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Overview. Profit Sharing Production Tax
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No previous action to record

W TNESS REG STER

Dr. Pedro van Miuers, Econom st

Consul tant to Legislative Budget and Audit Conmmttee
Al aska State Capitol

Juneau, AK 99801-1182

PCSI TI ON STATEMENT: Presented the overvi ew

M. WIIliam Corbus, Comn ssioner

Departnent of Revenue

PO Box 110400

Juneau, AK 99811-0400

PCSI TI ON STATEMENT: I ntroduced Dr. van Miers

ACTI ON NARRATI VE

CHAI R THOVAS WAGONER called the joint neeting of the Senate and
House Resources Standing Conmttees to order at 3:17:30 PM
Present were Representatives Carl Gatto, Paul Seaton, Ralph
Sanmuel s, and Co-Chair Jay Ranras. Al so present were Senators
Bert Stedman, Kim Elton, Al bert Kookesh, and Chair Tom Wagoner.

CHAI R WAGONER announced the purpose for the neeting was to
receive a presentation by Dr. Pedro van Miers and the Governor’s
admnistration on the subject of profit sharing oil-production
t ax.

3:17:30 PM

MR WLLIAM CORBUS, Conm ssioner, Departnent of Revenue, nade
the introductions. Dr. Pedro van Miers was born in Holland and
holds a PhD in geology and economcs. Dr. van Miers is a
petrol eum econonm st who advises only governnents. In addition to
advising Al aska on the pipeline and gas tax policy he is also
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currently advising Kuwait and Algeria. Dr. van Mers has
appeared before the Al aska State Legislature nmany tines.

DR. PEDRO VAN MJERS expressed pleasure to be involved in the
introductory briefing for the idea of the profit-sharing
production tax. It is an opportunity to provide feedback and
exchange ideas for the purpose of preparation for fina
| egi sl ati on.

3:21: 09 PM
There are four main types of paynents.

* Royalties

e Production tax (severance tax, ELF)
* Property tax

» State corporate incone tax

Additionally there is federal <corporate incone tax. This
presentation is about proposed changes in the production tax.

The current production tax for oil is 12.25 percent net of
royalty for the first five years of production and 15 percent
thereafter. These percentages are nultiplied by the Economc
Limt Factor (ELF), which is between zero and one. The ELF
| owers the production tax rate for smaller fields and fields
with low productivity wells.

3:23:33 PM

The ELF forrmula is imensely conplex. It was developed in 1989
and has served the state well but no I|onger gives good results.
The ELF tax is extrenely sensitive to the nunber of wells in the
field. A large nunber of wells bring a zero tax and a snall
nunber of wells bring a higher tax.

3:25:57 PM

This formula leads to an incentive for oil conpanies to keep
every well producing and to build additional wells just to bring
t he tax down.

3:28: 30 PM

The ELF formula reflects economc conditions in 1989 when oi
prices were in the $14-3%$17 per barrel range and the val ues of
300 barrels of oil a day for well productivity and 150,000
barrels of oil a day for field productivity represented
reasonabl e econom ¢ benchmarks.

Also the formula did not contenplate the subsequent devel opnent
of a variety of satellite fields. Wile the production tax
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stinulated the devel opment of a variety of nmarginal fields, the
benchmarks are now outdated. Therefore, an overhaul of the
production tax is in the interest of the state.

The production tax has serious deficiencies.
e ELF is no longer rational in relation to well productivity
and field production
e ELF is not responding reasonably in the case of field
producti on decli ne

* ELF does not provide a reasonabl e bal ance under a range of
oil prices

 ELF does not provide a sufficient incentive for re-
i nvest ment

The tax has serious deficiencies at this point in time. A graph
showing the Kuparuk Ol Field, the second largest in North
America, shows that the ELF has already declined to zero and
wi Il phase to zero in the next two years.

3:31: 07 PM

ELF is declining faster than production in sone fields. Kuparuk
is a world-class oil production field but the ELF has already
declined. Dr. van Miers insisted it was ridiculous to have a
world-class oil field that no |onger pays a production tax. In
ten years, the only field that will be paying is the Prudhoe Bay
field. Nowis the tine to start changing the tax structure. Many
fields in the North Slope are in the decline node. ELF does not
work well during the decline node. |If prices are high there is
no reasonabl e bal ance.

3:33:11 PM
[ Representati ve Max G uenberg and Senator Fred Dyson joined the
neet i ng. ]

The CGovernor has proposed a profit-sharing production tax (PPT),
which will be a conplete replacenent of the current ELF-based
version of the production tax on oil and gas. This will be a | aw
of general application.

The reason for the profit-sharing system is because so nany
ot her nations have been successful with it. Norway, for exanple
is a lot like Alaska in that they produce oil, forestry
products, and have a fisheries industry. On a per-capita basis
Norway produces roughly half of the anpbunt of oil and gas as
Al aska but Norwegi ans are 50 percent richer.

3:35:42 PM
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The big difference is that with the existing system wealth is
slipping through the fingers of Al askans and Norwegi ans hold on
to it. Many nations have proved the effectiveness of the PPT.

The PPT is calculated as a tax rate nmultiplied by the corporate
cash flow from production in Alaska from oil and gas, with tax
credits to encourage investnents. It is a consolidated tax at
the corporate level. The tax rate will apply to the total cash
flow of the conpany from oil and gas production. There wll be
tax credits to encourage production.

3:37:40 PM

It is a fair systemthat has been inplenented in many countri es.
The PPT is calculated by taking the gross production revenues
based on well head prices, |less the producers |ease expenditures.
If there is a large anmount of cash (high oil prices) then the
share for Alaska is large. If there is a |low amunt of cash

then the share is low It is a fair systemfor both parti es.

[ Senator Hollis French joined the neeting.]

3:41: 24 PM

There will be tax credits to encourage investnents based on a
percentage of the amount of the investnent. Losses in any year
can be converted to tax credits by multiplying the anmount of the
loss with the tax rate. Tax credits can be transferred and
traded. Explorers and independents will be able to nonetize part
of their investnents immediately, thereby strongly encouraging
expl orati on.

Anot her inportant purpose of the tax credits is to create a
progressive tax. Progressive taxes can be created in different
ways: tax credits, uplifts, |IRR payout systens, sliding scales,
etc. The PPT is proposed to convert |losses to tax credits, which
can be traded and transferred. This inmmensely increases the
attractiveness of new interest investing in Al aska.

3:44: 37 PM

There will be features to provide a favorable tax structure for
explorers and independents and encourage exploration and new
entrants to Alaska and it is desirable to attract smaller oil
conpanies to the state. The easiest way to do that is through
tax credits.

The proposed PPT:

* |s based on actual economcs and generates tax when there
are reasonable profits
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e Provides a reasonable balance between the state and
producers over a w de range of oil prices

e Strongly encourages investnent and re-investnment in the
state

* Protects and encourages explorers and i ndependents

The PPT tax rate and the tax credit rates will be proposed in
the near future. General principle is that the overall revenues
to the state nust be significantly higher at today’s prices. At
low prices, the state revenues will be less than the current
system which provides a fair adjustnent relative to market
conditions. For average prices, conpanies making |low |evels of

investment wll pay significantly nore than the current system
while strong investors will pay an anount that could be I|ess
depending on the level of investnent. |If the price is |ow,

Al aska shares the burden, if the prices are high; Al aska shares
the benefits with the oil producers.

3:47: 47 PM
Also inportant to note is that at average prices, conpanies that
make |ow investnments will pay significantly nore, but strong

i nvestnments may pay less. It depends on how nuch they invest.

The PPT is a profit-based system There are two ways in which
profit-based systens are inplenmented around the world: Based on
taxation systems paid in cash, or based on production-sharing
systens. All the large oil conpanies work in countries that have
this profit-based systemso they are famliar with them

3:51:47 PM

The enhanced incentives to invest in exploration and devel opnent
through the PPT as well as the gas line investnent will create a
new environment whereby Alaska wll be considered by many

petrol eum conpani es a new core area for petroleum investnment and
i ncreased oil and gas production.

3:53: 59 PM
Dr. van Miers concluded his presentation by saying the current
ELF- based production tax 1is conpletely outdated. It 1is a

regressive tax and is no longer in the interest of Al aska.
Therefore the Governor proposes that Al aska adopt a profit-based

system that wll provide on average for a higher governnent
take. It is a progressive tax with a strong incentive for
i nvestnment and exploration. It will also attract new entrants to
t he state.
3:54:32 PM
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SENATOR WAGONER advi sed Dr. van Miers that the total production
in Cook Inlet (16 platforns) is between 24,000 and 26,000
barrels per day. He asked how to nodel the PPT to encourage
additional work in the aging fields.

DR. VAN MJERS responded that only a few fields pay production
tax in Cook Inlet so the burden is nodest. The PPT will not put
a stronger burden on the operators. The PPT will enable the
producers to take a new look at the oil and gas fields and
realize there are new opportunities for investnent through using
tax credits.

REPRESENTATI VE GARDNER asked the nmnent it would have been
prudent to change the outdated ELF tax structure.

DR. VAN MJERS admitted when ELF was designed it was innovative.
It is nost inportant to note that the current nonent is the tine
to change the tax system The econom c equation has changed so
dramatically that Al aska nust nove to the PPT structure.

3:59: 44 PM

SENATOR STEDVAN asked Dr. van Miers whether the current splits
between the oil conpanies and the governnents were particularly
dynamic to the point where governnments were nodifying the PPT.

DR. VAN MUERS responded there are two things going on around the
world. A large nunber of <countries have relatively strong
progressive systens. For exanple Russia, Angola, Azerbaijan, and
areas where the mmjor oil conpani es have major investnents. Wat
is happening today as result of higher oil prices is the
progressive systens are now clicking in and the governnent take
is going up significantly. Mny other countries today have
adjusted their systens in view of the higher oil prices. He said
everybody else is doing it and that it is the international way.
If Alaska were to put a simlar systemin place it would renain
conpetitive with the other countries.

4:02: 46 PM

SENATOR DYSON asked whether the PPT would encourage major
conpanies to invest nore here, and what would happen to state’s
take if oil prices decrease dramatically.

DR. VAN MJERS said the major oil conpanies are significantly
investing in Alaska and they would increase that investnent. If
oil prices went down, the PPT would be down to zero. Inplicit in
the PPT is if there are no profits, there are no taxes.
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4:05: 30 PM
SENATOR DYSON asked whether it was fair to inply the nmjor oi
conpani es woul d support the PPT.

DR. VAN MJERS adnmitted there was no agreenent at this point in
ti me but discussions were being continued.

SENATOR ELTON asked whether the proposal was going to be
presented to the Legislature inside or outside the gas pipeline
contract.

DR. VAN MJERS explained it would be presented as a |law of
general application.

4:08:26 PM

REPRESENTATI VE RAMRAS expressed concern over creating an
adversarial relationship with the oil conpanies. He said British
Pet rol eum has taken punitive neasures in the past with ELF

DR VAN MJERS agreed. He said the PPT would encourage the
industry to invest in Alaska on a large scale. Conpetition for
investnment dollars is very strong around the worl d.

4:12:20 PM

REPRESENTATI VE SEATON asked whether trade-able credits could be
appl i ed agai nst royalty paynents, corporate tax, production tax,
and property tax.

DR. VAN MUERS said it could be applied to the production tax. It
would not be creditable against royalty or property tax. It
coul d becone creditable to the state corporate incone tax.

4:14:55 PM
REPRESENTATI VE SEATON asked whether the Norway 78 percent tax
rate corresponded with Britain’s 50 percent tax rate.

DR. VAN MJERS said no. Each nation has its own governnent take.
Norway has been traditionally high and Britain has a |ow
government take. Each region is conpetitive to 1its own
envi ronment .

4:17:26 PM

REPRESENTATI VE SEATON said Britain has recently increased its
take 40-50 percent. He asked whether that was a PPT or a tota
gover nnent take.
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DR. VAN MUERS said it is a total governnent take. Britain has a
| ow governnment take by international standards. They have a
corporate incone tax of 30 percent and also a special surtax
that used to be 10 percent and is now 20 percent.

(Representative Ethan Berkowi tz joined the neeting.)
SENATOR OLSON asked what systemthat Al berta (Canada) is using.

DR. VAN MJERS responded they are using many different systens
and at several stages. It is the sane overall philosophy as the
PPT just engineered differently.

4:20:11 PM
REPRESENTATI VE NEUMAN asked at what point would the state break
even.

DR. VAN MIJERS advised they were still working on the detail
figures but that it depends on a nunber of different indices and
assunpti ons.

4:22:18 PM
SENATOR FRENCH asked whether the adm nistration was going to
file abill.

DR. VAN MUERS replied yes.

4:24: 55 PM
REPRESENTATI VE GARA asked the level at which Al aska would
envision | owering taxes for the oil conpanies.

DR. VAN MJERS advi sed he woul d have detailed studies to present
with the final proposal. The final figures are not fully
devel oped at this tine.

There being no further business to cone before the conmttee
Chai r Wagoner adjourned the neeting at 4:28:06 PM
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