no one else’s income tax would be deductible in determining the income to be appor​tioned to Alaska and taxed.

This rule of nondeductibility may seem reasonable when it applies to the income taxes of all the tax​ing juris​dictions in the United States.  Of all the states with income taxes, their maxi​mum rates for corporations in the top income bracket range from 4.63% in Colorado to 12% in Iowa, with the national average (including the District of Columbia) being 7.6 per​cent.
  With these rates, the amount of distortion caused by adding back income taxes is prob​a​bly no greater than the distortion under the “rough approximation” of in-state in​come that is inherent under a gen​eral apportionment approach.

However, the nondeductibility of income taxes becomes arbitrary and unreasonable when it is extended to foreign income taxes, which can have effective rates of 90% or more.
  In the case of such a 90% tax, the nondeductibility rule means Alaska is saying that for tax purposes, you made ten times as much in that foreign country as you actually did.  Tak​​​ing a slice out of such an exaggerated income figure and taxing it, as Alaska does, can have two unfair and unreasonable consequences.  One is that it may well distort — in a material and perhaps even impermissible way — the amount of income that you are deemed to have gen​er​ated with your Alaskan business activities.  The other is that Alas​ka’s tax on that phan​tom foreign income might actually tax away all of the real income that you made in that country.

It should be noted, in conclusion, that Alaska subjects only the oil industry to these ex​treme dis​tortions for foreign income.  This is because only oil and gas producers and pipe​lines are required to go on a worldwide basis in apportioning their income to Alaska.  Everyone else paying in​come tax is subject to “water’s edge” apportionment and only has to apportion a slice out of its U.S. income to Alaska.

Separate accounting vs. apportionment.  The theoretical objective of separate accounting is identical to that of apportionment — namely, to determine the amount of net income actually earned by the in-state activities of a taxpayer’s multistate or multinational busi​ness.  These two approaches simply set about to do this in different ways.  Separate ac​counting attempts to quantify the amount of income the in-state portion of the business would earn if it stood alone, apart from the rest of the larger business enterprise.  Appor​tionment starts with the assumption that cer​tain key factors or attributes of a business are reliably indicative of the capacity of a busi​ness to generate profits, and thus the more those factors or attributes are present in-state, the great​er the percentage of that business’s entire income that should be attributed to its ac​tiv​i​ties in that state.

Neither separate accounting nor apportionment is free of difficulties either in theory or in practice.  Regarding the practical difficulties and conceptual shortcomings in putting sep​arate accounting into practice, no less an authority than the United States Supreme Court itself has written:

One way of deriving locally taxable income is on the basis of formal geo​graph​ical or [separate] accounting.  The problem with this method is that for​mal accounting is subject to manipulation and imprecision, and often ig​nores or captures inadequately the many subtle and largely unquantifiable transfers of value that take place among the components of a single enter​prise.

Container Corp. v. Franchise Tax Board, 463 U.S. 159, 164-165 (1983).  A simple ex​am​ple can illustrate the kinds of theoretical and practical difficulties that the Supreme Court was talking about.

Suppose you are a commercial fisher who fishes in Alaskan waters, but you sell your catch in Seattle to a Pike Street fish stand that you and your brother own equally.  You home-port your ship in Vancouver, B.C. and that’s where you buy the fuel, food, provi​sions and gear for your ship and crew.  You normally refuel and restock once at Sitka while you are on a fishing run.  You spend 35% of your cruising time in Alaskan waters, 45% in B.C. waters, 15% on the high seas and 5% in Washington state waters.  It costs $60,000
 to outfit and provision the ship and crew in Vancouver, and it costs $10,000 to refuel and resupply in Sitka.  You pay the crew $100,000 and yourself $40,000 in Seattle at the end of each fishing run.  Your total costs per run are thus $210,000.  You sell your catch at cost for $210,000 to your fish stand business, which resells the fish at retail for $350,000.  The fish stand expenses are $30,000, leaving it with a profit of $110,000, of which your share (which you receive in Seattle) is $55,​000.  How much of your $40,000 salary and $55,000 share from the fish stand did you make in Alaska?

It’s obvious that at least some of your $95,000 was made in Alaska because you were here 35% of your cruising time working for it, but there is no inherently “right way” to figure out how much under separate-accounting principles.  Take, for instance, the fish sales at the Pike Street fish stand in Seattle.  Under separate-accounting principles, those sales and the proceeds from them should be accounted in Washington state, not Alaska, because Washington is where those sales occur.  But if you don’t attribute some of the proceeds from those sales to Alaska, how will there be any taxable income here?  Even the salary that you pay yourself is paid in Seattle (along with your crew’s salary), and it’s paid out of the $210,000 that you got by selling the fish to the fish stand.

Besides the analytical problems of attributing some of the gross income to Alaska, there are also prob​lems in attributing your costs here.  If you just look at the places where you spend your money, the only Alaskan expense is the $10,000 you spend in Sitka to refuel and resupply.  Does that mean that none of the $60,000 you spend in Vancouver is a re​cog​nizable expense for Alaska, even though a significant portion of what it bought is con​sumed while fishing in Alaskan waters?  Ditto for the salaries of your crew.  You pay them in Seattle, but they earned at least part of the money in Alaskan waters — isn’t that an Alaskan expense?

But if you do say that part of the $60,000 and part of the crew’s salaries are Alas​kan ex​penses, then you face the devil of how much of that cost and those salaries are Alaskan.  How do you justify allocating whatever that amount might be to Alaska and not some other amount under separate accounting principles?  Do you keep track of the exact time you enter and leave Alaskan waters and gauge the fuel in your tanks each time you come or go?  Do you record exactly when each morsel of food is eaten and when each piece of gear is used, so you can determine the what is actually consumed or used in Alas​kan waters?  Or do you violate the separate-accounting principle and apportion your sailing costs to Alaska on the basis of the 35% of your sailing time that you spend in Alaskan waters?

In addition to these analytical problems in attributing gross income and expenses to Alas​ka, there is also the matter of your sale of fish to the fish stand in Seattle.  You sell those fish for exactly what it cost you to catch them — salaries of $140,000 (including your own $40,​000), $60,​000 of costs in Vancouver, and $10,000 more spent in Sitka.  You aren’t making a dime on the fishing end of your operation.  Does that make sense?  Could you have structured things this way because Washington doesn’t have an income tax, so that whatever you get back as your share of the profits from the fish stand are not taxable in Alaska under separate ac​coun​ting (they would be taxable in Wash​ington if it had an income tax)?  Isn’t your price at cost to yourself and your brother merely a ploy intended to shift income away from Alas​ka where it would be taxed, to Washington where it wouldn’t?  For that matter, what about the $40,000 that you pay yourself?  Is $40,000 really what a fishing boat cap​tain would normally make for what you’re doing, or is it shaded down a tad?  If so, then isn’t your lower-than-normal salary nothing more than another effort to shift money to the tax-haven in Washington and away from Alaska?

While these questions illustrate the weaknesses, incompleteness and paradoxes that inevi​tably arise under separate accounting, apportionment is not free of woes either.  As noted at the be​gin​ning of this section, the fundamental assumption undergirding the apportion​ment ap​proach is that cer​tain key factors or attributes of a business are reliably indicative of the capacity of a busi​ness to generate profits, and thus the more they are present in-state, the great​er the percentage of that business’s entire income that should be attributed to its ac​tiv​i​ties in that state.  But is it really true that $5 of sales in Alaska represents the same potential to generate income as $5 of sales everywhere else you do business?  Or that a million dollars of property in Alaska is exactly as profitable as a million dollars in​vested everywhere else?  Or that you make the same profit from each barrel of oil pro​duced in Alaska that you make from a barrel produced in Texas or Saudi Arabia?

Even if all this were true for a given corporation today, would it still be true tomorrow? next year? 10 years from now?  And further, even if you could say yes to all these last ques​tions — “yes, these things are all true for my business today, and will be true for it tomor​row, and next year, and 10 years from now” — will they all also be true for the next per​son who is in the same business as you?

Of course they won’t be perfectly true for each individual corporation, and perhaps not even for any corporation.  But that’s not the government’s practical concern about appor​tionment.  The government’s concern is whether, on average, these attributes or fac​tors are reasonably reflective of your business’s capacity to generate profits in the places.  If so, then that’s close enough for government work.  And that’s why the U.S. Supreme Court said that apportionment only yields a “rough approximation” of a business’s in​come earned or generated in the various states and nations where it does business.

The choice between separate accounting and apportionment, therefore, is not a matter of ideology.  It cannot be ideological because neither approach can be successfully imple​ment​ed with​out either being internally inconsistent or making assumptions that you know cannot be 100% accurate all the time and quite possibly not even any of the time.

So if not ideology, then what basis is there for preferring one approach over the other?

One reasons is greater efficiency and less cost in administering the tax using apportion​ment.  Sep​arate accounting involves a lot of analysis to find the best allocation of revenue and ex​penses to the state — and re​mem​ber from the example above that this analysis often has no “correct” answer, or may even have no meaningful answer at all without at least some serious cheat​ing on the very princi​ple of separate ac​count​ing.  Separate ac​count​ing also in​volves unraveling a lot of transac​tions between affiliated parts of a single business that may or may not be designed to move income around and away from where a state can tax it.  All this analysis and unrav​el​ing ultimately involves making judgments about what’s “cor​rect” under the particular facts and circumstances.  Since taxpayers and tax auditors are unlikely to form the same judgments about these issues, there is — in ad​di​tion to all the time, effort and expense needed to analyze a business and properly unrav​el all the deals between related parties within that business —the further cost of litigating or other​wise resolving the disputes that are like​ly to arise between the audi​tor and the tax​pay​er about these judgment calls that each of them is making.

In con​trast, if you start with federal taxable income and appor​tion a part of it to Alaska, you can coattail off the IRS and its audits of that income.  All you need to do is make sure that any Alaskan adjustments to that federal income have been made cor​rectly by the taxpay​er, and that the taxpayer has prop​erly calculated the in-state percent​ages of its world​wide property, sales and produc​tion in order to apportion the correct per​centage of its income to Alaska.  These issues may not always be as easy or as simple as this may sound, but they are certainly a lot easier, simpler and less expensive than mak​ing and fighting over all the difficult judgment calls that have to be made under separate account​ing.  Such efficiency in tax administration was no doubt part of the Legislature’s reasons for basing Alaska’s income tax on the federal tax in the first place.

Besides the fact that apportionment is easier and less expensive to administer, another consideration for choosing between separate accounting and apportionment might be the tax revenues each would produce for the state.  This may seem like a taboo subject for AOGA even to breathe a word about, given the industry’s undivided and unflinching opposition to separate accounting when it was on the books in 1978-81, and given also how much more income tax revenue separate accounting generated for Alaska then.

But times have changed since the late 1970s and early ’80s.  Between 1968 when Prud​hoe Bay’s discovery was announced and 1981 when Alaska repealed separate accounting, oil prices had first quadrupled from a little less than $3 a barrel to nearly $12, and then had compounded that increase by trebling to nearly $40.  In real terms, oil prices have never been near that high since 1981.  In addition to unparalleled high prices, Prudhoe Bay was right at the peak of its flush production, able to produce 1.2 million barrels a day from about 120 wells in 1978 and then to rise to 1.5 million by the end of 1979 from about 150 wells.  Prudhoe Bay, like the great majority of oil fields, never had lower pro​duction costs per barrel than in those heady days at the start of its production live.  Its gas-oil ratios would never be lower, meaning there was less gas to reinject than there ever would be again.  The volume of water produced with each barrel of oil was also at its low​est, meaning the cost of disposing of that water was as low as it ever would be.  Con​ditions in 1978-81 were ripe to make Prudhoe’s profit per barrel as great as it ever could be.

Apportionment assumes that the business attributes in Alaska reflect a profit-generating capacity comparable to the average capacity everywhere else.  But by any standard, Prud​hoe Bay’s profit-generating capacity in 1978-81 was certainly not average.  It sur​passed the rest of the world for private oil companies with the possible exception of the largest of the fields in the North Sea, which were coming into full production at about the same time. Little wonder, then, that separate accounting represented a lot more tax reve​nue for Alaska than apportion​ment did at that time.

Since the early 1980s the volume of gas that has to be reinjected at Prudhoe Bay has risen to more than 8 billion cubic feet a day.  Water that is produced in association with the oil is now over a million barrels a day.  Instead of only 120 producing wells, there are a thou​sand.  And most salient of all, since 1981 production has fallen by over a million barrels a day to 512 thousand in FY2002 according to the Spring 2001 Revenue Sources Book.  In other words, costs are way up and production is way down.

Now, AOGA is not about to say anything about which approach — separate accounting or apportionment — would generate more money for the state today or in the future.  But there are two important truths about the relative tax-generating horsepower of separate account​ing that must be kept in mind.

First, for any field in Alaska at any time, there is a market price for oil below which sep​ar​ate accounting generates less income tax for Alaska than apportionment.  This is a con​sequence of the fact that it costs more to transport Alaskan oil to market than practically anywhere else.
  As a result, netbacks in Alaska start out lower than practically any​where else, and as the market price level decreases, Alaska will be one of the first places where all the profit in producing oil will be squeezed away and then pushed into the red.  Mean​while production in the rest of the world will still be producing profits, along with all the downstream investments, and apportionment would still be attributing the same slice of the worldwide pie to Alaska.  In other words, income generated outside Alaska could still be apportioned to the Alaskan business even though that business was making no profit at all at the low price.  Sometime before that price is reached, the cross-over will occur be​tween separate accounting being the greater tax and apportionment being greater.  This point will almost certainly be reached for some taxpayers sooner than others because no two taxpayers have the same degree of profitability for their Outside investments relative to their Alaskan ones.

Second, for any field in Alaska at any given market price, there will eventually come a time in its life where separate accounting will generate less income tax for Alaska than apportion​ment.  This reflects an inescapable consequence of producing a non-renewing resource.  As the resource becomes increasingly depleted, it gets harder and harder — and more and more expensive — to keep producing from the resource that remains.  In​novative operating techniques and new technologies can, and often do, postpone this inevitable day of reckoning, but they cannot prevent it altogether.  The day of reckoning eventually comes, for all fields.

In the last part of a field’s life before that end, its profit margin will get thin​ner and thin​ner.  Eventually it will become less than a business’s average margin from production for its business as a whole.  This means that each barrel produced Outside would contrib​ute more to the worldwide income pie than an Alaskan barrel.  Similarly, each dollar in​vested in Alaska would reflect less actual profit than the average dollar for the business as a whole, and the same for each dollar of sales in-state versus Outside.  So using these fac​tors to apportion a piece of the business’s income pie to Alaska will take more out of the pie than the Alaskan business has actually put in.  When this starts to happen, and it will eventually, apportion​ment will result in a larger tax than separate accounting, regardless of which field you’re talking about and what price level you want to assume.  As with the first proposition, this cross-over will occur at different times for different businesses even if they jointly own the same Alaskan field.










	� 	Source:  Federation of Tax Administrators, Range of State Corporate Income Tax Rates (For tax year 2001 – as of January 1, 2001), on the Web at http://www.taxadmin.org/fta/rate/corp_�inc.pdf.  


	� 	“If a company is a unitary business, then a State may apply an apportionment formula to the tax�pay�er’s total income in order to obtain a ‘rough approximation’ of the corporate income that is ‘reasonably re�lat�ed to the activities conducted within the taxing State.’”  Exxon Corp. v. Wisconsin Dept. of Revenue, 447 U.S. 207, 223 (1980) (citations omitted).


	� 	Such countries are generally not constrained by constitutional limitations such as Due Process and a prohibition against the taking of property without compensation.


	� 	AS 43.20.073 provides in pertinent part:


	(a)	A corporation that is a member of an affiliated group shall file a re�turn using the water’s edge combined reporting method.  …


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


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


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


	� 	Assume that all dollar amounts are in U.S. dollars so we don’t have to deal with exchange rates in converting Canadian to U.S. dollars.


	� 	The same will be true for North Slope gas once it is linked commercially to one or more major gas markets.
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