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California regularly faces a multibillion-dollar budget shortfall, with the legislature making cuts to vital 

climate and environmental initiatives, as well as other programs. A significant factor in the shortfall 

is a massive corporate tax avoidance policy known as the “Water’s Edge election,” which was pushed 

through largely by global oil and gas majors in the 1970s and 1980s. Getting rid of the Water’s Edge 

election as applied to the oil and gas industry could yield over $100 million per year in new tax revenue 

and ensure continued funding for programs needed to equitably tackle the climate crisis. 

“Water’s Edge” enables multinational corporations to choose (or “elect”) to avoid taxes from earnings 

they designate as beyond the “water’s edge” of the borders of a state in which they operate. The 

taxation avoidance maneuver replaced “worldwide combined reporting,” resulting in creative 

accounting and offshore tax havens that have cost California more than $4.3 billion in corporate 

tax revenue. Water’s Edge is the state’s largest source of tax avoidance by businesses, according to 

California Budget & Policy Center analysis.

The policy did not come about by happenstance. Instead, it is the product of years of litigation 

and lobbying by oil and gas majors like ExxonMobil, Chevron, and Shell Oil. Though those oil 

companies ended up winning the policy debate in the 1980s, documents obtained via archival 

resources described in this in-depth report show that a coalition of California watchdogs, unions, 

and government officials foresaw this moment of budgetary reckoning from the onset and, in some 

cases, directly called out the oil industry’s role in fomenting it. For example, as Water’s Edge came 

under discussion in 1978 within the California legislature, the State Controller called the proposal 

“a king-size loophole … for the giant multinational corporations—specifically the big oil operators.” 

Californians prevented implementation of Water’s Edge for years in large part due to the constellation 

of forces who lined up in opposition against it, but its proponents finally succeeded in pushing it 

through in the state in 1986, as part of broader efforts to take the policy nationwide.

Decades later, with Water’s Edge essentially subsidizing the oil and gas industry to the tune of 

what may be more than a hundred million dollars per year in California alone, demand is growing for 

legislative action to end these corporate polluters’ ability to profit from the Water’s Edge scheme. 

California, which was at the cutting edge of both fending off and then adopting the Water’s Edge 

policy from the beginning, now has an opportunity to build on recent tax reform momentum in other 

states and restore funds for vital social and environmental programs that have been on the budgetary 

chopping block. In short, by ending the oil and gas industry’s access to the Water’s Edge scheme, 

California can play a major leadership role in line with the state’s broader status at the vanguard of 

climate policy.

Introduction As the California Budget & Policy Center put it in a 2023 analysis, “Increasing corporate tax revenues 

would provide more resources to support solutions to the most significant challenges facing 

Californians, such as unaffordable housing, child care, and health care costs.” Subsidies for corporate 

polluters, such as oil and gas companies, have the added downside of fueling more pollution. The 

state’s biggest polluters avoid paying taxes by hiding profits in offshore accounts via Water’s 

Edge. It is time to end this tax break for oil and gas companies and use recouped funds to maintain 

investments in climate solutions and other programs in the public’s interest.

The Water’s Edge tax policy enables multinational oil and gas corporations to avoid paying their fair 

share in taxes, and by contrast penalizes local businesses. It now deprives California of $4 billion in 

annual revenue across all industries, putting climate and social programs in peril. California’s 2024 

budget closed a $46 billion deficit with $16 billion in spending cuts, including $9 billion in cuts to 

climate and clean air programs. Closing the loophole as it applies to the oil and gas industry could put 

anywhere between $75 to $146 million per year back into the state’s budget, according to analyses 

conducted by the California Franchise Tax Board and the Western States Petroleum Association.1 

The California Budget & Policy Center pointed out, too, that the Water’s Edge tax paradigm has put 

everyday social programs on thin ice. “As millions of people struggle with the high costs of living and 

recovery from the health and economic effects of the pandemic, corporate profits have surged to 

historic new highs in recent years,” the group noted in a 2023 analysis. “However, corporations  

now pay just about half of what they did in the early 1980s in California taxes as a share of their 

income. … Increasing corporate tax revenues would provide more resources to support solutions to 

the most significant challenges facing Californians, such as unaffordable housing, child care, and 

health care costs.” Major climate and air pollution programs, too, could of course benefit from higher 

state tax revenues.

A 2020 analysis points out that, compared to tax benefits made available for those in the lowest 

income brackets, Water’s Edge saves multinational corporations more money per year combined than 

the low- and middle-income tax deduction programs save lower income individuals.
   

1 This estimate on the higher end comes from taking statewide oil and gas economic output figures for 2017 tabulated in a study 
funded by the Western States Petroleum Association published by the Los Angeles County Economic Development Corporation’s 
Institute for Applied Economics and using it as percentage of total state GDP for that year (economic outputs, when combined 
by sector, equal GDP). The study concluded that the California oil and gas industry was 3.4% of state GDP for 2017 and state tax 
data for the most recent 2024-2025 tax cycle has concluded that the Water’s Edge tax will cost the state $3.3 billion during the 
2025-2026 tax cycle and $3.5 billion for the 2026-2027 cycle, or $3.4 billion on average in the next two years. Thus, $3.4 billion 
was multiplied by .034 to reach the $115.6 million figure.

 The lower end figure comes from an analysis conducted by the Legislative Services Bureau of the California Franchise Tax Board 
during the fourth quarter of 2024.

Executive Summary

https://calbudgetcenter.org/resources/the-2024-25-california-state-budget-explained/
https://calbudgetcenter.org/app/uploads/2020/01/CA_Budget_Center_tax-expenditures-2020.pdf
https://calbudgetcenter.org/resources/three-ways-state-policymakers-can-raise-revenues-to-advance-californias-priorities/
https://www.cbpp.org/research/state-budget-and-tax/states-can-fight-corporate-tax-avoidance-by-requiring-worldwide-0
https://www.budget.senate.gov/imo/media/doc/legalized-tax-fraud.pdf
https://apnews.com/article/california-legislature-budget-deficit-gavin-newsom-26079531ee8a76144d0c485a9688d744#
https://calbudgetcenter.org/resources/three-ways-state-policymakers-can-raise-revenues-to-advance-californias-priorities/
https://calbudgetcenter.org/app/uploads/2020/01/CA_Budget_Center_tax-expenditures-2020.pdf
https://laedc.org/wpcms/wp-content/uploads/2022/08/LAEDC_WSPA_FINAL_20190814.pdf
https://dof.ca.gov/wp-content/uploads/sites/352/2024/11/2024-25_Tax_Expenditure_Report_Accessible.pdf
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And Water’s Edge is unfair to small and local businesses. Because local businesses do not have 

offshore accounts into which they can stash their profits, the Center on Budget and Policy Priorities  

has concluded that they bear a greater tax burden under the Water’s Edge status quo than do 

multinationals. Water’s Edge is the state’s largest business source of tax avoidance, according to 

California Budget & Policy Center analysis. 

Historical documents show that oil majors spearheaded the creation of Water’s Edge. Initially, in the 

1970s and early 1980s, global oil and gas majors’ attempts to pass Water’s Edge policies in California 

failed year after year. Most state leaders and advocates saw proposals for what they were: massive 

giveaways to corporations at the expense of taxpayers and vital social programs. In 1983, the U.S. 

Supreme Court also upheld the state’s authority to tax multinationals as single unitary companies. 

California’s State Comptroller at the time hailed this anti-Water’s Edge Container Corp. v. Franchise 

Tax Board decision as saving the state from “tumbling into bankruptcy.” Container Corp., at the time, 

was a subsidiary of Mobil Oil — now folded into ExxonMobil.

However, the oil majors found a friendly audience with President Reagan’s administration and an 

ally in U.S. Sen. Pete Wilson (R-CA), who would several years later become California Governor. 

Exxon leaders joined a 1984 working group overseen by the Reagan Treasury Department created 

to overturn the Container Corp. ruling via legislative means; this working group called for states to 

adopt Water’s Edge paradigms. Shell funded multiple groups with the intent of undoing California’s 

“unitary” tax law that had been upheld via Container Corp., and with a goal of implementing Water’s 

Edge instead. Exxon additionally funded a pro-Water’s Edge interest group founded by the same 

firm still used by the oil industry in California today for lobbying and front group creation, Niesen 

Merksamer. Water’s Edge legislation, SB 85, was eventually enacted in California in 1986. Water’s Edge 

policies have passed in several other states, as well.

From the start, prescient watchdogs and government leaders warned of the risks of Water’s Edge. 

Throughout the late 1970s and into the 1980s, the California Tax Reform Association—a group funded 

by labor and public interest groups—cautioned against a Water’s Edge regime, warning in 1978 that 

such a policy could create “wide-scale tax avoidance schemes which would be beyond the capacity of 

the state to control.” In 1985, the California Department of Education further warned that passage of 

Water’s Edge “will adversely affect … critical needs facing education.” 

In 1979, Martin Huff—the executive officer of California tax-collection agency Franchise Tax Board—

was essentially forced out by then Governor Jerry Brown due to Huff’s outspoken opposition to 

Water’s Edge, which Huff called “an outrageous swindle on every California taxpayer.” In its 1986 

analysis, the state’s legislative services wing forecasted that the adoption of Water’s Edge would lead 

to a major annual loss of General Fund revenue of up to $640 million by the 1988-1989 tax cycle ($1.6 

billion today adjusted for inflation) due to reduced tax liabilities of corporations. The legislation was 

so controversial that California’s then Governor, George Deukmejian, declined to sign it after passage, 

tacitly allowing it to become law in 1986 by simply refraining from a veto. He warned in a statement 

explaining why he did not sign it that its “cost will be borne to a significant extent by local business.”

Momentum is growing in multiple states to rein in corporations’ ability to avoid taxes using Water’s 

Edge, and California has the unique opportunity to achieve a win for both taxpayers and the climate 

by repealing Water’s Edge as it applies to the oil and gas industry. Several states have recently made 

moves toward Water’s Edge reform. Vermont’s legislature has considered a Water’s Edge repeal, and 

Minnesota’s legislature has considered a bill that would authorize a study on the economic impact 

of moving away from Water’s Edge. This year, too, New Mexico became the first state to start to peel 

back Water’s Edge by passing tax reforms via HB 252. New Mexico’s legislation is limited, though, and 

does not apply to U.S.-based corporations, such as Chevron and ExxonMobil. Interestingly, Alaska 

already has a law on the books prohibiting the oil industry’s use of Water’s Edge; the oil industry 

makes up about 75% of the state’s revenues. 

Recently, environmental, public interest, and tax justice groups have mobilized in California to 

oppose Water’s Edge. We strongly recommend eliminating the Water’s Edge election for oil and gas 

companies in California. By ending the industry’s ability to utilize this tax loophole and by repealing 

other polluter giveaways, California legislators can help close the state’s budget gap and maintain 

essential social and climate programs. It’s time to begin to close the Pandora’s Box that California 

opened in creating Water’s Edge nearly four decades ago. The state has an opportunity to reaffirm 

its status as a climate leader by embracing the fight to end handouts to highly profitable fossil fuel 

corporations.

 

ExxonMobil storage tank  
Image Credit: JHVEPhoto - stock.adobe.com

https://www.cbpp.org/research/state-budget-and-tax/states-can-fight-corporate-tax-avoidance-by-requiring-worldwide-0#_ftn58
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https://www.revisor.mn.gov/bills/text.php?number=SF4663&version=latest&session=ls93&session_year=2024&session_number=0
https://www.nmlegis.gov/Sessions/24%20Regular/final/HB0252.pdf
https://itep.org/state-corporate-income-taxes-already-often-look-beyond-waters-edge/
https://environmentamerica.org/california/media-center/60-lawmakers-and-climate-advocacy-groups-call-on-newsom-to-end-fossil-fuel-tax-breaks-and-subsidies-as-california-grapples-with-budget-deficit/
https://calbudgetcenter.org/news/a-california-for-all-requires-fair-taxation/
https://publicinterestnetwork.org/wp-content/uploads/2024/01/Fossil-Fuel-Subsidies-Letter-74-groups.pdf
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Water’s Edge Emerged Amid California Oil  
Industry Taxation Fight

According to the report, “The original intent of these tax subsidies was to establish a quid pro quo 

whereby the consumer got gasoline at a low price … this is no longer the case. …The consumer no 

longer buys gasoline at bargain prices. Inflation in fuel prices is running far ahead of cost of living 

inflation at the current time. … Therefore, we take the stand that the tax subsidies no longer operate 

to keep down prices for the consumer. … If a tax subsidy neither holds down prices nor increases 

exploration, it is not in the public’s interest to maintain it.”

Commenting on the report’s findings, Younger stated that “a major bipartisan effort is necessary 

in order to revamp the taxation structure in the oil industry. For years, Congresses and national 

administrations of both parties have permitted these tax subsidies. They have cost the American 

taxpayers billions of dollars in lost revenue, while stifling competition in the oil industry.”

Nearly 50 years later, however, those subsidies remain state law in California. Notably, two of the 

subsidies Younger recommended in the report for removal — expensing of intangible drilling costs and 

allowance of a percentage depletion for oil extraction — were eliminated in the finalized 2024-2025 

state budget package. The state budget also eliminates the oil recovery costs credit, slated to return 

to the state an estimated total of $22 million in revenues.

Image Credit: California Department of Justice, Office of the Attorney General

These tax subsidies pale in comparison to the enormity of the Water’s Edge policy enacted in 1986, 

however, allowing the oil industry and other sectors to evade billions in taxes. Water’s Edge remains 

intact for the 2024-2025 budget cycle. The historical documents included in this report show how 

Water’s Edge went from a series of widely opposed legislative proposals to California’s law of the land, 

and that story starts with oil industry involvement.

During the period immediately following the Attorney General’s report release, both a BP-owned oil 

refinery and a Long Beach oil terminal project that would have brought Alaskan oil to Texas via an 

Exxon pipeline were scuttled. Fossil fuel companies and other corporate interests pointed to the 

cancellation of these projects as evidence that California’s tax system was too hard on multinationals. 

Historical newspaper clippings show these companies had, in actuality, chosen to scratch 

the projects after failing to comply with the permitting process required by bread-and-butter 

environmental laws. The failure of these projects to get off the ground was not due to the state’s tax 

policy, but that didn’t prevent the industry from assigning blame. The projects’ cancellation became 

political fodder used by oil and gas advocates to argue for undoing the state’s “unitary” tax system 

and replacing it with a Water’s Edge regime. As the name implies, unitary taxation treats companies 

as a single unit, taxing fairly based on the company’s actual in-state taxable revenue as a percentage 

of its total global income. This is also known as Worldwide Combined Income Reporting.

Former California Democratic Lt. Gov. Mervyn Dymally proved among the most outspoken supporters 

of Water’s Edge after the demise of the aforementioned oil projects. In 1977, he railed against the 

unitary tax system and also blamed it for the departure of the petrochemical company Dow Chemical 

from the state.

In the run-up to the 1978 election, Republican gubernatorial candidate and future Governor Pete 

Wilson also referenced Dow’s departure in his push for a tax system more lenient for multinationals. 

Then Republican presidential candidate and former California Governor Ronald Reagan, too, 

mentioned this array of project cancellations when campaigning for President in 1979. That backdrop 

served as a pretext for a coming years-long legislative and lobbying push. 

In 1978, despite counsel from the California Franchise Tax Board that it could cost the state more 

than $125 million per year in tax revenue (more than $598 million in today’s economy), Governor 

Jerry Brown advocated for one of the state’s first Water’s Edge legislative proposals. Known as SB 

1266, that bill was introduced in 1977 but failed to gain much momentum or attention at the time. 

In 1978, Brown pushed the related AB 2363, which would have repealed the state’s unitary tax on 

multinational corporations as applied to foreign-based corporations.  

 

 

The story of Water’s Edge begins in the 1970s. Just a couple of years before the push for the policy 

began in California, it was preceded by a 1975 report published by the state’s Republican attorney 

general, Evelle Younger, that argued for the elimination of three types of subsidies provided to oil and 

gas industry producers:

https://www.newspapers.com/article/the-desert-sun-1974-ag-younger-energy-ta/144918577/
https://ebudget.ca.gov/2024-25/pdf/Enacted/BudgetSummary/FullBudgetSummary.pdf
https://ebudget.ca.gov/2024-25/pdf/Enacted/BudgetSummary/FullBudgetSummary.pdf
https://babel.hathitrust.org/cgi/pt?id=uiug.30112069629597&seq=25
https://www.newspapers.com/article/the-desert-sun-bp-as-major-beneficiary-o/145264143/
https://www.newspapers.com/article/press-telegram-exxon-pulls-out-of-sohio/146082370/
https://www.newspapers.com/article/the-los-angeles-times-industry-trying-to/146731487/” with “https://www.newspapers.com/article/the-napa-valley-register-review-of-dow-b/161218556/
https://www.newspapers.com/article/the-los-angeles-times-industry-trying-to/146731487/” with “https://www.newspapers.com/article/the-peninsula-times-tribune-california-b/161220639/
https://www.newspapers.com/article/the-californian-dow-chemical-plant-cance/145274189/
https://www.newspapers.com/image/540693467
https://www.newspapers.com/article/the-los-angeles-times-reagan-mentions-do/146732889/
https://www.newspapers.com/article/the-sacramento-bee-brown-proposes-legisl/145253271/
https://www.newspapers.com/article/the-sacramento-bee-foreign-firm-tax-exem/145254927/
https://www.newspapers.com/article/the-biggs-news-new-measures-would-reform/145254165/
https://babel.hathitrust.org/cgi/pt?id=uiug.30112069629597&seq=25
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While some oil companies would have benefited, some foreign-owned oil and energy companies, such 

as Shell Oil, would not have been eligible for Water’s Edge under the legislation. Without full industry 

backing, the 1978 proposal also failed.

Also in 1978, Democrat Vic Fazio proposed AB 3415, the first piece of Water’s Edge legislation that 

applied jointly to both domestic and foreign-based multinational corporations. Upon introducing it, 

Fazio called it “sound public policy” that “would signal to the business community that California has 

recognized the unfairness of its unitary tax policy as applied to multinational corporations.” That bill, 

however, also failed to advance. With both bills dying, Brown said “These things take time.”

The 1978 Water’s Edge push likely faced its demise due in part to the fact that major corporations 

received a separate and significant win in California that year. The passage of ballot Proposition 13 

amended the state constitution to severely limit the ability of the state to collect taxes on properties. 

After the measure’s passage, Brown’s spokeswoman said referring to Water’s Edge, “Given the 

enormous favorable effect of Proposition 13 on the business community, it would seem that these 

matters are probably not of the highest priority at this point.”

A couple of years later, during Brown’s 1980 presidential bid, the California Legislature considered AB 

525, a bill that would have applied Water’s Edge to foreign-based corporations. AB 525 was eventually 

voted down at the 11th hour after a contentious debate over whether the Netherlands-based Shell Oil 

should uniquely receive a tax-free or low-tax experience in California.

That same year, Shell also testified before the Assembly Revenue and Taxation Committee against 

the unitary tax and de facto in favor of Water’s Edge. The Council on State Taxation (COST) — which 

serves as an offshoot of the U.S. Chamber of Commerce that for decades has served as the center 

spoke of the business community’s campaign for Water’s Edge and against attempts to repeal it — 

also supported Water’s Edge at that hearing, despite acknowledging it would cost states hundreds 

of millions of dollars annually. COST testified that much of this was attributed directly to losses from 

the oil industry, based on “a sample of audits of five oil companies and 12 other corpora tions for 1970 

through 1975.” 

Today, ExxonMobil’s Senior Tax Counsel John Paraskevas serves on COST’s Board of Directors. 

Previous oil industry-affiliated Board of Directors members have included representatives from 

companies such as Chevron, Shell, Mobil Oil, Gulf Oil, BP, Texaco, Standard Oil, and Sun Oil.  

Both Chevron and ExxonMobil also self-disclose being dues-paying members of this influential 

lobbying group.

Support for Water’s Edge during this period was far from unanimous, even within Brown’s own 

administration. Concerns raised prior to passage have increased resonance when viewed in light of 

the billions in dollars of climate and social programs that could go unfunded amid the state’s budget 

shortfalls today.

Both the Franchise Tax Board and State Controller Ken Cory, each tasked with oversight of the 

state’s tax system, opposed the tax loophole. Governor Brown also only supported Water’s Edge 

upon reversing course on the issue amid pressure from major businesses. In a 1977 interview with 

The Sacramento Bee in which he announced his official opposition to the tax loophole, Cory cited 

concerns with “creative accounting” used by the oil industry that would only grow if the policy was 

put into play. 

In announcing this opposition, Cory pointed to an example of how the oil industry was taking 

advantage of an accounting mechanism that resembles what is now legal today via the Water’s Edge 

loophole. Cory noted one gas station had cited Saudi Arabian oil prices so high in its tax documents 

that on paper it appeared to have lost money and thus owed no income taxes. Richard Nevins, a 

former member of the California Board of Equalization, further reiterated in a 1988 interview that 

Chevron acted as the partnering company in the gasoline accounting arrangement with Saudi 

Aramco. The Franchise Tax Board later ruled that Chevron owed the state $4.9 million in taxes, but the 

company appealed and won. 

In 1978, Cory also warned that implementing a Water’s Edge policy could cause the creation of  

“a king-size loophole … for the giant multinational corporations —- specifically the big oil operators 

who already are wringing us dry at the gas pump and want to escape paying a just share of taxes on 

their profits.” 

Public interest advocates, too, warned of the consequences of Water’s Edge in a way that proved 

prescient. Throughout the late 1970s and into the 1980s, these watchdogs included the California Tax 

Reform Association, a group funded by labor and other groups to defend the unitary tax and push 

back against the prospect of Water’s Edge. As early as 1978, a leader of the Association cautioned 

that legislation then on the table to create a Water’s Edge tax regime could create “wide-scale tax 

avoidance schemes which would be beyond the capacity of the state to control.”

The National Governors Association added its voice opposing Water’s Edge in 1983, stating that such 

a policy would “deny the states the right to structure their tax systems within constitutional limits.” 

The NGA added that “The states’ right to fashion tax systems consistent with local needs is basic to 

the viability of our federal system.”

Insiders, Outsiders Sound Alarm Regarding  
Water’s Edge Fiscal Impact

https://www.newspapers.com/article/the-sacramento-bee-1978-waters-edge-leg/145258778/
https://www.newspapers.com/article/times-advocate-ab-2363-put-to-rest/145259188/
https://www.newspapers.com/article/the-californian-jerry-brown-on-unitary-t/145259789/
https://ballotpedia.org/California_Proposition_13,_Tax_Limitations_Initiative_(June_1978)
https://www.newspapers.com/article/oakland-tribune-oil-company-unitary-tax/144786168/
https://drive.google.com/file/d/1cGXNBrcj1THItlZbvKd-XTA4rs_qiJc8/view?usp=sharing
https://www.cost.org/about-cost/
https://drive.google.com/file/d/1pzIJw4Nr2pdDR5qUkMRrk8Dxg9bVCNWQ/view?usp=drive_link
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Ultimately no legislation came to pass during Brown’s first years of service as governor ending in 

1982, despite yet another 1980 legislative attempt that was amended to favor Shell Oil. However, 

when Republican George Deukmejian took the Governor’s seat thereafter, California once again found 

itself at the center of the tax debate pushed by oil multinationals.

In 1984, California attempted to pass a Water’s Edge bill known as AB 2414, which failed amid 

concerns from stakeholders like the American Federation for Teachers about the impacts it could 

have on the state’s budget. Tom Rankin, former Research Director of the California Labor Federation, 

told the California AFL-CIO News that if AB 2414 became law, it would put California in line with the 

“federal approach of decreasing corporate taxes and increasing the personal income tax burden.” 

The outlet further reported that others shared Rankin’s concerns stating, “It places a great risk on the 

state’s economy and on California’s schools and social services.”

In a 1984 magazine published by the California Regulatory Law Reporter, a representative from 

the California Tax Reform Association warned that passage of AB 2414 “could cost the state $600 

million in annual revenues.” Adjusted for inflation, that amounts to $1.8 billion today. Another Tax 

Reform Association representative, Martin Huff — the former head of the Franchise Tax Board who was 

essentially forced out of his position by Jerry Brown and his allies due to his outspoken opposition to 

Water’s Edge — called the policy akin to “attempted blackmail by the multinational corporations.”                       

Image Credit: The San Francisco Examiner via Newspapers.com

The Franchise Tax Board in the post-Huff days itself said much the same thing, noting in a 1984 

legislative analysis that “Corporate taxpayers could, under the bill, manipulate tax results both 

through transfer prices and through changes in formal corporate structure.” 

In 1985, the Board of Equalization member William Bennett added at a public forum that the state’s 

taxpayers should “not mislead ourselves that this is anything but a giveaway.” He further conveyed 

that the legislation under consideration “has almost an obscenity to it. ... Can California afford to  

give up $500 to $600 million a year? No, I don’t think so. And once you give it away, you will never get 

it back.” 

Beyond public officials, unions, and public interest representatives, editorial boards of some of the 

state’s largest newspapers came out against Water’s Edge’s legislation, too.

Failing in the legislative realm, the oil  

industry next took its pressure tactics to  

the courts, leading to U.S. Supreme Court 

cases involving both Exxon and Mobil. 

Indeed, three different legal precedent-

setting attempts to overturn unitary tax 

systems arose. 

In 1980, Mobil lost a U.S. Supreme Court 

case against Vermont’s taxation agency 

and its ability to impose a unitary tax. A 

few months later, the high court heard 

an Exxon case in which the oil company 

attempted implementation of a Water’s 

Edge loophole in Wisconsin state policy. In 

a February 1980 amicus brief for that case, 

five state Attorneys General warned against 

the implications if the Court were to rule 

on behalf of Exxon based on the impacts it 

could have on state revenues. The Attorneys 

General wrote that if Exxon prevails in the 

case, “Corporate taxpayers will be invited to 

devise methods of accounting which … do 

not accurately reflect income for State tax 

purposes.”  

Oil Majors Take to the Courts

Image Credit: U.S. Supreme Court
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They continued, “State revenues will be adversely affected, the cost and complexity of auditing tax 

returns will be dramatically increased, and the degree of fairness and uniformity the States have 

achieved in the taxation of residents and corporations will be undermined.”

The New York Times had reported several months earlier in September 1979 that Exxon had set up 

a global tax avoidance apparatus in which it had “systematically passed along artificially inflated 

price increases to customers in Canada and elsewhere.” The company, The Times further reported, 

“occasionally backdated agreements in order to pass along more costs, disguised increases in 

company profit margins and knowingly gave out inaccurate information to customers, [all] resulting 

in higher prices.” Exxon created offshore shell corporations to “launder” its profits “to avoid millions  

of dollars in taxes,” according to The Times. Bermuda was listed as one of the offshore tax havens 

Exxon utilized.

Exxon ultimately lost its U.S. Supreme Court case, too. A 1980 academic paper explained the impact 

of the Exxon and Mobil cases this way: “The Supreme Court emphatically reaffirmed the states’ broad 

power to tax multistate and multinational business.” 

However, the oil industry was not deterred by its setback and continued to work the courts. In 1983, 

the Mobil subsidiary Container Corporation of America (Container Corp.) also lost in a landmark U.S. 

Supreme Court case against the California Franchise Tax Board, resulting in the legal precedent 

indicating that states have ultimate jurisdiction to set state tax policy. Documents show that 

California prevailed in the case by fending off briefs from the likes of oil companies such as Shell 

Oil, Gulf Oil (today Chevron) and Phillips Petroleum (today Phillips 66). Gulf Oil, in its amicus filing, 

explicitly made the case for an alternative Water’s Edge tax policy that would dismantle the unitary 

tax system.

Though not itself a plaintiff in the Container Corp. case, Exxon also played a key role as the first out 

of the gate to slam the ruling to the media, calling for “the need for federal legislation to prevent 

taxation by states.” Exxon issued that call to action even as California’s fiscal leaders responded 

that the Court’s decision saved the state from “tumbling into bankruptcy” or forcing it “to increase 

taxation of our own California-based small businesses and farmers.”

A few months after the Container Corp. decision, Shell Vice President of Governmental Relations 

Jess Johnson wrote to the Reagan White House calling for a Water’s Edge policy program in lieu of 

the unitary system. Johnson claimed “the unitary system is impossible to administer with accuracy.” 

Shell’s efforts extended beyond government affairs and into the courts. At the end of 1983, leading to 

yet another industry loss, the U.S. Supreme Court denied a Shell appeal of the state’s unitary tax law. 

Shell wasn’t deterred, however, admitting in 1985 that it chose not to pay state taxes in California as a 

means of protesting the unitary tax law on the books.

The Container Corp. ruling and the failure of the Supreme Court to take Shell’s case appeared to be 

yet another triumph for public interest advocates — but it would end up serving as the beginning of 

the end of the unitary tax in California and beyond. The day after the late 1983 ruling, a new working 

group overseen by the Reagan Administration grappled with what to do about the unitary tax system 

at its first meeting.

Maintained under the auspices of the Reagan Administration Department of Treasury, the consortium 

calling itself the Worldwide Unitary Taxation Working Group included state officials and corporate 

leaders aiming to advance policy beneficial to multinational business interests and consistent with 

Water’s Edge proposals. In its own words, the Worldwide Unitary Taxation Working Group hoped to 

achieve results “conducive to harmonious international economic relations, while also respecting the 

fiscal rights and privileges of the individual states.” 

Exxon was granted two different seats within the Working Group, while a Shell representative was 

also considered for a seat. Exxon and the Working Group stated their intentions not to pass a federal 

law to force states’ hands, which would run afoul of Reagan’s “new federalism” and states’ rights 

pledge. Instead, they vowed to come up with a legislative solution states would adopt themselves. 

The Reagan Administration itself from the start realized that pushing a federal version of Water’s Edge 

could come across as hypocritical, given its own posture on states’ rights, pointing to a “tradeoff 

between competing values and objectives” in a 1982 memorandum.

Industry Finds an Ally in President  
Reagan’s Administration
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“On the one hand, the administration is 

committed to a federal system in which 

states exercise sovereign fiscal powers 

within their own borders,” wrote John 

Chapoton, then the Assistant Secretary 

for Tax Policy for the U.S. Department 

of Treasury. “On the other hand, the 

administration has also frequently 

enunciated a commitment to a free and open 

world economy. It has argued for reducing 

barriers to international trade and capital 

flows.” In another memorandum, Chapoton 

dubbed the situation “a classic ‘no win’” for 

Reagan with “no way to satisfy all parties” 

because the “Administration will be vocally 

criticized for whatever decision it makes.
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Reagan himself also previously opposed a Water’s Edge approach while Governor of California, stating 

in a 1973 letter, ‘’One of the great strengths of the Federal-state system is the freedom of the states 

to act to meet their own particular needs. Interference by the Federal Government with the states’ 

power to tax would be a major blow to such freedom.’’

There were additional concerns raised in August 1984, just a year after the Container Corp. ruling, 

by 15 different western Governors stating that undoing the unitary tax policy in states would undo 

“a state’s right to impose a unitary tax.” Ultimately, the Working Group officially recommended that 

states pass Water’s Edge tax policy-enabling legislation. After making that explicit endorsement 

within the Working Group, the Reagan Administration’s nuanced public-facing take on Water’s 

Edge policy also ended as California failed to pass a bill during the 1985 legislative session. Viewing 

California as a key bellwether state in which to adopt Water’s Edge, the Administration’s support for 

state action grew increasingly explicit. 

Image Credit: Ronald Reagan Presidential Library

President Ronald Reagan with James Baker (l) and Donald Regan (r)  
Image Credit: National Archives; Reagan White House Photographs, 1/20/1981 - 1/20/1989

Just weeks later, President Ronald Reagan issued a statement supporting repeal of the unitary tax 

nationwide, creating a new opening for Water’s Edge. Congress never passed such federal legislation, 

but it would become a moot point when California and other states passed their own Water’s Edge 

laws. One prominent critic — Kent Conrad, then head of the Multistate Tax Commission and later a 

Democratic U.S. Senator representing North Dakota — noted the irony in Reagan’s change in policy 

positioning. Conrad told The Wall Street Journal, “Apparently the president’s ‘new federalism’ is just 

rhetoric” and “they’ve gone back on everything they told us.”

Just a month after President Reagan’s statement, U.S. Senator Pete Wilson — who would later become 

California’s Republican Governor — introduced federal legislation known as the Unitary Tax Repealer 

Act (S.1974). “It is my sincere hope that California and the other six states with unitary taxes will  

take remedial action without federal mandate,” Wilson emphasized in a press release announcing  

the legislation’s introduction. “But they are now on notice that a law to repeal the unitary tax [and 

pursue Water’s Edge] has left the station, and, one way or another, the problem will be solved by the 

end of 1986.”

After the 1985 California 

legislative session completed, 

Treasury Secretary James 

Baker — who had previously 

served as President Reagan’s 

Chief of Staff — wrote a letter 

in late October calling for 

the Reagan Administration 

to take strong federal action 

to nix California’s unitary tax 

system. The White House-

led congressional legislative 

push may not happen, wrote 

Baker — but even the threat 

of it “would provide California 

with additional incentive to 

adopt suitable ‘Water’s Edge’ 

legislation to avoid federally-

imposed restrictions.” Baker 

had assumed the role of 

Treasury Secretary in a swap 

with the previous U.S. Secretary 

of Treasury Donald Regan, 

who then became White House 

Chief of Staff. Donald Regan 

also served as the head of the 

Worldwide Unitary Taxation 

Working Group.
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The Reagan Treasury Department, meanwhile, used the existence of Wilson legislation to lobby 

California’s Republican Party Chairman Bob Naylor for passage of a Water’s Edge law. “The bill was 

drafted by the Treasury Department at the express direction of the President,” a letter written to 

Naylor by the Reagan Treasury Department noted. 

In another letter written just days later by Assistant Secretary of the Treasury for Tax Policy J. Roger 

Mentz to Assembly Republican Leader Pat Nolan, Mentz further alluded to the role the Wilson bill 

could play in forcing California’s hand on Water’s Edge. “[T]he fact that California continues to tax on 

a worldwide unitary basis presents serious problems to the Administration,” wrote Mentz. “We hope 

that California, like other States, will be able to resolve this difficult problem by enacting legislation 

that is consistent with [S.1974].”

In light of this pressure from the Reagan Administration and Wilson, several states took action. In 

1984, Oregon adopted a Water’s Edge policy followed in 1985 by similar enactments in Colorado, 

Arizona, Idaho, Indiana, Montana, New Hampshire, North Dakota, and Utah. Minnesota would 

subsequently adopt a Water’s Edge law in 1987.

Finally, about a decade after the oil industry’s full court lobbying and legal push began in an effort 

to overhaul California’s unitary tax, multinational corporations succeeded in their quest in 1986. 

News coverage at the time and scholarship produced since attributed the bill getting over the hill to 

two main factors: lobbying by Japanese technology interests, such as Sony Corporation and Fujitsu 

Limited, as well as pressure from the oil and gas interests that had been vocal on Water’s Edge from 

the start. 

A 1988 book titled Buying Into America: How Foreign Money Is Changing the Face of Our Nation, by 

the late former New York Times reporter and Politico and The Hill co-founder Martin Tolchin, notes that 

Fujitsu said it would not build disk drive plants in California unless Water’s Edge became state law. 

When Oregon passed Water’s Edge in 1985, the book notes, the company held a press conference 

to announce two plants would be located there “despite the fact that four of its subsidiaries were 

already located in California.” The book went on to say that this “decision shattered Californians,” and 

that other companies followed similar paths as Fujitsu by investing in Oregon and Washington (which 

also had a Water’s Edge law on the books) instead of California. 

“Aligned against [multinational corporate interests], the tax experts from the state’s Franchise 

Tax Board and their allies faded into political insignificance,” Tolchin explains. “Years from now, 

when analysts assess the impact of unitary repeal, they might look back and wonder how and why 

[California] gave away so much for so little.” Buying Into America and The New York Times article upon 

Oil Industry and Others’ Lobbying Pushes  
Water’s Edge Over the Line in California

which the book chapter touching upon Water’s Edge is based also note that campaign contributions 

likely played a major role in getting the bill across the finish line, with 53 different legislators receiving 

contributions from Japanese companies. 

For the oil industry’s part, its massive lobbying effort continued in close coordination with California 

Governor George Deukmejian. Though the industry’s legislative efforts in California had failed in 1984 

and 1985, help from the Reagan White House boosted the push in 1986.

Shell, beyond its own lobbying efforts at the time, had funded a group called the California Unitary 

Coalition led by Governor Brown’s former finance director Richard Silberman. Shell also helped fund 

a group called the Organization for Fair Taxation of International Investments. Exxon, for its part, had 

funded another group favoring Water’s Edge known as the California Business Council. That group, 

incorporated in 1984 by legal and lobbying firm Nielsen Merksamer, serves today as an important legal 

and administrative hub for influence efforts by Chevron, the Western States Petroleum Association, 

and their myriad front groups. According to an archived list, the group’s fossil fuel industry members 

in 1984 included Dow Chemical, Exxon, Mobil, Phillips Petroleum (today Phillips 66), Shell, Sun Oil 

Company (today Sunoco), and Texaco. 

Revell Communications handled public relations efforts for the California Business Council, according 

to a report obtained from the UCLA Library Special Collections archives titled “Unitary Tax Primer,” 

which was published in February 1985. The report made the case for a Water’s Edge policy, pointing to 

the conclusions made by the Reagan Administration Working Group. In another tie to Reagan, Revell 

Communications is the namesake of Dennis C. Revell — President Reagan’s son-in-law. Revell had made 

headlines when he had reportedly traded access to tickets to the 1984 presidential Inaugural Address 

to his clients in exchange for billable hours. Revell opened up his firm in 1984 just two months before 

the Worldwide Unitary Taxation Working Group’s 

August release of its final report.

Dennis Revell on the far left with President 
Reagan fourth from righ  

Image Credit : Remembering Reagan by Peter 
Hannaford (1994) via The Internet Archive

The proponents of Water’s Edge, like the 

oil and gas industry, “hammered away at 

the issue for so long that eventually [their 

narrative] was accepted almost universally” 

as “the only version of the truth,” the 

book Buying Into America concluded. 

Assemblyman Tom Hayden — then married to 

actress and well known climate activist Jane 

Fonda — put it more bluntly, bemoaning that 

California had “mentally been colonized.” 

Finally succumbing to this combination of 

factors, in 1986 the California Legislature 

passed SB 85, and Water’s Edge became 

California law. 
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But the Governor was sending mixed messages: he contrastingly stated in a press release after the 

Legislature sent the bill to his desk that its passage “will send a clear signal to all that California 

intends to continue to be the job-creating capital of the world.”

SB 85 passed despite opposition from public school employee unions, SEIU, the public employees 

union, religious leaders, the Department of Education, and the Association Of California School 

Administrators. The Department of Education had warned in a 1985 letter that passage of Water’s 

Edge “will adversely affect the momentum for educational reform and our efforts to address the 

critical needs facing education, i.e., an increasing student population, teacher shortages, class-size, 

and a projected need for school construction.” Assemblyman Tom Hayden called the tax shelter 

passage a form of “voodoo economics” and “snake oil.”  

Immediate Reactions to Passage

Image Credit: California State Archives

Further, legislative analysis published on SB 85 concluded, “There would be a major annual loss of 

General Fund revenue due to reduced tax liabilities of corporations which make the water’s edge 

election,” pointing to losses of up to $640 million (an inflation-adjusted $1.6 billion today) by the 1988-

1989 tax cycle, “and increasing amounts thereafter.”

The global oil majors, for their part, continued to beat the drum in support of Water’s Edge even after 

it became California law. At a September 1986 hearing, a senior Exxon official testified in favor of 

creating a national Water’s edge law, signifying it was not satisfied with a bounty of states changing 

their policies alone. 

“[W]e feel compelled to turn again to Congress and urge that you favorably consider federal 

legislation which permits each state to tax income reasonably attributable to operations within 

its borders but prohibits taxation of income generated elsewhere,” Exxon’s testimony reads. “We 

continue to believe that the best approach is simply to exclude all income from sources outside the 

United States.” 

To date, Exxon and its corporate allies in favor of federal Water’s Edge legislation have not been 

successful in that endeavor.

Though Water’s Edge laws remain on the books in California and several other states nearly 40 years 

later, reform efforts to amend or repeal Water’s edge have grown. 

New Mexico passed Water’s Edge tax reforms within HB 252 during the 2024 legislative session, 

becoming the first state to peel back part of its Water’s Edge policy. Section 37 of HB 252, signed 

into law by Governor Michelle Lujan Grisham in March 2024, enables New Mexico to end the Water’s 

Edge tax loophole as applied to “corporations organized or incorporated outside the United States or 

its possessions or territories that have less than twenty percent of their property, payroll and sales 

sourced to locations within the United States.” It passed despite opposition from COST, the industry 

group whose membership base includes ExxonMobil and Chevron.

However, HB 252 does not apply to U.S.-based corporations, such as Chevron or ExxonMobil that may 

have larger percentages of operations outside the U.S., but maintain their headquarters within the 

U.S. A fiscal impact report published by the New Mexico Legislative Finance Committee concludes 

that this tax amendment will allow the state to reclaim a mere $1 million per year in revenue for the 

General Fund between 2026 and 2028 by only taxing non-U.S. based companies.

In 2024, Vermont considered a Water’s Edge repeal too, an effort that also came under heavy 

opposition by COST. Last year, Minnesota also considered legislation to authorize the state to do a 

study on the economic impact of moving away from a Water’s Edge tax regime. Tennessee, for its part,  

Water’s Edge Reform Today

Before the Water’s Edge bill became law in 1986, the Franchise Tax Board called on Governor 

Deukmejian to veto the bill in legislative analysis, writing: “This bill will alter a method of corporate 

income apportionment which has been used by California for 50 years, which is fair, easily 

administrable and which has been approved by the State and Federal Supreme Courts.”

Perhaps emblematic of just how controversial Water’s Edge was at the time, Deukmejian himself 

did not even sign the bill, instead simply leaving it unsigned for passage while not overtly vetoing it 

either. He wrote in a letter to legislators that the bill, as it stood, would create a “cost [that] will be 

borne to a significant extent by local business.” Deukmejian added that “I am also concerned that the 

election fee reduction provisions benefit corporations new to California disproportionately over those 

corporations which have already made substantial investments in this state.
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considered getting rid of Water’s Edge during the 2024 legislative session. None of those bills passed 

in 2024, but they signal a growing nationwide clamoring to halt tax giveaways to large corporations. 

In recent years there were additional attempts to repeal or amend Water’s Edge policies in New 

Hampshire in 2023, as well in Montana in 2019 and Florida in 2022. However, COST opposition in 

those states, too, appears to have proven instrumental in ensuring that these attempts failed. 

The major oil-producing state of Alaska, by contrast, already has a law on the books prohibiting the 

oil industry’s use of Water’s Edge. The oil and gas industry makes up about 75% of the state’s tax 

income collections, and a November 2023 report by the Institute on Taxation and Economic Policy has 

concluded that Alaska Department of Revenue data shows that in 2023, “every dollar of corporate 

income tax revenue paid by this sector came from companies with at least one foreign subsidiary,” 

meaning having Water’s Edge in effect would have cost the state millions in budgetary revenues. 

 

For its part, California has taken steps in recent months that could lead to unwinding Water’s Edge, 

showing an already existing appetite and momentum to build upon. 

In 2024, the legislature passed SB 167, which chips away at blanket use of the Water’s Edge election 

by prohibiting companies from removing dividend income generated via foreign subsidiaries as 

an accounting line under their state taxes owed under Water’s Edge. The California Taxpayers 

Association — with a board that includes representatives from oil companies such as Chevron, Aera 

Energy, Marathon Petroleum, and Koch Industries — has filed a state lawsuit challenging SB 167’s 

constitutionality,  and that case remains open.

Tax reform groups, both in California and nationally, have in recent years begun calling for the 

elimination of the Water’s Edge election, as well. 

One such call to action came within a 2020 analysis published by the California Budget & Policy 

Center, which points out that Water’s Edge saves multinational corporations more money per year 

than is spent on all tax deductions accessible to lower-income individuals combined.The national 

tax justice advocacy group Center for Budget and Policy Priorities has called on states nationwide 

to nullify Water’s Edge because it would “remove an unfair advantage of multinational corporations, 

which have the resources and ability to set up operations in foreign tax havens…” The Institute on 

Taxation and Economic Policy (ITEP) concluded in a 2019 report that, by setting the Water’s Edge tax 

policy aside, states across the country could recoup over $17 billion in tax revenues.

“Every person and every corporation in America benefits from government services—from schools 

to paved roads to courts and public health,” ITEP wrote. “When it comes to paying the tab, we need 

to make sure the rules are applied evenly and fairly, but even though all of America’s corporations 

use government services, some avoid paying taxes for them by moving their profits into offshore 

havens—a scheme that is not available to smaller competitors.”

Image Credit: California Budget & Policy Center
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Multinational corporations, including but not limited to those in the oil and gas industry, are avoiding 

massive tax payments, depriving states like California of huge amounts of revenue that could be 

used for schools, public works, climate programs, and other investments in the public interest. 

Ending the Water’s Edge regime as it applies to California’s oil and gas industry could potentially put 

approximately $146 million per year back into the state’s budget

This ability to offshore profits and avoid taxes is no small matter. A 2015 U.S. Senate special 

investigation found that Chevron reported $31 billion in profits — untaxed — through subsidiaries 

in 13 different tax haven countries. In 2018 and 2019 Shell earned more than $3 billion and escaped 

tax obligations by reporting profits as being from Shell affiliate companies located abroad in 

Bermuda and the Bahamas. Also in 2018, international unions filed a complaint to the Organisation 

for Economic Co-operation and Development alleging that Chevron funneled billions to tax haven 

countries through Dutch subsidiaries. 

A June 2024 report by the Center on Budget and Policy Priorities further concluded that 76 Fortune 

100 companies “have at least one subsidiary in one or more of nine major foreign tax havens,” 

according to a review of their  most recent U.S. Securities and Exchange Commission (SEC) filings. 

That includes four for Chevron, five for Phillips 66, one for Marathon Petroleum, nine for Valero Energy, 

18 for ConocoPhillips, and eight for ExxonMobil — all companies with oil and gas drilling, refining, and/

or gas station operations in California. Further, CBPP pointed out that this is likely an undercount, 

citing a 2020 business paper published in the Journal of Accounting Research comparing subsidiaries 

in SEC filings to confidential IRS filings, which “found that while most companies complied with 

the SEC rules, underreporting was more likely when the subsidiaries were located in tax havens, 

particularly when the companies were covered extensively in the media.”

It is time for California to eliminate this tax avoidance system as it applies to the oil and gas industry. This 

mode of tax venue shopping runs in conflict with California’s climate and environmental justice goals. It 

makes no sense to subsidize pollution at the expense of the health and well-being of our communities. 

Inspired by a growing number of other states working to end giveaways to oil and gas corporations 

as well as those working to repeal or amend their Water’s Edge policies, advocates in California must 

take a leadership role in forging a future free of costly tax avoidance schemes that enrich corporate 

polluters. Such schemes are incongruous with balanced state budgets and unfair to state residents.

We strongly recommend eliminating the Water’s Edge election for oil and gas companies in California. 

It is time to put hard-working families ahead of oil and gas company profits by ensuring the deficit is 

not balanced on their backs. California played a bellwether role in first considering, then staving off, 

and ultimately becoming a Water’s Edge adopter. Some 40 years later, the state has lost billions of 

dollars in tax revenue. It’s time to reverse course.

Conclusion
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