
of oil and gas is a m atte r within the 
authority of the states. 1969 Op. A tt’y Gen., 
No. 6.

The royalty provisions o f a  mineral 
leasing act a re  related to conservation of 
natural resources. 1969 Op. A tt’y Gen., No. 
6.

The United S tates, under the 10th 
amendm ent to the Constitution of the 
United States, has no authority  to legislate 
on s ta le  royalty provisions and s ta te  oil and 
gas leases. 1969 Op. A tl’y Gen., No. 6.

An overrid ing  gross royalty  o f  2% of all 
proceeds from any sta te  and federal lands 
conflicts with the Statehood Act and the 
province of the A laska s ta te  legislature. 
1969 Op. A lt'y  Gen., No. 6.

A 2% overriding gross royalty  cannot 
apply to a federal lease on public lands 
within the S tate  of n laska . 1969 Op. A tt’y 
Gen., No. 6.

A " 'I  overriding gross royalty cannot 
apply to a S tate o f Alaska oil and gas lease

issued pursuan t to this section. 1969 Op. 
A tt’y Gen., No. 0.

Commissioner empowered to grant 
royalty reduction. — This section 
empowers the commissioner of the 
D epartm ent o f N atu ral Resources, not the 
director, division o f lands, to g ra n t the 
specified royalty reduction. Union Oil Co. v. 
S tate Dep’t  o f N atural Resources, Sup. C t  
Op. No. 1087 (File No. 2025), 526 P.2d 1357 
(1974).

Cited in Shell Oil Co. v. Pan American 
Petroleum Corp., 5 Alas. L.J. No. 11, p. 230 
(Nov., 1967).

ALU reference. — Validity of 
compulsory pooling or unitization s ta tu te  
or ordinance requiring owners or lessees of 
oil and gas lands to  develop their holdings 
as a tingle drilling unit and the like, 37 
ALR2d 434.

Sec. 38.05.181. G eo th e rm a l resou rces, (a) Purpose. The leg is la tu re 
finds and declares that

(1) the people o f  A laska nave an interest in the development o f  the 
sta te ’s geotherm al resources potentia l fo r

(A ) use in the generation o f electrical power that may reduce the 
sta te ’s dependence on foss il fu e l power plants that se riously  po llu te the 
atmosphere in a number o f  areas;

(B ) the production o f  geotherm a l steam that may provide centra l heat 
fo r  urban areas close to geotherm al areas;

(C) the production o f  va luab le m inerals and o ther byproducts 
associated with geotherm al steam and accompanying brines; and

(D ) the d istillation o f  fresh  water;
(2) the state , th rough the Departm ent o f  N a tu ra l Resources and its 

division o f  lands, should exercise its au thority to encourage the 
exp loration fo r, discovery and production o f, geotherm al resources in 
the public interest to

(A ) encourage maximum economic recovery o f  this potentia lly 
important na tu ra l resource and prevent its waste;

(B ) ensure that the exp loration fo r , and production o f, geotherm al 
resources, and the disposal o f  wastes from  them, are carried on in a way 
that w ill sa fegua rd  life , health, property , public w e lfa re  and the 
environment; and

(C) preserve the sta te ’s na tu ra l, scenic va lues especia lly in those areas 
where geotherm al resources are o r may be found; a lthough the need to 
develop new sources o f  energy rapid ly is becoming u rgen t, every e f fo r t  
also must be made to protect those hot springs and geysers that are 
among na tu re ’s scenic wonders.
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A Note on

PROPOSED CHANGES IN ALASKA'S OIL PRODUCTION TAX

1. In this R e p o r t  for the A l a s k a n  Legislature, w e  r e v i e w  c h a n g e s

in Alaska's oil production tax r e c o m m e n d e d  by the D e p a r t m e n t  of R e v e n u e  

and incorporated in Senate Bill No. 532 and H o u s e  Bill No. 8 7 8 ,

2. In 1977, Alaska's production tax w a s  a m e n d e d  to eliminate au t o­

matic escalation in cents-per-barrel tax rates.* At the s a m e  time, the 

a m e n d e d  law provided for annual r e v i e w  of cents-per-barrel and cents- 

p e r - M C F  tax rates by the D e p a r t m e n t  of R e v e n u e ,  with a written report 

and r e c o m m e n d a t i o n s  for c h a n g e s  to be submitted to the G o v e r n o r .  T h e  

G o v e r n o r ,  then, submits the p r o p o s e d  c h a n g e s  to the Legislature.

3. T h e  D e p a r t m e n t  of R e v e n u e ' s  R e p o r t  for 1978 r e c o m m e n d e d

(and S B 5 3 2 / I I B 8 7 8  incorporate) the following c h a n g e s  --

A n  increase in the cents-per-barrel tax rate for 

other-than-old crude oil f r o m  bJ to 96.8 cents, 

w h i c h  c o r r e s p o n d s  to raising the floor price (i.e., 

the price below w h i c h  the cents-per-barrel rather 

than the percent-of-value tax i pplies) f r o m  $6. 53 

tc $7. 90 per barrel;

A n  increase in the cents-per-barrel tax rate on old 

crude oil f r o m  60 to 63 „ 4  cents p e r  barrel, raising 

the floor price f r o m  $4. 90 to $5. 18 per barrel; and

* P r i o r  to this change, cents-per-barrel tax rates had increased or d e­

cre a s e d  with percentage c h a n g e s  in the W h o l e s a l e  Price Index for crude 

p e t r o l e u m  published by the B u r e a u  of L a b o r  Statistics of the U.S. D e ­

pa r t m e n t  of Labor.
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Re-introduction of automatic escalation in cents-per- 

barrel tax rates, tying rates to percentage c h anges 

in the G r o s s  National P r o d u c t  Deflator published by 

the B u r e a u  of E c o n o m i c  Analysis of the U. S. D e p a r t­

m e n t  of C o m m e r c e .  *

4. In reviewing these p r o p o s e d  c h a n g e s  in the oil production tax

rates, the Legislature will w a n t  to consider carefully two things. First, 

the reasoning behind the D e p a r t m e n t  of R e v e n u e ' s  r e c o m m e n d a t i o n s ,  as 

set out in the D e p a r t m e n t ' s  report to the G o v e r n o r . * *  Second, that any 

c h a n g e s  in production taxes be r e v i e w e d  in conjunction with p r o p o s e d  

c h a n g e s  in other taxes that the State a s s e s s e s  on the oil and gas industry, 

notably the corporate i n c o m e  tax.

T h e  Floor Price

for P r u d h o e  B a y  C r u d e

5. T h e  D e p a r t m e n t  of R e v e n u e  report finds that the current floor

price (and thus also the cents-per-barrel tax rate) is "inadequate. " T h e  

D e p a r t m e n t  calculates that the " m a r k e t  value" of P r u d h o e  B a y  oil on the 

Nor t h  Slope is significantly above the prices being reported by the c o m ­

panies for severance tax (or royalty) purposes. F u r t h e r m o r e ,  the floor 

price, w h i c h  is designed to protect the State's s e verance tax r e v e n u e s  in 

the event that prices reported by c o m p a n i e s  are artifically depressed, is 

also b e l o w  the c o m p u t e d  m a r k e t  value. T h e  conclusion: the floor price is 

too low to do its intended job of protecting revenues. T h e  r e c o m m e n d a t i o n  

raise the floor price for other-than-old oil to the level calculated by the 

D e p a r t m e n t  as the m a r k e t  value ($7.90) of P r u d h o e  B a y  cru^e on the N o r t h  

Slope.

•f C h a n g e s  in tax rates w o u l d  be bas e d  on c h a n g e s  in the Deflator f r o m  the 

First Q u a r t e r  of 1978.

** R e c o m m e n d e d  C h a n g e d  in Alaska's Oil and G a B  Production T a x  Rates 

for 1978, a R e p o r t  to G o v e r n o r  J a y  S. H a m m o n d  by the A l a s k a n  D e ­

p a r t m e n t  of R e venue.
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6. O u r  fi r m  h a s  a l w a y s  r e g a r d e d  increasing the s everance tax as

the ultimate recourse for the State in the event that wellhead values are 

artifically d e p r e s s e d  b y  the actions of tax-paying c o m p a n i e s .  T h e  question 

the Legislature m u s t  consider n o w  is w h e t h e r  the current c i r c u m s t a n c e s  

of wellhead pricing w a r r a n t  taking such a m a j o r  step at the present time in 

the light of available evidence. This can best be judged by looking, as the 

D e p a r t m e n t  has, at the various e l e m e n t s  that enter into P r u d h o e  B a y  oil 

prices -- i.e., pipeline tariff rates, tanker charges, and prices in m a r ­

kets to w h i c h  the oil m o v e s .

T A P S  Tariff

7. T h e  m a j o r  factor serving to l o w e r  wellhead values b e l o w  earlier

expectations is the high level of T A P S  pipeline tariffs filed b y  the c o m p a n i e s  

with the I C C  (new F E R C )  a n d  u s e d  by the c o m p a n i e s  in theif netback calcula­

tions. T h e s e  tariff rates a v e r a g e  out to s o m e  $ 6 . 2 0  p e r  barrel.* In contrast, 

the interim tariffs allowed by the I C C  a v e r a g e  s o m e  $4. 33 p e r  barrel, or 

$1. 37 p e r  barrel less. T h e  State of Alaska, in its protest to the IC C ,  set 

out tariff rates that a v e r a g e d  a r o u n d  $3.96. F E R C  is n o w  in the p r o c e s s  of 

conducting an investigation (with A l a s k a  Pipeline C o m m i s s i o n  participating) 

into T A P S  rates in o r d e r  to establish lawful p e r m a n e n t  tariffs. P e n d i n g  the 

final o u t c o m e ,  the C o urts have allowed the c o m p a n i e s  to continue to charge 

their initial filed tariffs.

8, Thus, the question of w h a t  are reasonable interstate tariff rates

for T A P S  is being r e v i e w e d  and will eventually be resolved by the a p p r o­

priate regulatory body. W h a t e v e r  rates are eventually a p p r o v e d  by the 

F E R C  will be those actually c h a r g e d  for transportation of the bulk of oil 

m o v e d  via T A P S  and will thus bear on the value of oil on the N o r t h  Slope. 

T h e s e  rates wou l d  be appropriate to the calculation of oil values for s e v­

er a n c e  tax and royalty purposes.

* A  weighted a v erage calculated by the D e p a r t m e n t  of R e v e n u e  bas e d  u p o n  

pipeline ownership.
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9. If finally a p p r o v e d  T A P S  rates are below the initially filed c o m ­

p a n y  rates -- and l o w e r  I C C  interim rates w o u l d  certainly point in this 

direction -- the effect w o u l d  be to raise N o r t h  Slope values and seve r a n c e  

taxes to w h i c h  the State w a s  entitled. T h e  State w o u l d  obviously w a n t  to 

take w h a t e v e r  steps are n e c e s s a r y  to e n s u r e  that it is in a position to 

collect b a c k  taxes in the event that this w e r e  to happen. A s s u m i n g  that 

the State does have this protection, it w o u l d  s e e m  inappropriate for the 

State n o w  to raise the floor price for production tax p u r p o s e s  to reflect 

w h a t  the State judges will be the (lower) tariff finally approved. This puts 

the State in the position of prejudging a complicated issue w h i c h  is being 

subject to extensive hearings, later careful regulatory consideration, and 

p r o b a b l y  also eventually r e v i e w  in the Courts. *

T a n k e r  C h a r g e s

10. T h e  D e p a r t m e n t  of R e v e n u e ' s  report also takes issue with the

tanker c h a r g e s  being submitted by the c o m p a n i e s .  T h e  D e p a r t m e n t  points 

out that the reported c h a r g e s  (e.g., $ . 8 1 - $ 1 . 0 8  to the W e s t  Coast) are 

.-ubstantially above w h a t  had be e n  estimated by m a n y  third-party o b s e r v e r s  

and oy c o m p a n y  s p o k e s m e n  t h e m s e l v e s  earlier on. In contrast to pipeline 

tariff rates, tanker c h a r g e s  are not regulated. Thus, the State will not 

have regulated rates to provide guidelines.

11. In the circumstances, w e  certainiy feel that Legislative inquiry

into the question of tanker c h a r g e s  is w arranted, in course of hearings on 

the p r o p o s e d  c h anges in Alaska's production (severance) tax. M a n y  factors 

affect tanker costs -- e.g., tanker sire, timing of charters, b u n k e r  costs,

* Note that the p r o p o s e d  increase in floor price f r o m  $6. 53 to $7. 90 (+$1. 37) 

is the s a m e  as the difference b e t w e e n  a v e r a g e  I C C  interim ($4. 83) and 

c o m p a n y  posted tariffs ($6.20). Thus, although other aspects of wellhead 

valuation are at issue, the pipeline tariff is pivotal.

I
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safety a n d  e n v i r o n m e n t a l  standards, etc. Thus, o c e a n  transportation costs 

m a y  have increased substantially since earlier estimates w e r e  m a d e .  H o w ­

ever, the c o m p a n i e s  transporting N o r t h  Slope crude via tanker should e x­

plain h o w  they arrive at the charges they are reporting to the State. W i t h  

a better understanding of tne factors underlying those charges, the State 

should be in a better position to judge their r e a s o n a b l e n e s s  for p u r p o s e s 

of valuation.

12. T h e  State m i g h t  also w a n t  to consider the possibility of establishing

s o m e  n o r m  for transportation rates at w h i c h  N o r t h  Slope crude could be 

m o v e d  in substantial and continuous v o l u m e  to m a j o r  m a r k e t s  -- rather than 

continuously monitoring c h arges for e a c h  a n d  e v e r y  c o m p a n y ' s  transporta­

tion. This rate w o u l d  p r e s u m a b l y  be one w h i c h  a c o m p a n y  could m a t c h  on 

the basis of prudent transportation c o m m i t m e n t s .  C o m p a n i e s  w h o  are p a r ­

ticularly astute in their tanker operations could hope to do better -- and 

w o u l d  benefit t h e r e f r o m  by not having N o r t h  Slope oil values a n d  thus p r o ­

duction taxes raised b y  the’.r l o w e r - t h a n - a v e r a g e  tanker costs. O t h e r  c o m ­

panies w h o  m a k e  less astute business decisions on tanker c o v e r a g e  w o u l d  

have to b e a r  the c o n s e q u e n c e  without the State picking up part of higher-than- 

a v e r a g e  costs through l o w e r  s everance taxes.

13. In this connection, w e  note that the a v e r a g e  transportation cost

of oil m o v i n g  in international trade in foreign flag tankers has b e e n  cal­

culated since 1954 by an independent L o n d o n  T a n k e r  B r o k e r s '  Panel.

The i r  estimates, A v e r a g e  Freight Rate A s s e s s m e n t  ( A F R A ) ,  are widely 

us e d  as p r o x y  for c o m p a n i e s '  actual transportation costs both in c o m m e r ­

cial contracts w h e r e  delivered prices require a freight c o m p o n e n t  and in 

c.i. f. values for G o v e r n m e n t  administration and tax purposes. S o m e  

such a p p r o a c h  m i g h t  be considered for tanker m o v e m e n t s  of N o r t h  Slope 

crude. This could avoid potential conflicts o v e r  tanker charges. In the 

event, c o m p a n i e s  w o u l d  be completely free to m a k e  their o w n  decisions 

as to h o w  they cover their tonnage r e q u i rements, but tanker c h a r g e s  for 

p u r p o s e s  of wellhead valuation w o u l d  reflect objective criteria as to o c e a n  

transportation costs.
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M a rk e t  P r i c e s

14. T h e  D e p a r t m e n t  has also questioned the c o m p a n i e s '  data on m a r ­

ket prices received for oil, particularly o n  the W e s t  Coast. T h e  D e p a r t m e n t  

calculates a value for N o r t h  Slope oil at a refinery destination in L o s  A n g e l e s 0 

T h i s  estimate of $ 1 3 . 4 4  is based on the Official G o v e r n m e n t  Selling Price for 

Saudi A r a b i a n  M e d i u m  (31°) crude f.o.b. plus L R 2  (80, 000- 1 59, 999 dwt. ) 

A F R A  tanker transportation. It finds this estimate to be at the u p p e r  e n d  of 

the range of W e s t  Coa s t  m a r k e t  prices reported by the c o m p a n i e s  ($13. 16- 

$13.44).

15. T h e  p r o b l e m ,  here, is that there are m a n y  factors that bear on

m a r k e t  prices and it is difficult to c o m e  up with a precise objective e s­

timate. First, there are questions of crude quality. T h e  D e p a r t m e n t ' s  

estimate of refinery value, for e x a m p l e ,  is bas e d  on a 31 Saudi crude 

w h e n  N o r t h  Slope crude is in fact a r o u n d  27 . If Saudi H e a v y  crude (27 ) 

w e r e  used, the D e p a r t m e n t ' s  estimate w o u l d  have been $13. 14 -- or below 

the low end of the c o m p a n i e s '  range. O n  the other hand, Saudi H e a v y  crude 

(as also Saudi M e d i u m  crude) contains substantially m o r e  sulphur than 

N o r t h  Slope crude, w h i c h  e n h a n c e s  the value of N o r t h  Slope relative to 

these c r u d e s . *  F u r t h e r m o r e ,  the relative value of various crude qualities 

varies f r o m  refiner to refiner, depending on his p rocessing facilities, m a r ­

ket requirements, etc. At least as important, there are other aspects to 

c^ude sales than selling price that also affect the value to the buy e r  and 

seller - e.g., credit term s ,  obligations for the seller to offtake crude

f r o m  the b u y e r , * *  etc.

* A s  against 1-percent sulphur for N o r t h  Slope, Saudi H e a v y  is 2,8 percent 

and M e d i u m  2.4 percent.

** T h e  m a j o r  third-party p u r c h a s e r  of N o r t h  Slope crude is Socal for its 

L o s  A n g e l e s  and San F r a n c i s c o  refineries. P r e s s  reports indicate that 

at least s o m e  of Socal's contractual p u r c h a s e s  of N o r t h  Slope crude in­

volve c o m m i t m e n t s  b y  sellers to lift M i d d l e  E a s t  crude that Socal w o u l d  

have otherwise p r o c e s s e d  o n  the W e s t  Coast. Sellers of N o r t h  Slope 

crudes are reportedly m o v i n g  this M i d d l e  E a s t  crude to Eas t - o f - R o c k i c s  

refineries..
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16. T h e  State will obviously w a n t  to continue to m o n i t o r  w h a t e v e r

relevant information it c a n  obtain on sales prices for N o r t h  Slope oil. 

H o w e v e r ,  given the range of difficulties in assessing a n  appropriate m a r ­

ket price, the selling prices reported by the c o m p a n i e s ,  in our judgment, 

do not look to be obviously out of line.

17. Finally, w e  note that c o m p a n i e s  have calculated seve r a n c e  tax

values by netting b a c k  f r o m  the m a r k e t s  to w h i c h  N o r t h  Slope oil actually 

m o v e s .  O w i n g  to m u c h  higher transport costs, netbacks f r o m  Gulf C o a s t  

shipments are obviously significantly l o w e r  than f r o m  the W e s t  Coast.

T h e  D e p a r t m e n t  of R e v e n u e ,  in its a s s e s s m e n t  of a m a r k e t  price netback 

for a severance tax floor price, has us e d  only the W e s t  C o a s t  as a refer­

ence point. O n  this basis, c o m p a n i e s  forced to ship N o r t h  Slope crude to 
the Gulf C o a s t  w o u l d  have to p a y  a severance tax bas e d  on a higher net-

b a c k  calculated by the D e p a r t m e n t  for the W e s t  C o a s t  rather than actual 

netback f r o m  the m a r k e t  to w h i c h  cfteir crude m o v e s .

18. In a report w e  p r e p a r e d  for the Legislature in 1970 on valuation

of A l a s k a n  crude oil, # w e  took the position that limited v o l u m e  s h i p m e n t s  

of A l a s k a n  crude to distant m a r k e t s ,  w h i c h  m a y  reflect individual c o m p a n y  

e c o n o m i c s ,  w o u l d  not n o r m a l l y  be a r  on the valuation of A l a s k a n  crude. 

Valuation should be b a s e d  on m a r k e t  prices in refining centers " w h e r e  

there is a substantial and continuous m o v e m e n t  of A l a s k a n  oil by the in­

dustry in general. " At present, substantial v o l u m e s  of N o r t h  Slope crude 

m o v e  to the Gulf Coast; w h e n  production r e aches 1.2 million barrels daily, 

a p p r o x i m a t e l y  two fifths (500, 000 barrels daily) is likely to be m o v i n g  to 

the Gulf Coast. In these circums t a n c e s ,  it is not inappropriate that the 

value of A l a s k a n  crude on the N o r t h  Slope takes into account the fact that 

a substantial portion of production cannot realize the higher netback values 

obtainable on the W e s t  Coast, o w ing to limitations on the absorptive ca- 

p a t ’ty of W e s t  Coa s t  refineries for Nor t h  Slope crude.

* E c o n o m i c  Considerations B e aring on Valuation of A l a s k a n  C r u d e  Oil and 

State Policy on Pipelines, D e c e m b e r ,  1970.
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C e n t s - p e r - B a r r e l  E s c a la t io n

19. In addition to raising floor prices, the D e p a r t m e n t  has also r e c­

o m m e n d e d  re-introduction of automatic escalation in floor prices with an 

index of inflation. Escalation with the G N P  deflator w o u l d  a l m o s t  inevitably 

result in progressive increases in s e v e r a n c e  taxes w h e r e  cents-per-barrel 

and not percent-of-value is the operative tax.

20. Last year's seve r a n c e  tax revision w a s  p r e s u m a b l y  designed to

establish schedules of s e v e r a n c e  taxation appropriate to the p r oducing cir­

c u m s t a n c e s  of A l a s k a  a n d  with r e g a r d  also to rates of s e verance taxation 

in other producing states. N o  doubt wellhead values a n d  hence seve r a n c e  

tax r e v e n u e s  have w o r k e d  out b e l o w  expectations; a n d  w e  discussed above 

w h e t h e r  a n  increase in floor prices ought n o w  to be considered as offset 

to protect Alaska's interests.

2 1. Escalation of floor prices with inflation, h o w e v e r ,  could have

the effect of increasing producing c o m p a n i e s '  effective seve r a n c e  tax 

rates without r e g a r d  to wellhead values. W e  have noted in the past that 

previous escalation with the W h o l e s a l e  Pri c e  Index for crude p e t r o l e u m  

i m p o s e d  a progressively increasing seve r a n c e  tax b u rden on C o o k  Inlet 

p r o d u c e r s  w h o s e  old oil prices w e r e  held d o w n  by F e d e r a l  price ceilings 

whilst a v e r a g e  crude prices a n d  hence their cents-per-barrel tax m o v e d  

up w a r d .  T h e  a d v e r s e  effect (i.e., rising cents-per-barrel seve r a n c e  

taxes relative to w ellhead values) could be even m o r e  incongruous w h e n  

escalation iH triggered by a G N P  deflator that reflects price behavior for 

the U.S. e c o n o m y  as a whole.

22. T o  the extent that crude oil prices a d v a n c e  in the future --

notably foreign oil prices into Alaska's L o w e r  48 m a r k e t s ,  but also d o­

mes t i c  oil prices that directly or indirectly affect the competitive evalua 

tion of N o r t h  Slope crude -- that w o u l d  tend to raise wellhead values and 

s everance tax revenues. Similarly, c h a n g e s  in transportation c h a r g e s  

w o u l d  be reflected in wellhead values and seve r a n c e  tax revenues. A n d  

to the extent that pcrcent-of-wellhead value is the operative s everance 

tax, there is a m eaningful relationship b e t w e e n  s everance tax liability 

and production values.

8
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23. C e n t s - p e r - b a r r e l  m a y  be a n e c e s s a r y  floor for protection of

Alaska's interests in appropriate circumstances. Escalation of cents- 

p e r - b a r r e l  w o u l d  not s e e m  to be a n  appropriate device to raise seve r a n c e  

taxes or s everance tax i n c o m e .  If that is at issue, the Legislature could 

m o r e  cogently a d d r e s s  the question w h e t h e r  established percents-of-value 

ought to be raised.

9
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3 0  ROCKEFELLER PLAZA 
NEW YORK, N. Y. 10020

Room  3 2 3 2  TcL. 2 1 2 -3 6 6 .0 2 8 3 -4
C A B L E  "W A L T L E V Y "

M a r c h  23, 1978

T h e  H o n o r a b l e  Alvin O s t e r b a c k  

C h a i r m a n

H o u s e  R e s o u r c e s  C o m m i t t e e  

A l a s k a  State Legislature 

P o u c h  V - State Capitol 

Juneau, A K  99811

D e a r  Alvin:

E n c l o s e d  please find our Notes on P r o p o s e d  C h a n g e s  in Alaska's 

Oil Production Tax. Again, I a m  s o r r y  that w e  w e r e  unable to 

testify before your H o u s e  R e s o u r c e s  C o m m i t t e e  on this m a tter 

last w e e k ,  but I expect that y o u  m a y  w a n t  to h a v e  actual testi­

m o n y  and an opportunity for yo u r  C o m m i t t e e  m e m b e r s  to ask 

questions on the occasion of our next visit.

.1 a m  taking this opportunity to m a k e  our Notes available to other 

interested p e rsons as indicated below.

Cordially,

Milton Lipton

Executive Vice President

/ pt

enclosure

Distribution to:

T h e  H o n .  J o h n  R a d e r  

T h e  H o n .  H u g h  M a l o n e  

T h e  Hon. K a y  Poland 

T h e  Ho n .  J o h n  Sackett 

T h e  Ho n .  Ste^e C o w p e r  

M r .  J a c k  Doy l e  

M r .  G r e g g  E r i c k s o n  

M r .  Jo h n  M e s s e n g e r

A C o  5 ^ 0 S



TO: C H A I R M A N ,  H O U S E  R E S O U R C E S  C O M M I T T E E
A N D  A L L  C O M M I T T E E  M E M B E R S

FR OM : S U B - C O M M I T T E E  ON O I L  & G A S

D u r i n g  t h e  w e e k  of m a r c h  21 - 26 t h e  J o i n t  S e n a t e  a n d  H o u s e  
R e s o u r c e s  C o m m i t t e e s  m e t  t o  h e a r  t e s t i m o n y  r e l a t i n g  t o  t h e  v a r i o u s  
o i l  a n d  ga s  t a x a t i o n  b i l l s  c u r r e n t l y  b e f o r e  us. S o m e  o f t h e  b i l l s  
u n d e r  d i s c u s s i o n ,  h a v e  n o t  b e e n  r e f e r e d  to t h i s  c o m m i t t e e .

O f  t h e  o n e s  t h a t  h a v e  b e e n,  t h e  S u b - c o m m i t t e e  on  O i l  a n d  
G a s  r e c o m m e n d s  t h a t  H.B. 321, H.B. 322, C . S . H . B .  323, H.B. 328, 
a n d  S.B. 27^ be b r o u g h t  to th e  f u l l  c o m m i t t e e’s a t t e n t i o n  fo r 
c o n s i d e r a t i o n  a n d  th at  t h e y  be a c t e d  u p o n  a n d  p a s s e d  ou t of 
c o m m i t t e e  no l a t er  t h a n  A p r i l  7.

E a c h  of t h e s e  b i l l s  h a v e  a f u r t h e r  r e f e r a l  tc H o u s e  F i n a n c e  
a n d  t h e  F i n a n c e  C o m m i t t e e  has  s c h e d u l e d  h e a r i n g s  an d w o r k  s e s s i o n s  
o n  t h e s e  b i l l s  b e g i n n i n g  e a r l y  n e x t  we ek.  R e p r e s e n t a t i v e s  f r o m  
t h e  o i l  c o m p a n i e s  and  s e v e r a l  n a t i o n a l l y  r e c o g n i z e d  e c o n o m i s t s  
w i l l  be p r e s e n t .  We u r g e  a l l  m e m b e r s ,  w h o  a r e  a b le ,  to a t t e n d .

R E C O M M E N D E D  B I L L S

H.B. 3 2 1 - S E V E R E N C E  T A X

T h i s  tax, in o ur  o p i n i o n ,  r a t e s  h i g h e s t  in p r i o r i t i e s .  It ' s 
t i m e l i n e s s  is d e p e n d a n t  u p o n  the  a c t i o n s  u n d e r t a k e n  by  t h e  F e d e r a l  
E n e r g y  A d m i n i s t r a t i o n  in s e t t i n g  a r e c o m m e n d e d  "w ell h e a d "  p r i c e  
by  A p r i l  15, 1977, a n d  f u r t h e r  b y  a c t i o n s  l a t e r  t a k e n  by t h e  I.C.C. 
in r e c o m m e n d i n g  t h e  t r a n s p o r t a t i o n  cos t of N o r t h  S l o p e  cr ud e.
F o r  o t h e r  f e a t u r e s  of t h e  bill, we  r e f e r  t h e  c o m m i t t e e ' s  a t t e n t i o n  
t o  t h e  G o v e r n o r ' s  t r a n s m i t t a l  l e t t e r  f o r  H.B. 321, i n c l u d e d  w i t h  
t h i s  r e p o r t .

H.B. 322 - A L A S K A  N E T  I N C O M E  T A X  OR  F R A N C H I S E  T A X

T h i s  t a x  bill, in o u r  o p i n i o n ,  ha s s e v e r a l  a d v a n t a g e s  o v e r  
o u r  p r e s e n t  i n c o m e  t a x  c o l l e c t i o n  system. It is e a s y  to a d m i n i s t e r ,  
is b a s e d  u p o n  t h e  a m o u n t  e a r n e d  w i t h i n  the s t a t e ,  i n c l u d i n g  O C S  
d e v e l o p m e n t ,  a nd  w o u l d  p r o v i d e  t he  S t a t e  an d  t h e  i n d u s t r y  w i t h  a 
s t a b l e  t a x a t i o n  p o l i c y  f o r  y e a r s  to come. F o r  o t h e r  f e a t u r e s ,  
we r e f e r  yo u  t o  the G o v e r n o r ' s  t r a n s m i t t a l  l e t t e r  for H.B. 322, 
i n c l u d e d  in t h i s  re p o r t .
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Page 2, Report from Sue-committee on Oil & Gas

H.B. 323 - P R O P E R T I E S  A D  V A L O R E M  T A X

T h i s  t?.x bi ll , o ur  o p i n i o n ,  is p r e m a t u r e .  It w o u l d  i n c r e a s e  
th e s c o p e  of t a x a b l e  ^.roperty to i n c l u d e  r e f i n i n g ,  l i q u e f a c t i o n ,  
a n d  m a r i n e  t r a n s p o r t a t i o n .  We b e l i e v e  t h a t  it w o u l d  a c t  a s  a 
" d i s i n c e n t i v e 1', at t h i s  t ine , f o r  f u t u r e  d e v e l o p m e n t  w i t h i n  o u r  
st a te , a nd  of a l l  t h e  t a x  b i l l s  b e f o r e  us, m e e t  w i t h  t h e  m o s t  
r e s i s t e n c e .  A c c o r d i n g l y ,  w e h a v e  a s k e d  t he  D e p a r t m e n t  of R e v e n u e  
to p l a c e  b e f o r e  t h i s  c o m m i t t e e ,  a c o m m i t t e e  s u b s t i t u t e  f o r  H.B. 323 
w h i c h  w o u l d  r e d u c e  t h e  b i l l  to a " h o u s e - k e e p i n g "  m e a s u r e .  T h i s  
ha s  b e e n  d o n e  a n d  is b e f o r e  th e c o m m i t t e e  f o r  c o n s i d e r a t i o n .

H.B. 328  - R E S E R V E  T A X

T h i s  t a x  b i l l  a m e n d s  t h e  r e s e r v e s  t a x  b i l l  to  a l l o w  a c r e d i t  
r e d u c t i o n  of t a x  l e v i e d  12_ [20] if t h e  o i l  f l o w  t h r o u g h  t h e  T r a n s -  
A l a s k a  P i p e l i n e  by O c t o b e r  1, 1977 has  r e a c h e d  a t  l eas t 6 0 0 , 0 0 0  
b a r r e l s  of o i l  on  a d a i l y  a v e r a g e .  O t h e r w i s e ,  t h e  b i l l  e x t e n d s  
t h e  r e s e r v e  t a x  b e y o n d  t he  D e c e m b e r  31, 1977 e f f e c t i v e  d a t e  of 
t h e  o r i g i n a l  act. W e u r g e  its p a s s a g e .

S.B. 27^ - T H E  T A K I N G  OF O I L  A N D  G A S  R O Y A L I T Y  IN K I N D

T h i s  b i l l  r e q u i r e s  t h a t  r o y a l i t y  o i l  a n d  g a s  be t a k e n  "In 
k i n d "  r a t h e r  t h a n  in m o n e y  u n l e s s  d e e m e d  o t h e r w i s e  by t h e  c o m m i s­
si o n e r ,  t h e  A l a s k a  R o y a l i t y  O i l a n d  G a s  D e v e l o p m e n t  A d v i s o r y  B o a r d ,  
a n d  t h e  t h e  L e g i s l a t u r e .  A s  a n  e n c o u r a g e m e n t  f o r  f u t u r e  d e v e l o p m e n t  
w i t h i n  o ur  st ate , we  u r g e  th e p a s s a g e  of  t h i s  bill.
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C O N C L U S I O N :

T h e  S u b - c o m m i t t e e  b l e i e v e s  t h a t  th e  p a s s a g e  of t h e s e  t a x  

p r o p o s a l s ,  t a k e n  in c o n j u n c t i o n  w i t h  th e  d e s i r e  t o  h a v e  t h e  A l a s k a n  

P e r m a n e n t  F u n d  r e p l a c e  th e  e v e n t u a l  and i n e v i t a b l e  p a s s a g e  of ou r  

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

S t a t e  of  A l a s k a .  We f u r t h e r  b e l i e v e  th at  t h e y  w i l l  no t  a c t  as 

a d i s i n c e n t i v e  fo r t h e  o i l  i n d u s t r y  an d “hat t h e i r  p a s s a g e  w i l l  

e n s u r e  A l a s k a ’s ’’fa i r  s h a r e "  in th e  w e a l t h  of  o u r  state. R e g a r d i n g  

th i s a s p e c t ,  we u r g e  c o m m i t t e e  m e m b e r s  to r e a d  t h e  T a n z e r  R e p o r t ,  

" I M P A C T  OF I N C R E A S E D  T A X A T I O N  O N O I L  E X P L O R A T I O N  A N D  D E V E L O P M E N T  

IN A L A S K A " ,  s u b m i t t e d  to a l l  m e m b e r s  of the  A l a s k a n  S t a t e  L e g i s l a t u r e  

on M a r c h  25, 1977.

We  h a v e  a s k e d  t h a t  Mr. J o h n  M e s s e n g e r  f r o m  t h e  D e p a r t m e n t  of 

R e v e n u e  be p r e s e n t  to a s s i s t  c o m m i t t e e  m e m b e r s  in a n s w e r i n g  t h e i r  

q u e s t i o n s  a n d  wo u ld , as t h i s  t i m e ,  l i k e  to h i g h l y  c o m m e n d  t h e  

s t af f of  S e n a t e  a n d  H o u s e  R e s o u r c e s  for  p r o v i d i n g  th e  b a c k - u p  

m a t e r i a l  n e e d e d  for th e  c o m m i t t e e ' s  d e l i b e r a t i o n s .

Rep. M e r l e  G. S n i d e r  
Rep. H u g h  M a l o n e  
Rep. W i l l i a m  Ak e rs .
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(
"An A c t  r e lating to the oil an d  gas 
p r o p e r t i e s  p r o d u c t i o n  tax; an d  providing 
f o r  an effec t i v e  date."

w as introduced, r e a d  the firsc cine and referred to cbe 
C o x a i c c e e s  o n  R e s o u r c e s  a nd rinance.

Hvl/SZ B I L L  UO. 321 b y  the Rules Cotaoitcee b y  request o f  H3
Che Governor, entitled: 323

48 6  H O U S E  J O URNAL M a r c h  9, 1977

I

T h e  G o v e r n o r ' s  transmittal letters appear following the 
b i l l  to w h i c h  it pertains: fiscal no t e s  appear in House 
S u p p l e m e n t  Ho. 31 to today's journal.

H3
321

(

" Ma r c h  8. 1977

T h e  H o n o r a b l e  H u g h  M a l o n e  
S p e a k e r  o f  the H o u s e  
A l a s k a  S t a t e  L e g i s l a t u r e  
J u n e a u ,  A l a s k a  9 9 3 1 1

n e a r  Mr. Spe a k e r :

U n d e r  t h e  a u t h o r i t y  of art. Ill, sec.. 18 of th e  A l a s k a  
C o n a t i t u t i o n ,  and i n  a c c o r d a n c e  w i t h  A S  2-5.30.060(b) 
a n d  t h e  U n i f o r m  R u l e s  o f  t h e  Ala s k a  S t a t e  L e gislature,
I a n  t r a n s m i t t i n g  a b i l l  r e l a t i n g  to the oi l  and g a s  
p r o p e r t i e s  p r o d u c t i o n  tax.

A s  a  r e s u l t  of a r e c a n t  s t u d y  of A l a s k a ' s  o i l  and g a s  
t a x  s t r u c t u r e ,  th e  D e p a r t m e n t  o f  R e v e n u e  ha s  recom- 
n e n d e d  s e v e r a l  c h a n g e s  in the s t ate's p r o d u c t i o n  o r  
" s e v e r a n c e "  tax. T h i s  b i l l  i n c o r p o r a t e s  those s p ecific 
r e c o m m e n d a t i o n s .

C u r r e n t l y  th e  state'a o i l  p r o d u c t i o n  tax is c a l c u l a t e d  
a c c o r d i n g  t o  "stair stepped" rates d e p e n d i n g  u p o n  t he 
l o v e !  o f  p r o d u c t i o n  for the lease nr property. As 
c u r r e n t l y  s t r u c t u r e d  the ta x  n a y  h a v e  an a d v e r s e  impact 
u p o n  a  p a r t i c u l a r  p r o p e r t y  a s  it r e a c h e s  its e c o n o m i c  
l imi t .  T h e  "stair step" a p p r o a c h  n a y  n o t  a l l e v i a t e  
t h i 3  a d v e r s e  e f f e c t  since the e c o n o m i c  limit m a y  v a r y  
s u b s t a n t i a l l y  f r o m  o n e  p a r t  of the s t a t e  to another.
T h i s  i s  b e c a u s e  i t  m a y  b e  m o r n  c o s t l y  to p r o d u c e  and 
t r a n s p o r t  t h e  oi l  i n  the m o r e  r e m o t e  a r e a s  of the 
state. A c c o r d i n g l y ,  t h e  b i l l  c o n t a i n s  an e c o n o m i c  
l i m i t  n e c h a n i s a  w h i c h  a u t o m a t i c a l l y  scales the tax rate 
d o w n  n s  t h e  p r o d u c t i o n  ne a r s  its e c o n o m i c  limit. T h i s  
w i l l  i n s u r e  that the tax w i l l  n o t  u n d u l y  i n h ibit oil 
p r o d u c t i o n  as it r o a c h e s  its e c o n o m i c  limit.

O n e  o f  the immediate d a n g e r s  w h i c h  f ace t he state's 
r e v e n u e  p i c t u r e  is the p o t e n t i a l  for a r t i f i c i a l l y  
d e p r e s s e d  p r i cing o f  th e  state's N o r t h  S l o p e  oil. T h i n  
c o u l d  r e s u l t  from federal p r i c i n g  d e c i s i o n s  o r  excessive 
t a r i f f  c o s t s  from the w e l l h e a d  to the refinery. T o  
i n s u l a t e  t h e  state's pntrolauin r e v e n u e *  f rom these 
f o r c e s ,  t h e  b i l l  pro v i d e s  f o r  n  m e c h a n i s m  w h i c h  w o u l d  
r a i s e  the c e n t s - p e r - b a r r e l  floor to c o r r e s p o n d  to a 
m i d - r a n g e  m a r k e t  va l u e  fo r  N o r t h  S l o p e  o i l  an d  tlo t hat 
f l o o r  to a n  in d e x  w h i c h  w i l l  lot the floor k e e p  p a c e  

w i t h  inflation.

O n e  o f  the D e p a r t m e n t  of R e v e n u e ' s  recommendations -- 
the o il and g a s  s u r t a x  —  w h i c h  w a s  d e s i g n e d  to offset 
r e v e n u e  loss e s  d u e  to d e p r e s s e d  p r i c i n g  ot North Slope 
o i l  and w h i c h  wait to b e  i m p o s e d  only on holder.- t f 
n t a t e - o w n e d  l e a s e h o l d s  w a s  d e l e t e d  on the advice of 
this d e p a r t m e n t  b e c a u s e  o f  tho subs t a n t i a l  legal 
p r o b l e m s  involved.

rrhu b i l l  p l a c e s  the t a x  o n  g a s  a t  a p a r i t y  with the tax 
o n  oil. C u r r e n t l y  ga s  in t a x e d  a t  o n l y  •; percent while 
o i l  is t a x e d  from 5 to 8 pe r c e n t .  T ho b ill w o u l d  tax 
b o t h  oil an d  ga s  at 10 percent. In addition, the bill 
s ets a cen t a - p a r - M e f  floor fo r  the gas ta x  similar to 
the c o n t n - p e r - b a r r o l  f l o o r  fo r  oil. T h i s  new floor for 
g a s  c o r r e s p o n d s  to tha h i g h e s t  m a r k u t  p r i c e  in thu 
state, n n d  it too is tied to a n  index to k e e p  p a c e  with 
inflation.



.

( H O U S E  B I L L  HO. 322 ' b y  the Rules Committee b y  request of 
the Governor, entitled:

"An A c t  e s t a b l i s h i n g  an oil and ga3 corporate 
franchise tax; an d  p r o v i d i n g  for an effective 
date."

v a s  introduced, r e a d  the first time an d  r eferred to the 
Committees on Resou r c e s  a n d  Finance.

K3
322

HB
322

(

• "Ma r c h  8, 1977

T h e  H o n o r a b l e  H u g h  Malo n e  
S p e a k e r  o f  t he H o u s e  
A l a s k a  S t a t e  L e g i s l a t u r e  
J u neau, A l a s k a  99811

D e a r  Mr. Speaker:

U n d e r  t h e  a u t h o r i t y  o f  art.. Ill, sec. 18 o f  the A l a s k a  
Con s t i t u t i o n ,  a n d  in a c c o r d a n c e  w i t h  AS 24.50.060(b) 
a n d  t h e  U n i f o r m  R u l e s  o f  the A l a s k a  State Legislature,
I a m  t r a n s m i t t i n g  a b i l l  e s t a b l i s h i n g  a n  o i l  and g as 
c o r p o r a t e  f r a n c h i s e  tax.

T h e  D e p a r t m e n t  o f  Revenue, in its oil and ga s  tax 
study, found t w o  b a s i c  d e f i c i e n c i e s  with the corporate 
i n c o m e  tax as it r e l a t e s  to oil and gas corporations. 
T h i s  b i l l  w o u l d  c o r r e c t  t h o s e  deficiencies.

T h e  f i r s t  p r o b l e m  is t h e  e r o d e d  f e d eral ta x  base. Th e  
d e p a r t m e n t  f o u n d  t h a t  t he f e deral c o r p o r a t e  tax h a s *  
w h i c h  A l a s k a  h a s  a d o p t e d  h a s  been s u b s t a ntially e r o d e d  
b y  s p e c i a l  exem p t i o n s ,  deductions, c r e d i t s  and ot h e r  
a c c o u n t i n g  d evices. T h e  r e s u l t  h a s  been t h a t  oil und 
g a s  c o r p o r a t i o n s  p a y  a n  e f f e c t i v e  tax r a t e  m u c h  s m a l l e r  
t h a n  th e  s t a t u t o r y  48 p ercent. A c c ordingly, t.he b i l l  
w o u l d  e n a c t  a s e p a r a t e  franc h i s e  t ax o n  a corporation'r. 
" b o o k  income." " B o o k  income" is th e  ne t  income w h i c h  
t h e  c o r p o r a t i o n  r e p o r t s  to its stockholders. This 
w o u l d  e l i m i n a t e  a l l  t h e  s p e c i a l  C o n g r e s s i o n a l  tax 
pro v i s i o n s .

I n ‘addition, t h e  d e p a r t m e n t  found that th e  present 
a p p o r t i o n m e n t  f o r m u l a  d o e s  n o t  fully r e p r e s e n t  the o il 
e n d  g a s  c o r p o r a t e  a c t i v i t y  i n  the state. T h e  p r e s e n t  
f o r m u l a  o :  p r o p e r t y ,  p a yroll, and sales g e n e r a l l y  
m e a s u r e s  c o r p o r a t e  b u s i n e s s  a ctivity in t he state. F o r  
n a t u r a l  r e s o u r c e  companies, however, it d o e s  not. H o  
r e f l e c t i o n  in t h e  p r e s e n t  formula io m a d e  for the 
s c a r c i t y  v a l u e  o f  the o i l  n o d  g as p roduced. A c c o r d­
ingly, th e  b i l l  w i l l  s u b s t i t u t e  for the p r esent nales 
f a c t o r  o n  e x t r a c t i o n  fac t o r  w h i c h  w i l l  g i v e  w e i g h t  
s p e c i f i c a l l y  t o  o i l  a n d  g a s  p r o d u c t i o n  activity.

O n e  o f  t he a d v a n t a g e s  o f  t h i s  franchise t a x  is t hat it. 
w i l l  t a k e  into a c c o u n t  e l e m e n t s  o f  property, payroll, 
a n d  e x t r a c t i o n  l o c a t e d  o n  t h e  O u t e r  Cont i n e n t a l  Bhelf 
w h i c h  c a u s e s  n  r e s u l t i n g  i m p a c t  o n  the a d j o i n i n g  state. 
T h u s  property, payroll', an d  extrac t i o n  n o t  located in 
a n y  s t a t e  bu t  w h i c h  a r e  l o c a t e d  o f f  the chores o f  an 
a d j o i n i n g  st a t e  w h i c h  is i mpacted b y  the oi l  und ga s  
p r o d u c t i o n  a c t i v i t y  w i l l  b e  a llocated to that state 
s u f f e r i n g  the impact. A l t h o u g h  this latter prov i s i o n  
m a y  r a i s e  n o n *  c o n s t i t u t i o n a l  law questions, w o  b o l i o v e  
t h a t  the p r o p o s a l  c o m a s  w i t h i n  th e  limits of the s t a t e ' s  
t a x i n g  p o w e r s  g i v e n  th e  imp a c t  o n  thu c o a s t a l  c o m­
m u n i t i e s  o f  o u r  s t a t e  ojLJfhese OC S  aotivition.
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"An A c t  amending the oil an d  gas reserves 
a d  v a l o r e m  tax; an d  provi d i n g  for an 
effec t i v e  date."

w a s  introduced, r e a d  the first time an d  r e f e r r e d  to the 
C o m m ittees on R esources an d  Finance.

H O U S E  BILL WO. 328 b y  the Rules Committee b y  request of
the Governor, entitled:

" M a r c h  9, 1977

Th e  H o n o r a b l e  H u g h  M a l o n e  
Spealter o f  the H o u s e  
A l a s k a  S t a t e  L e g i s l a t u r e  
J u n e a u ,  A l a s k a  99811

D e a r  Mr. Speaker:

U n d e r  th e  a u t h o r i t y  of art. Ill, sec. 18 o f  the A l a s k a  
C o n s t i t u t i o n ,  a n d  i n  a c c o r d a n c e  w i t h  AS 24.50.060(b) 
a n d  the U n i f o r m  Ru l e s  o f  t he A l a s k a  State Legislature,
I a m  t r a n s m i t t i n g  a  b i l l  ame n d i n g  the oil and ga 3  r e­
serv e s  a d  v a l o r e m  tax.

S e c t i o n  1 of t his b i l l  p r o p o s e s  that the r e s erve tax 
l e v y  b «  r e d u c e d  f r o m  20 m i l l s  to 12 m i l l s  this y e a r  
w i t h  the c o n d i t i o n  t hat an a d d i t i o n a l  levy w i l l  be 
m a d e  if there is a d e l a y  in the o t a r t - u p  o f  the T r a n s -  
A l a s k a  Pipeline.

T h i 3  a m e n d m e n t  is p r o p o s e d  b e c a u s e  the s t a t e  has a 
b u d g e t  s u r p l u s  fo r  F Y  1977. This s u r plus i3 s omewhat 
i llusory, ho w e v e r ,  since the r e s erve tax payments m a y  
b e  r e c o u p e d  b y  o i l  a n d  gas produ c e r s  b y  credits 
a g a i n s t  f u t u r e  s e v e r a n c e  tax. Accordingly, the ado p t i o n  
o f  t his m e a s u r e  w o u l d  red u c e  the surplus f o r  1977 and 
.also r e d u c e  the a m o u n t  "borrowed" f r o m  future revenues.

S e c t i o n  2 p r o v i d e s  fo r  a c o n t i n g e n t  1979 a s s e ssment 
at a rata- to be- d e t e r m i n e d  b y  that y e a r ' s  legislature.

' ; .



HO'JSS Hitt. NO. 323 b y  t. ’   4 rl *>rt:
Che R u l e s  C ommittee b y  request of j N a r c h  g> lg7?

HOUSE J O U R N A L
. r . u S J S w  n f c i 'w  • i  i

3 t h e  ’C ovesrr.or, e n t l c l e a :

9 A c t  rel a t i n g  to the oi l  an d  gas ’March  8. 1977

(
introduced

.littees o n  I
Resou r c e s  and Finance.

read the first tine and r eferred co the
•  1 ritsnnrr

T h e  H o n o r a b l e  H u g h  M a l o n e  
S p e a k e r  of the H o u s e  
A l a s k a  S t a t e  L e g i s l a t u r e  
Ju neau, A l a s k a  n g s i l

D e a r  Mr. Speaker:

U n d e r  the a u t h o r i t y  o E  art. Ill, sec. 18 of th e  A l a s k a  
C o n s t i t u t i o n ,  an d  i . a c c o r d a n c e  w i t h  A S  24.3O.0S0(b> 
a n d  t h e  U n i f o r m  R u l e 3  o f  the A l a s k a  S t a t e  L e g i s l a t u r e ,
I a n  t r a n s m i t t i n g  a b i l l  r e l a t i n g  to the o i l  and g a s  
ex p l o r a t i o n ,  prod u c t i o n ,  and p i p e l i n e  and m a r i n e  
t r a n s p o r t a t i o n  p r o p e r t y  tax.

T h e  D e p a r t m e n t  of R e v e n u e  has r e c e n t l y  c o m p l e t e d  it s  
s t u d y  o f  A l a s k a ' s  o i l  a nd gas ta x  s tructure a nd has. 

d e  s e v e r a l  reco m m e n d a t i o n s .  O n e  s e t  of r e c o m -  
t inundations d e a l t  w i t h  t h e  s t ate's 2 0 - n i l l  p r o p a r t y  t a n  
i m p o s e d  b y  A S  43.56. T h i s  b i l l  w o u l d  i m p l e m e n t  t h a t  

. s e t  o f  reco m m e n d a t i o n s .

T h e  b i l l  c o r r e c t s  f our p r o b l e m  a r e a s  in the c u r r e n t  
p r o p e r t y  tax: the o m i s s i o n  of c e r t a i n  important k i n d 3 ■
of  o i l - a n d - g a s - r e l a t e d  p r o p e r t i e s  f r o m  the d e f i n i t i o n  
o f  t a x a b l e  property; p r e s e n t  u n c e r t a i n t y  a b o u t  h o w  
p i p e l i n e s  should b e  v a l ued; the s t a t i c  nature of t h e  
$1500 p e r - c a p i t a  l i m i t a t i o n  o n  m u n i c i p a l  taxation, an d  
the e x t e n t  to w h i c h  m u n i c i p a l  p r o p e r t y  tax p a y m e n t s  
s h o u l d  b e  a l l owed a s  c r e d i t s  a g a i n s t  the state tax.
T h e  b i l l ' s  f e atures are d e s c r i b e d  below:

S e c t i o n  1 o f  the b i l l  m a k e s  c l e a r  that taxes p a i d  to 
m u n i c i p a l i t i e s  w h i c h  e x c e e d  the s t a t u t o r y  l i m i t a t i o n s  
in A S  29.5 3 . 0 4 5  a n d  2 9.53.050 a r e  n ot cr e d i t a b l e  
a g a i n s t  th e  state tax.

S e c t i o n  3 o f  the b i l l  r e m o v e s  th e  c u r r e n t  u n c e r t a i n t y  
o n  p i p e l i n e  v a l u a t i o n  b y  e n s u r i n g  that p i p e l i n e s  w i l l  
b e  v a l u e d  o n  the b a s i s  of their f ull a n d  true v a l u e  
w i t h  d u e  r e g a r d  t o  t h e i r  eco n o m i c  value. T h i s  w i l l  
e l i m i n a t e  the p o s s i b i l i t y  of p i p e l i n e s  b e i n g  v a l u e d  
u n d e r  the d e p r e s s e d  v a l u a t i o n  m e t h o d  o f  actu a l  c o s t  
d e p r e c i a t e d .

S e c t i o n  4 o f  the b i l l  d e f i n e s  f u l l  and trua v a l u e  o f  
p r o p e r t y  u s e d  in r e f i n i n g  o r  l i q u e f y i n g  of g a s  o r  o i l  
a s  r e p l a c e m e n t  c o s t  l ess dep r e c i a t i o n .  It a l s o  d e f i n e s  
th e  v a l u e  o f  t a x a b l e  m a r i n e  t r a n s p o r t a t i o n  property.

S e c t i o n  7 adds n e w  c a t e g o r i e s  o f  t a x a b l e  p r o p e r t y  
inclui ng o i l  refineries, ga s  p r o c e s s i n g  p l a n t s  an d  
l i q u e f i e d  n a t u r a l  g a s  facilities. T h i s  w ill m e a n  
g r e a t e r  r e v e n u e s  t o  th e  s t a t e  f r o m  t h e s e  impor t a n t  o i l  

' a n d  g a s  p r o p erties.

S e c t i o n  8 a n d  9 o f  t h e  b i l l  tie t h e  $1500 pe r  c a p i t a  
m u n i c i o a l  l i m i t a t i o n  to th e  A n c h o r a g e  c o s t - o f - l i v i n g  
index in o r d e r  that the l i m i t a t i o n  w o u l d  in c r e a s e  o v e r  
t i m e  a s  infla t i o n  r a i s e s  t h e  c o s t  to m u n i c i p a l i t i e s  of 
p r o v i d i n g  s e rvices t o  its residents.

H B  i n  addit i o n ,  S e c t i o n s  2, 4, 5, 6, a n d  7 are a i m e d  a t  
323 a m e n d i n g  th e  r e l e v a n t  p r o v i s i o n s  o f  A S  43.56 to p r o v i d e  

f o r  t h e  t a x a t i o n  of m a r i n a  t r a n s p o r t a t i o n  p r o p e r t y  
(i.e. tankers) on a n  a p p o r t i o n e d  b a s i s  d e t e r m i n e d  by 
th e  n u m b e r  of d ays sp e n t  o n  parts l o a d i n g  an d  u n l o a d i n g  
g a s  a n d  u n r e f i n e d  o i l  d i v i d e d  b y  the total n u m b e r  o f  ; 
d a y s - s p e n t - i n - p o r t 3  e v e rywhere. A l t h o u g h  these p r o­
v i s i o n s  r a i s e  c l o s e  an d  d i f f i c u l t  q u e s t i o n s  o f  c o n s t i -  . 
t u t i o n a l  l a w  r e g a r d i n g  the a b i l i t y  of the a t a t e  and 
m u n i c i p a l i t i e s  to impose a n  ad v a l o r e m  p r o p e r t y  tax o n  
s u c h  v e s s e l s  in l i g h t  o f  t h e  t r a d i t i o n a l  a p p l i c a t i o n  of 
t h e  " h o m o  port" doct r i n e ,  i t  ia t h e  v i e w  of t he D e p a r t­
m e n t  o f  L a w  t hat these v e s s e l s  h a v e  s u f f i c e n t  n e x u s  
w i t h  t h e  st a t e  to b r i n g  t h e m  w i t h i n  the c o n s t i t u t i o n a l

( '
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d J i O I U T M POUCH Y . STATE CAPITOL

JUNEAU ALASKA 9 9 8 I I

907 <165 3800

LEGISLATIVE AFFAIRS AGENCY

March 22, 1973

M E M O R A N D U M

SUBJECT: Revenue Effects of HB 878

TO: The Honorable A1 Osterback, Chairman
House Resources Committee

The Honorable Hugh Malone

FROM: Richard G. Haggar
Research Analyst

This memorandum is in response to your request that we prepare an anal­
ysis of the longer-term revenue impacts associated with HB 878. Tables I 
and II attached detail the revenue impacts of this legislation at vary­
ing inflation rates through 1990 for both Prudhoe Bay and Cook Inlet.

As can be seen from the tables, the major effect of the legislation 
would be felt in terms of Prudhoe Bay oil. The increase in the floor 
price alone (without accounting for inflation increases in the floor 
price as specified in the bill) would increase state revenues by ap­
proximately $750 million through 1990. Since the floor price would 
escalate at the same rate as the Gross National Product Deflator (a 
general measure of inflation within the U.S. economy), actual revenue 
increases over present law would be substantially greater. Based on an 
assumed annual inflation rate of between 4% and 6%, HB 878 would gen­
erate between SI.5 billion and $2.2 billion more in additional severance 
tax revenues through 1990 than would the current law (after deducting 
approximately $386 million in remaining Early Development Incentive 
Credits held by Prudhoe Bay oil producers). Under the same assumptions, 
revenues from Cook Inlet production would increase between $19.9 and 
$29.7 million over the same period.

If you have any furt'vr questions regarding this legislation or its 
associated effects w< vill be happy to answer them.

RGH:dh
Attachment
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Fiscal Floor Price Floor Price Floor Price Floor Price
Year (no floor price inflation)____________ no inflation 4% inflation_______ 6% inflation________ 8% inflation

TABLE I PRUDHOE BAY REVENUE EFFECTS UNDER HOUSE BILL 8 7 8 1

($ Million)

19782 $ 70.9 $ 86.2

1979 276.0 334.9

'380 349.4 423.8

1981 348.3 422.4

1982 368.4 446.8

1983 369.5 448.1

1984 390.0 472.9

1985 379.3 460.0

1986 350.7 425.4

1987 276.7 335.7

1988 207.1 251.3

1989 146.5 177.9

1990 98.0 119.1

TOTALS: $3,475 $4,220

1 Figures in Table I are not adjusted to reflect the EDIC.

2 1978 estimate includes only last six months of fiscal year.

s

$ 86.2 $ 86.2 $ 86.2

348.4 355.1 361.8

458.6 476.5 494.8

475.6 503.8 533.0

523.3 565.0 609.1

545.9 600.8 650.0

599.4 672.4 752.7

606.5 693.5 791.0

583.4 680.0 790.2

478.9 568.9 673.6

372.9 451.6 544.8

274.6 338.9 416.6

191.3 240.6 301.4

$5,357 $6,047 $6,827

Prepared by:
Legislative Affairs Agency 
Research Division 
22 March 1978



TABLE II COOK INLET REVENUE EFFECTS UNDER HOUSE BILL 8 7 8 1

($ Million)

Fiscal
Year (no floor price inflation)

Floor Price 
no inflation

Floor Price 
4% inflation

Floor Price 
6% inflation

Floor Price 
8% inflation

19782 $ 8.0 $ 8.4 $ 8.4

1979 13.3 13.9 14.4

1980 11.1 11.6 12.5

1981 9.3 9.7 10.8

1982 7.8 8.2 9.5

1983 6.7 7.1 8.5

1984 5.9 6.3 7.8

1985 5.2 5.5 7.2

1986 4.5 4.8 6.4

1987 4.0 4.2 5.8

1988 3.4 3.6 5.3

1989 2.9 3.0 4.6

1990 2.5 2.6 4.1

TOTALS: $68.6 $72.1

1 Figures in Table II are not adjusted to reflect the EDIC.

2 1978 estimate includes only last six months of fiscal year.

o
o

$88.5

$ 8.4 $ 8.4

14.7 14.9

12.9 13.3

11.4 12.1

10.2 10.9

9.4 10.2

8.7 9.7

8.1 9.2

7.4 8.6

6.9 8.1

6.3 7.6

5.6 6.9

5.1 6.3

$98.3 $109.4

Prepared by:
Legislative Affairs Agency 
Research Division 
22 March 1978
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Mr. C h a i r m a n  a n d  m e m b e r s  of the  H o u s e  R e s o u r c e s  C o m m i t t e e :

I w a n t  to  t h a n k  y o u  f o r  th e o p p o r t u n i t y  to t e s t i f y  t o d a y  on 

H B  878. H G  878 r e p r e s e n t s  in b i l l  f o r m  the D e p a r t m e n t  of 

R e v e n u e ' s  r e c o m m e n d a t i o n s  f o r  c h a n g e s  in the s t a t e ' s  c e n t s -  

p e r - b a r r e l  t a x  r a t e s  u n d e r  t h e  p r o d u c t i o n  t a x  st at u t e .

T h e s e  r e c o m m e n d a t i o n s  a n d  o u r  r e a s o n s  a r e  c o n t a i n e d  in a 

r e c e n t  r ep or  to G o v e r n o r  H a m m o n d .

T h e  b o t t o m  l i n e  o f  o u r  r e c o m m e n d a t i o n  is t h a t  the c e n t s - p e r -  

b a r r e l  f l o o r  n e e d s  to be a d j u s t e d  u p w a r d s  to p r e v e n t  f u r t h e r  

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

r e s u l t e d  f r o m  s p i r a l l i n g  t r a n s p o r t a t i o n  ch ar ge s .

As  y o u  k n o w  o u r  p r o d u c t i o n  t a x  is a n a l t e r n a t i v e  tax. A  

p r o d u c e r  of  n e w  o i l  li k e t h a t  p r o d u c e d  a t P r u d h o e  Ba y  p a y s  

e i t h e r  1 2 . 2 5  p e r c e n t  o f  the w e l l h e a d  v a l u e  o r  .80 p e r  b a r r e l  

of t h e  o i l  p r o d u c e d ,  w h i c h e v e r  is g r e a t e r .  T h e  c e n t s - p e r -  

b a r r e l  t a x  a c t s  as a f l o o r  s i n c e  if t h e  w e l l h e a d  v a l u e  f all s 

b e l o w  a c e r t a i n  l e v e l  the c e n t s - p e r - b a r r e l  b e c o m e s  a p p l i c a b l e  

a n d  th e  p r o d u c e r  p a y s  t h e  c e r t a i n  e n u m e r a t e d  c e n t s - p e r -  

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

A s  I m e n t i o n e d  the p r e s e n t  c e n t s - p e r - b a r r e l  r a t e  fo r al l  oil  

o t h e r  t h a n  o l d  oi l  is set a t  .80 p e r  b a r r e l  a n d  e s t a b l i s h e s  

an e f f e c t i v e  p r o d u c t i o n  ta x  f l o o r  o f  $6.53. T h a t  is, 1 2 .2 5 

p e r c e n t  o f  $ 6 . 5 3  is 80 ce nts . A t  w e l l h e a d  v a l u e s  a b o v e
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$6 . 5 3 /  1 2 . 2 5  p e r c e n t  o f  t h a t  v a l u e  e q u a l s  a g r e a t e r  t a x  p e r  

b a r r e l  t h a n  .80 a n d  at w e l l  h e a d  v a l u e s  b e l o w  $6.53, 1 2 . 2 5  

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

.80.

It is o u r  p o s i t i o n  t h a t  a f l o o r  of  $ 6 . 5 3  is n o t  s u f f i c i e n t  

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

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

t r a n s p o r t a t i o n  cha r ge s.

L a s t  y e a r  w e  r e c o m m e n d e d  a c e n t s - p e r - b a r r e l  f l o o r  o f  $7.50.

W e  c o n s i d e r e d  t h i s  a c o n s e r v a t i v e  m i d - r a n g e  e s t i m a t e  o f  a 

P r u d h o e  B a y  w e l l h e a d  v a l u e  a s s u m i n g  n o  p u f f e d  t a r i f f s  or  

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

T h e  o i l  i n d u s t r y  d i d  n o t  d i s p u t e  th is  f i g u r e  o f $7.50. In 

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

r a n g i n g  f r o m  $ 7 . 0 0  to $8.00. F o r  e x a m p l e ,  th e  p u b l i c  s t a t e m e n t s  

o f  the i n d u s t r y  l a s t  y e a r  are s u m m a r i z e d  in o u r  r e p o r t .

T h i r d  p a r t y  e s t i m a t e s  o f  l i k e l y  w e l l h e a d  v a l u e s  a l s o  fe l l in 

t h e  $ 7 . 0 0  to $ 8 .0 0 r a n g e  a n d  are  s u m m a r i z e d  in o u r r e po rt .

U n f o r t u n a t e l y  for A l a s k a ,  w h e n  t h e  o i l  i n d u s t r y  f i l e d  its 

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

P r u d h o e  B a y  p r o d u c t i o n  b e g a n  in J un e,  t h e y  r e p o r t e d  w e l l h e a d  

v a l u e s  $ 1 . 0 0  to $ 3 . 0 0  b e l o w  t h e i r  p u b l i c  s t a t e m e n t s .
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T h i s  r e d u c t i o n  in t h e  w e l l h e a d  v a l u e s  - b e l o w  w h a t  the 

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

b e l o w  w h a t  the d e p a r t m e n t  s t a t e d  - c a n  be  d i r e c t l y  t r a c e d  to 

t h e  c l a i m e d  t r a n s p o r t a t i o n  c o s t s  of t h e  c o m p a n i e s .  T h e s e  

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

u n r e a s o n a b l e .

F o r  e x a m p l e ,  d u r i n g  the m o n t h  of J u n e  t h e  T A P S  o w n e r s  f i l e d  

u n p r e c e d e n t e d  t a r i f f s  in the  r a n g e  o f  $ 6. 04  to $6.44, in 

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

t h r e e  to f o u r  m o n t h s  e a r l i e r .  T h e s e  t a r i f f s  w e r e  s u b s e q u e n t l y  

p r o t e s t e d  as u n r e a s o n a b l e  by th e U n i t e d  S t a t e s  J u s t i c e  

D e p a r t m e n t ,  t h e S t a t e  o f  A l a s k a ,  t h e  A r c t i c  S l o p e  N a t i v e  

C o r p o r a t i o n  a n d  th e I n t e r s t a t e  C o m m e r c e  C o m m i s s i o n  staff.

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

a d j u d i c a t i o n .

A n o t h e r  e x a m p l e  is t h e  c l a i m e d  t a n k e r  t r a n s p o r t a t i o n  costs.

T h e s e  c o s t s  h a v e  r a n g e d  f r o m  81 c e n t s  to a $ 1 . 0 8  to the W e s t  

C o a s t  an . $ 3 . 6 1  to the  G u l f  C oa s t .  T h e s e  r e p o r t e d  c h a r g e s  

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

e a r l i e r  in t he  year. U n l i k e  p i p e l i n e  t ar if f s ,  h o w e v e r ,  

w h i c h  ar e n o w  r e g u l a t e d  by th e  F e d e r a l  E n e r g y  R e g u l a t o r y  

C o m m i s s i o n ,  t h e s e  t a n k e r  c h a r g e s  ar e n o t  r e g u l a t e d  by a’~y 

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

a r e  se t  b y n e g o t i a t i o n  b e t w e e n  the s h i p p e r  a n d  th e t a n k e r  

c o m p a n y  w h i c h  in s o m e  c a s e s  m a y  a c t u a l l y  be b e t w e e n  a f f i l i a t e d  

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

r e d u c e d  A l a s k a ' s  w e l l h e a d  v a l u e s  s u b s t a n t i a l l y  a n d  r e s u l t e d  

in A l a s k a  r o y a l t y  a n d  p r o d u c t i o n  t a x  r e v e n u e s  to  p l u m m e t .

A g a i n  w e  a re  n o t  t a l k i n g  a b o u t  a d i f f e r e n c e  of  a f e w c e n t s  

in the w e l l h e a d  v a l u e  a n d  a l o s s  o f  a few  m i l l i o n  d o l l a r s ,  

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

i n  a l o s s  o f  h u n d r e d s  o f  m i l l i o n s  o f  d o l l a r s .

J u s t  to s h o w  h o w  b a d  the s i t u a t i o n  h as  go t t e n ,  S h o i o  has 

m a n a g e d  to r e d u c e  t h e  w e l l h e a d  v a l u e  f o r  the  o i l  w h i c h  it is 

t r a n s p o r t i n g  to th e  G u l f  Coa st , to $2.87. T h i s  is f r o m  

$ 2 . 0 0  to $ 3 . 0 0  b e l o w  w h a t  it p u b l i c a l l y  s t a t e d  w o u l d  be the 

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

F o r  e x a m p l e  in F e b r u a r y  o f l a s t  y e a r  th e D e p a r t m e n t  e s t i m a t e d  

g r o s s  r o y a l t y  r e v e n u e s  in FY  79 of $52 0 m i l l i o n .  In J a n u a r y  

o f  this  y e a r  a f t e r  t h e  c o m p a n i e s  h a d  r e p o r t e d  t h e i r  f i r s t  

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

r o y a l t y  r e v e n u e s  f o r  FY 79 h a d  d r o p p e d  to $358 m i l l i o n .

A n d  in a c o n t i n u a l  s p i r a l  d o w n w a r d  t h i s  m o n t h  w e  a re  n o w  

p r o j e c t i n g  g r o s s  r o y a l t y  r e v e n u e s  in F Y  79 o f  $300 m i l l i o n .

It a l s o  s h o u l d  be  n o t e d  t h a t  it is n o t  o n l y  the s t a t e ' s  

g e n e r a l  fund  t h a t  is a f f e c t e d  by  t h e s e  r e d u c e d  w e l l h e a d  

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

A l a s k a  N a t i v e  F u n d  h a v e  b e e n  r e d u c e d  s u b s t a n t i a l l y  as w e l l
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t h e  N a t i v e  F u n d  a n d  25 p e r c e n t  are  p a i d  i n t o  the  p e r m a n e n t  

fund.

A l t h o u g h  t h e  l e g i s l a t u r e  c .unot n o w  c o r r e c t  the r o y a l t y  

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

t h e  l e g i s l a t u r e  d o e s  h a v e  the  p o w e r  t o  p r e v e n t  f u r t h e r  

e r o s i o n  of th e s t a t e ' s  p r o d u c t i o n  t a x  r e v e n u e s  b y  a d j u s t i n g  

t h e  c e n t s - p e r - b a r r e l  f2oor.

W e  r e c o m m e n d  p u t t i n g  a s t o p  t o th e f u r t h e r  d e c l i n e  o f  o u r  !

p r o d u c t i o n  t a x  r e v e n u e s  b y  s e t t i n g  the c e n t s - p e r - b a r r e l

f l o o r  a t  its  t r u e  m a r k e t  v a l u e  of $ 7 . 9 0  an d e s c a l a t i n g  t h a t  (

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

W e  h a v e  a r r i v e d  at t h a t  f i g u r e  in t w o  d i f f e r e n t  w a y s .  F i r s t  

of all, w e  h a v e  t a k e n  c o m p a r a b l e  m a r k e t  r e f i n e r y  p r i c e s  o n  

th e W e s t  C o a s t  a n d  s u b t r a c t e d  r e a s o n a b l e  t r a n s p o r t a t i o n  

c o s t s  ( d e t e r m i n e d  f r o m  t h i r d  p a r t y  so urc es ) to a r r i v e  at an 

o b j e c t i v e  m a r k e t  w e l l h e a d  v a l u e  of  $7.91.

A  s e c o n d  w a y  of l o o k i n g  a t it is t o t a k e  l a s t  y e a r ' s  e s t i m a t e  

of  w e l l h e a d  v a l u e  w h i c h  w a s  c o n s i s t e n t  w i t h  the p u b l i c

s t a t e m e n t s  o f  the o i l  c o m p a n i e s  a n d  n u m e r o u s  c o n s u l t i n g  ]

f i r m s  a n d  a d d  to t h a t  f i g u r e  t h e  change", in i n f l a t i o n  o r  oil

p r i c e s  s i n c e  t h a t  time. A s  s u c h  $ 7 . 5 0  p l u s  5.7 p e r c e n t

i n f l a t i o n  as m e a s u r e d  b y  the G . N . P .  d e f l a t o r  w o u l d  y i e l d  a

v a l u e  o f  $7.93.

A G O  5 4 7 7 2 3
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T h i s  a c t i o n  w o u l d  b r i n g  o u r  s e v e r a n c e  t a x  r e v e n u e s  b a c k  i n t o  

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

c h a r g e s .  F o r  e x a m p l e  in  F Y  79 it w o u l d  p r o t e c t  an  a d d i t i o n a l  

$32 m i l l i o n  i n n e t  p r o d u c t i o n  t a x  r e v e n u e s  o v e r  w h a t  w e  a r e  

n o w  p r o j e c t i n g  u n d e r  p r e s e n t  law.

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

p i e c e  o f  l e g i s l a t i o n .
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Introduced: 3/9/78
Referred: Resources and Finance

BY THE RULES COMMITTEE BY 
IN THE HOUSE REQUEST OF THE GOVERNOR

HOUSE BILL NO 878

IN THE LEGISLA"URE OF THE STATE OF ALASKA

TENTH LEGISLATURE - SECOND SESSION

A BILL

For an Act entitled: "An Act relating to oil and gas taxes; and providing

for an effective date."

BE IT ENACTED BY THE LEGISLATURE OF THE STATE OF ALASKA:

* Section 1, AS 43.55.011(c) is amended to read:

(c) The cents-per-barrel amount equals $0.634 [$0.60] per barrel 

of taxable old crude oil produced from the lease or property, and

$0.968 [$0.80] per barrel for all other taxable oil produced from the

lease or property, both as adjusted by sec. 12 of this chapter.

* Sec\ 2. AS 43.55.012(a) is repealed and ryVenacted to read: / 

i) The amounts set out in sec. Yyic) and sec. 16(c) o f / h i s

chapter Shall be increased or decrejn^ed by a percentage equ/L to the 

percentage\of change in the Gro^s Nacional Product DeflaJ/6 r published 
by the Bureati of Economic Analysis of the United !Statee Department of 

Commerce, usinV 1972 as t)*e base period for the deflator (1972 - 100). 

Changes in tax rates will be computed based on changes in the Gross 

National Product Daflator from the First Q u a r ^ r  1978 §ross National 

Product Deflator/ The department shall pos/  the changes , in the t^x 

rates periodically and shall send notice/of the changes tt 

person prodv/cing oil within the statej

* Sec. 3. AS 43.55.016(c) is amendecKto read.

(c) The cents-per-Mcf amount equals $0.068 [$0,064] per thousand 

cubic feet of taxable gas produced from the lease or property as 

adjusted by sec. 12 of this chapter.

* Sec. 4. This Act is retroactive to include production occurring

-1- HB 878
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at any time after December 31, 1977.

* Sec. 5. This Act takes effect immediately in accordance with AS 

01.10.070(c).

HB 878 - 2 -

*GO 5 * 7 7  26



► 7

ALASKAN TESTIMONY - JOE T. McMILLAN

MARINE TRANSPORTATION COSTS FOR NORTH SLOPE CRUDE

My name is Joe T. McMillan. I am General Manager of the Supply Depart­
ment for Exxon USA. We appreciate the opportunity to appear today and discuss 
the marine transportation costs associated with moving North Slope crude to the 
West Coast. The basis Exxon is using in determining these costs is market- 
oriented and is consistent with the requirements of the severance tax statutes.

rhe payment of severance taxes requires the determination of a value 
for Prudhoe Bay crude at the inlet to the Trans Alaska Pipeline (TAPS). Since 
the crude must compete with other alternative crudes that can be delivered to a 
refiner, our prices for North Slope crude on the West Coast are based on market 
factors, primarily the landed cost of foreign crude imports adjusted for quality. 
The various increments of cost for moving the Prudhoe Bay crude from the North 
Slope to the refiner are deducted from the West Coast price of the crude to 
determine the TAPS inlet value.

In the attachment, I have shewn how we determined the value for the 
crude that was produced in December 1977 and moved to the West Coast. The marine 
costs reported to the State include the Federal Oil Spill Fund payment, an allow­
ance for marine losses, casualty insurance and tanker repositioning costs, as 
well as ocean freight costs from Valdez to the West Coast market. Let me discuss 
each of these components.

The Federal Oil Spill charge amounts to $0.05/B on North Slope crude 
shipped from Valdez. This is paid to the U.S. Government to build up the $100MM 
fund provided for in the TAPS Authorization Act. The fund will be available, if 
necessary, to pay for spill cleanup and administrative costs. The costs currently 
exclude the State of Alaska risk avoidance assessment which is presently being 
litigated. This could add another 2-3<£/B to the transportation costs.

The marine losses are to cover evaporation and other handling of the 
crude while in transit and were initially based on our experience in moving 
significant volumes of crude on a worldwide basis. It is not uncommon in the 
marine industry for a loss factor of .5% to be employed for this purpose. How­
ever, our operating experience in this service has been lower. In January we 
adjusted the loss factor to .25% to reflect our actual experience in shipping the 
North Slope crude during the August-December 1977 period.

The charge for casualty insurance is based on actual quotes from out­
side insurance companies. The insurance cost is for the complete move from the 
North Slope to the West Coast and would cover casualty losses from the pipeline 
and the terminal at Valdez, as well as any marine casualty losses.

The freight costs and the tanker repositioning costs are also governed 
by market conditions. In the foreign marine trade a panel of London brokers 
publish a monthly market rate for various sized tankers. The rate is represen­
tative of the actual mix of long and short-term charters and spot voyages cur­
rently in use in the foreign market. The Average Freight Rate Assessment, or 
AFRA» rates are widely used by industry and are accepted by a number of governments 
in assessing foreign marine costs. However, there is no such outside information 
available for U.S. Flag or Jones Act ships in West Coast trade. For this reason,
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we have used our actual charter rates for ships in North Slope service to develop 
the marine freight from Valdez for both the chartered and our own ships. These 
charter rates are set by arm's-length negotiations between a third party ship 
owner and the company chartering the vessel. The repositioning costs are required 
to reflect the expense of moving the ships from fheir original service to the 
West Coast trade. These costs are not included on the charter costs and are a 
one-time expense that is being amortized over an 18-month period.

In addition, a 2.5% management fee is added to cover the cost of market
solicitations, charter negotiations and administration, schedule coordination, 
and other services provided by Exxon Marine Department. The fee is composed of
(1) the normal brokerage fee 0-1/4%) associated with market solicitation and
charter negotiations and (2) an estimate of the costs for the remaining items.

The charter costs negotiated by Exxon represent a true measure of the 
value of term coverage of North Slope crude movements. However, West Coast 
transportation rates will vary due to different charter costs, discharge ports, 
and size of ship. For example, at San Francisco, the terminals are not capable
of accepting ships with greater than a 34-foot draft. As a result, a charge must
be added to partially unload, or lighter, a portion of the cargo into barges or 
smaller ships for movement to the refineries in that area. The alternative would 
be the use of much smaller ships and increased costs. However, most ships 
calling at Los Angeles can be accepted fully laden, thereby saving lightering 
costs. These and other variations explain why marine costs reported for an 
individual month or for different companies are not the same.

In conclusion, the marine transportation charges used by Exxon to 
determine the value of Alaska North Slope crude reflect third-pa ,y commercial
market conditions. We believe this to be a proper and fair basis for determining
the severance tax value for North Slope crude oil.
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BASIS FOR EXXON'S NORTH SLOPE CRUDE PRICE NETBACK FOR SEVERANCE TAX

December 1977
$/B

West Coast Market Price 13.15

Federal Oil Spill Fund (0.05)

Marine Losses (0.03)

Casualty Insurance (0.01)

Marine Freight from Valdez (0.90)

Tanker Repositioning (0.09)

Marine Subtotal (1.08)
TAPS Tarriff/Losses (6.27)
TAPS Inlet 5.81

_____________________ Basis/Comments_________________________

Negotiated West Coast sales price. Represents parity price 
with imported crude adjusted for quality/other factors.

5<t/B levied on each barrel loaded at Valdez until a $100 MM 
fund is established.

0.2% losses based on previous Exxon experience. Actual North 
Slope experience indicates a higher loss of 0.25%.

Crude casualty loss insurance for pipeline and Marine moves. 
Rate based on quotes from outside insurance companies.

Tanker rates for both owned and period chartered tonnage are 
based on third party charter rates plus a 2-1/2% management 
fee.

18-month amortization of positioning ships from Gulf Coast to 
West Coast (via Cape Horn) based on third party market 
charter cost.

Exxon Pipeline Company's ICC interim tariff
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TESTIMONY BEFORE THE HOUSE RESOURCES COMMITTEE

C h a i r m a n  O s t e r b a c k  a n d  m e m b e r s  of  the  C o m m i t t e e :

I am  K. E. S h o w a l t e r ,  D i r e c t o r  o f  A l a s k a n  G o v e r n m e n t  A f f a i r s  
for  S o h i o  P e t r o l e u m .  M y  r e m a r k s  are  d i r e c t e d  to H o u s e  Bill 
878, a p r o p o s e d  a m e n d m e n t  to th e  oi l and  gas p r o d u c t i o n  tax 
laws. T h i s  b i l l  w o u l d  d o  t w o  t h i n g s ;  it w o u l d  i n c r e a s e  the 
p r o d u c t i o n  tax  f l o o r  f r o m  $ . 8 0  to $. 9 68 , a 21% i n c r e a s e  on top 
o f  an a p p r o x i m a t e  50% i n c r e a s e  j u s t  la st  y e ar , an d it w o u l d  
e s c a l a t e  the f l o o r  t a x  b y  m e a n s  o f  th e  G r o s s  N a t i o n a l  P r o d u c t  
D e f l a t o r  index.

T h e  r e c o m m e n d a t i o n  fo r  t h e  i n c r e a s e  in the f l o o r  is j u s t i f i e d  
on  the b a s i s  th at  t he  P r u d h o e  B a y  P r o d u c e r s  are s o m e h o w  " m a n i p u­
l a t i n g "  or " m a n a g i n g "  t r a n s p o r t a t i o n  c o s t s  in s u c h  a w a y  as to 
r e d u c e  we ll  h e a d  v a l u e s  to t h e  d e t r i m e n t  o f  the S t a t e  o f  A l a s k a  
a n d to the b e n e f i t  o f  t h e  p r o d u c e r s .

T h e  c u r r e n t  w e l l  h e a d  v a l u e s  a r e n o  d o u b t  s o m e w h a t  b e l o w  the 
e x p e c t a t i o n s  of  t h e s t a t e  a n d  I c a n  a l s o  tell y o u  t h e y  are  
d i s a p p o i n t i n g  to S o h i o  a n d  its s t o c k h o l d e r s .

It has  b e e n  c h a r g e d  t h a t  S o h i o  a n d  o t h e r s  d e l i b e r a t e l y  g a v e  
m i s l e a d i n g  e s t i m a t e s  o f  t r a n s p o r t a t i o n  c o s t s  last  y e a r  th at  
r e s u l t e d  in the p r o d u c t i o n  ta x  f l o o r  b e i n g  set too low. I ca n  
c a t e g o r i c a l l y  s t a t e  t h a t  w e  w e r e  t r y i n g  to m a k e  the b e s t  g o o d  
faith, e s t i m a t e s  w e  c o u l d  w i t h  the i n f o r m a t i o n  a v a i l a b l e  at the 
t i m e  and I a l s o  b e l i e v e  t h a t  the o t h e r  c o m p a n i e s  w e r e  d o i n g  the 
s a m e .

In the s ho rt  t i m e  t h a t  th e  D e p a r t m e n t  of  R e v e n u e  r e c o m m e n d a t i o n
has  b e e n  a v a i l a b l e  w e  h a v e  n o t  ye t b e e n  a b l e  to do all the
r e s e a r c h  n e c e s s a r y  to g i v e  a c o m p r e h e n s i v e  r e p l y  to t h e i r
c h a r g e s .  H o w e v e r ,  we h a v e  d o n e  s o m e  p r e l i m i n a r y  w o r k  and w o u l d
l i k e  to e x a m i n e  m o r e  c l o s e l y  s o m e  o f  the e v i d e n c e  p r e s e n t e d  in 
the  r e c o m m e n d a t i o n .

F i r s t  l et' s t a k e  a l o o k  at T A P S  t a r i f f s .  The D e p a r t m e n t  of  
R e v e n u e  c i te s a S o h i o  e s t i m a t e  by Mr. R. M. D o n a l d s o n  on 
M a r c h  21, 1977 oi $ 5 . 0 0  to $ 6 . 0 0  as on e  o f  the " m i s l e a d i n g "  
e s t i m a t e s .  Some t h r e e  m o n t h s  l a t e r  we  fi led a t a r i f f  of  
$ 6 . 1 6  -- less th an  3% a b o v e  the  e s t i m a t e d  range. H a r d l y  a 

g r o s s  d e c e p t i o n  w h e n  t h e  r a n g e  g i v e n  wa s 20%.,
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T h e  r e c o m m e n d a t i o n  a l s o  c i t e s  e s t i m a t e d  t a r i f f s  f r o m  a W a i n -  

w r i g h t  S e c u r i t i e s  r e p o r t  d a t e d  A p r i l  1, 1 9 77 . On p a g e  42 o f 
t h a t  r e p o r t  is a t a b l e  s h o w i n g  t h r e e  t a r i f f  l e v e l s  u s i n g  
d i f f e r e n t  a s s u m p t i o n s  as to h o w  the ICC m i g h t  r u l e  on final 
t a r i f f s  for th e  T A P S  p i p e l i n e .  T h e  t a r i f f s  l i s t e d  were:

$ 3 . 3 2  p e r  b a r r e l  (ICC 8% re t u r n )
$ 4 . 2 3  " " -(ICC 10 % re t u r n )
$ 6 . 2 5  " " ( El ki ns  A c t  7% r e tu rn )

A n  a d d i t i o n a l  5tf p e r  b a r r e l  ha s to be a d d e d  fo r  the T A P S  s p i l l

fund.

On  p a g e  47, the  W a i n w r i g h t  r e p o r t  go es  on  to say:

"As m a t t e r s  n o w  s t a n d ,  the  T A P S  o w n e r s  
are a p p a r e n t l y  m o v i n g  f o r w a r d  to p o s t  i n i t i a l  
t a r i f f s  on  an E l k i n s  Ac t  b a s i s ,  in the  b e l i e f  
that  p a s t  p r a c t i c e  a f f o r d s  g o o d  j u s t i f i c a t i o n  
for c o n t i n u i n g  to u s e  th i s t a r i f f  s e t t i n g  
a p p r o a c h ."

T h e  E l k i n s  A c t  7% r a t e  o f  r e t u r n  b a s i s  wa s l i s t e d  by W a i n w r i g h t  
at $6.25, r e m a r k a b l y  c l o s e  to the m i d d l e  o f  th e r a n g e  o f t a r i f f s  
f i l e d  of $6 .0 4 to $6 .44 .

On p a g e  49 o f  the W a i n w r i g h t  r e p o r t  p o i n t s  o u t  the i f f i c u l t i e s  
o f  e s t i m a t i n g  f i n a l  T A P S  t a r i f f s :

"It s h o u l d  be  f a i r l y  o b v i o u s  f r o m  t h e 
p r e c e d i n g  d i s c u s s i o n  that an y  a t t e m p t  to 
a c c u r a t e l y  f o r e c a s t  p i p e l i n e  t a r i f f s  a n d  
e a r n i n g s  is f r o u g h t  w i t h  m a j o r  i m p o n d e r a b l e s .
W h i l e  an e n d l e s s  n u m b e r  o f  p e r m u t a t i o n s  an d 
c o m b i n a t i o n s  c a n  be c o n s t r u c t e d  as a m e a n s  
of  d e f i n i n g  s e n s i t i v i t i e s ,  in the e n d a 
u se f u l  e a r n i n g s  e s t i m a t e  m u s t  re st  on  a l i m i t e d  
n u m b e r  o f  p o s s i b i l i t i e s .  T hu s,  in d e v e l o p i n g  
o u r  1 9 7 7 - 1 9 8 0  N o r t h  S l o p e  e a r n i n g s  e s t i m a t e s ,  
we u s e d  o n l y  t w o  a l t e r n a t i v e s  for d e r i v i n g  T A P S  
t a r i f f s  an d  p i p e l i n e  e a r n i n g s :  (1) th e  t r a d i­
tional  E l k i n s  A c t  c o n s e n t  D e c r e e  m e t h o d ,  the 
b a s i s  on w h i c h  the c o m p a n i e s  (with the p o s s i b l e  
e x c e p t i o n  o f  A m e r a n d a  H e s s)  a p p a r e n t l y  i nt e n d  
to file, at l e a s e  i n i t i a l l y ;  and  (2) the  r e t u r n  
on e q u i t y  a p p r o a c h  o u t l i n e d  by the IC C in the 
W B P L  p r o c e e d i n g .  T h e s e  two  c a s e s  c a n  a l s o  be 
v i e w e d  as b r a c k e t i n g  the e v e n t u a l  o u t c o m e . "

T h u s ,  this r e p o r t  e s t i m a t e d  tha t th e fi nal  t a r i f f s  will b 
s o m e w h e r e  b e t w e e n  $ 4 . 2 3  an d $6.25. We FaTl to see h o w  this 
r e p o r t  c o u l d  " m i s l e a d "  a n y o n e .
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B a t  t h e  re a l i s s u e  on t a r i f f s  is t h a t  th e e x t e n s i v e  h e a r i n g s  
r e q u i r e d  b e f o r e  the  F e d e r a l  E n e r g y  R e g u l a t o r y  C o m m i s s i o n  a nd  
t h e  A l a s k a  P i p e l i n e  C o m m i s s i o n  ar e  n o w  f a r  f r o m  c o m p l e t e  a nd  it 
w i l l  be  s e v e r a l  m o n t h s  u n t i l  f i n a l  t a r i f f s  a r e  d e t e r m i n e d .
S h o u l d  t h e S t a t e  o f  A l a s k a  an d  th e  o t h e r  p r o t e s t a n t s  p r e v a i l ,  
w i t h  th e  t a r i f f s  f i n a l l y  se t at a r a t e  l o w e r  t h a n  we are n o w  
c h a r g i n g ,  o u r  f i l e d  t a r i f f s  r e q u i r e  t h a t  t h e  p i p e l i n e  c o m p a n i e s  
r e f u n d  th e  d i f f e r e n c e  to th e s h i p p e r s .  In t h a t  e v e n t u a l i t y  
S o h i o ,  as a p r o d u c e r ,  w o u l d  t h e n  b e r e q u i r e d  to p a y  the S t a t e  
o f  A l a s k a  a n y  d i f f e r e n c e  in t a x e s  a n d  r o y a l t i e s  a t t r i b u t e d  to 
s u c h  l o w e r  t a r i f f  on e v e r y  b a r r e l  o f  oil s h i p p e d  at the h i g h e r  
r a t e ,  r e g a r d l e s s  o f  w h e n  it w as  s h i p p e d .

T h e  i n d u s t r y  is a l s o  a c c u s e d  o f  s h i f t i n g  p r o f i t s  to t a n k e r  
a f f i l i a t e s  a n d  a w a y  f r o m  the w e l l  h e a d.  S o h i o  h a s  no  a f f i l i a t e  
in t h e  t a n k e r  b u s i n e s s  s i n c e  t h e  J o n e s  A c t  p r e c l u d e s  us f r o m  
o w n i n g  o r  o p e r a t i n g  i n t e r c o a s t a l  v e s s e l s  in the U.S. b e c a u s e  
B . P. , L t d . ,  o w n s  o v e r  251 o f  o u r  s to c k .  Al l  th e t a n k e r s  t r a n s­
p o r t i n g  o u r  oi l a r e  o w n e d  by  o t h e r s  and a r e  o n  ti m e c h a r t e r s  of  
v a r i o u s  l e n g t h s .  T h e  l a r g e  n e w l y  b u i l t  t a n k e r s  are b a c k e d  
f i n a n c i a l l y  b y  S o h i o  l o n g  t e r m  c h a r t e r s .  T h e r e  w o u l d  be no 
a d v a n t a g e  f o r  S o h i o  to s h i f t  p r o f i t s  a w a y  f r o m  the w e l l  h e a d ,  
w h e r e  th e p r o f i t s  are o u rs , to t a n k e r  t r a n s p o r t a t i o n ,  w h e r e  
s o m e o n e  e l s e  g e t s  the d o l l a r s .

O u r  e s t i m a t e  o f  $2 .75  for s h i p m e n t s  to t h e  G u l f  C o a s t  w a s  l o w e r  
t h a n  the a c t u a l  c o s t  t u r n e d  ou t to be. T h i s  $ 2 . 7 5  e s t i m a t e  w a s  
m a d e  in M a r c h ,  19 77. S i n c e  w e  do n o t  o w n  t h e  t a n k e r s  we ca n 
n o t  set  r a t e s ,  w e  m u s t  n e g o t i a t e  the b e s t  d e a l  p o s s i b l e  a n d  we 
h e l i e v e  we h a v e  d o n e  so.

T h e  u s e  o f  t h e  $3.61 f r o m  o u r  D e c e m b e r  r e p o r t s  is, in it s e l f ,  
m i s l e a d i n g .  As th e D e p a r t m e n t  o f  R e v e n u e  m u s t  know, we h a v e  
a g r e e d  w i t h  t h e  S t a t e  of  A l a s k a  t h a t  s i n c e  a c t u a l  t a n k e r  c o s t s  
c a n n o t  be d e t e r m i n e d  on a m o n t h l y  b a s i s  in t i m e  to m a k e  o u r  tax 
p a y m e n t s  we  e s t i m a t e  t a n k e r  c o s t s  o n a q u a r t e r l y  b a s i s  a n d  pa y  
t a x e s  b a s e d  on the e s t i m a t e .  S i x t y  d a y s  a f t e r  the e n d  o f  the 
q u a r t e r  a d e t e r m i n a t i o n  of a c t u a l  c o s t s  is m a d e  and tax a d j u s t m e n t s  

m a d e  a c c o r d i n g l y .

D u r i n g  D e c e m b e r  o u r  tax p a y m e n t s  w e r e  b a s e d  on an est i m a t e  o £
$3 . 61 . H o w e v e r ,  w e h a v e  s i n c e  d e t e r m i n e d  that the a c t u a l  c os ts  
w e r e  $ 3 . 3 1  f o r  D e c e m b e r  and  th e e x t r a  ta x d u e  has b e e n  p a i d - to 
the D e p a r t m e n t  o f  R e v en ue .

O u r  p e o p l e  h a v e  e s t i m a t e d  a n d  h a v e  u s e d  f o r  J a n u a r y ,  a t a n k e r  
c o s t  o f  $ . 9 9  to the W e s t  C o a s t  a n d $ 3 . 0 5  to t h e  G u l f  Co a st .
T h e s e  e s t i m a t e s  m a y  be h i g h  or  lo w a n d  w i l l  be a d j u s t e d  on  the 
f i r s t  o f  J u n e  to the a c t u a l  co s t s .  So r i g h t  n o w  it l o ok s as 
t h o u g h  o u r  e s t i m a t e  w a s  o f f  a b o u t  $. 30  (11%) r a t h e r  than the 
r e p o r t e d  $ .8 6,  n ot  r e a l l y  a b a d  e s t i m a t e .
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In a d d i t i o n ,  w e  n o t e  t h a t  F C C S  C S H B  118 has an a p p r o p r i a t i o n  of 
$ 3 5 , 0 0 0  for  a s t u d y  of  t a n k e r  c o s t s  by  L e g i s l a t i v e  A f f a i r s .  We  
a r e  c o n f i d e n t  t h a t  an o b j e c t i v e  s t u d y  w i l l  s h o w  t h a t  the t a n k e r  
r a t e s  w e a r e  c h a r g i n g  a r e  p r o p e r .

I w o u l d  a l s o  li k e to p o i n t  o u t  t h a t  S o h i o  has b e e n  w o r k i n g  fo r 
a b o u t  4 y e a r s  an d  h a s  s p e n t  o v e r  $ 3 5 , 0 0 0 , 0 0 0  to d a t e  in an 
a t t e m p t  to s e c u r e  p e r m i t s  a n d  do e n g i n e e r i n g  w o r k  o n  the PA C-  
T E X  p i p e l i n e  p r o j e c t  f r o m  L o n g  B e a c h  C a l i f o r n i a  to M i d l a n d ,
Te xas . W e  do n o t  h a v e  all t h e  p e r m i t s  but  we are g e t t i n g  
c l o s e r .  T h i s  li ne  w i l l ,  if b u i l t ,  r e d u c e  the c o s t  o f  s h i p m e n t s  
to the G u l f  C o a s t  s u b s t a n t i a l l y ,  to the b e n e f i t  o f  b o t h  the 
p r o d u c e r s  an d  the St at e.  I b e l i e v e  this  m a s s i v e  e f f o r t  i n d i c a t e s  
t h a t  w e  ar e  w o r k i n g  h a r d  to ge t the  m o s t  r e a s o n a b l e  t r a n s p o r t a t i o n  
c o s t s  p o s s i b l e  for  P r u d h o e  B a y  c r u d e  oil, e ve n w h i l e  w e  are 
a c c u s e d  o f  " m a n i p u l a t i n g "  in t he  o t h e r  d i r e c t i o n .  .

I ' m  no t  q u i t e  s u r e  w h y  r o y a l t y  oil  w a s  b r o u g h t  u p  in the D e p a r t ­
m e n t ' s  r e c o m m e n d a t i o n s  a n d  in t h e i r  t e s t i m o n y  b ut  s i n c e  it w a s  
I w o u l d  l i k e  to c o m m e n t  b r i e f l y  on t ha t  s u b je c t.  O n  p a g e  16, 
o f  the D e p a r t m e n t ' s  r e c o m m e n d a t i o n s  t h e y  p o i n t  o u t :

" T h e  p u r p o s e  o f  m e n t i o n i n g  all t h e s e  p r i c e s  
is n o t  to set th e  g r o u n d  for  a n y  p o s s i b l e  
l e g i s l a t i v e  r e s o l u t i o n  of t h e s e  r o y a l t y  m a t t e r s ,  
s i n c e  th e r o y a l t y  q u e s t i o n s  are a l r e a d y  b e i n g  
l i t i g a t e d . "

Tliis is a fact. W h e n  w e  r e a d  o u r  l e a s e s  they sa y th at  we ar e  
to pa y  r o y a l t y  "at th e w e l l "  a n d  th at  c e r t a i n  c l e a n i n g  and 
d e h y d r a t i n g  c o s t s  a r e  d e d u c c i b l e  f r o m  the r o y a l t y  v al u e .  T h e  
s t a t e  b e l i e v e s  t h a t  r o y a l t y  v a l u e  s h o u l d  be d e t e r m i n e d  at the 
L A C T  m e t e r  w i t h  no  d e d u c t i o n s .  T h e s e  an d o t h e r  m a t t e r s  are  the 
s u b j e c t  of  the c u r r e n t  l i t i g a t i o n  a n d  t h e ir  r e s o l u t i o n  s h o u l d  
p r o p e r l y  be l e f t  w i t h  th e c o u r t s .

To su m up these t h r e e  i s s u e s :

(1) T h e  p i p e l i n e  t a r i f f s  w i l l  be set at a le vel 
th at  the F E R C  an d A P C  d e t e r m i n e  is p r o p e r .
If t h e y  a r e  l o w e r  t h a n  we h a v e  c h a r g e d  w e  
wi ll  h a v e  to p a y  a d j u s t e d  t a x e s  and r o y a l t i e s .

(2) T a n k e r  c o s t s  are  a b o v e  e s t i m a t e s  but not  
n e a r l y  as m u c h  as i n d i c a t e d  e a r l i e r  a n d  it 
a p p e a r s  y o u  a r e  a b o u t  to m a k e  a s t u d y  to 
d e t e r m i n e  w h e t h e r  or n o t  t h e s e  c h a r g e s  a r e  
r e a s o n a b l e .

(3) R o y a l t y  d i s p u t e s  ( w h i c h  h a v e  no b e a r i n g  on 
t hi s b i l l )  a r e  p r o p e r l y  b e i n g  d e c i d e d  in 
the c o u r t s .
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I w i s h  t h i s  c o m m i t t e e  c o u l d  h a v e  a l s o  h a d  t h e  b e n e f i t  o f t e s t i­
m o n y  on  t h i s  b i l l  f r o m  l e g i s l a t i v e  c o n s u l t a n t  M i l t o n  Lipton.
H e  d i d  r e v i e w  t h e S e n a t e  c o m p a n i o n  b i l l  w i t h  t h e  S e n a t e  R e s o u r c e s  
C o m m i t t e e  a n d  y o u  m i g h t  w a n t  to g e t  a t r a n s c r i p t  o f  t h a t  h e a r i n g .  
S i n c e  h i s  t e s t i m o n y  h a s  not  b e e n  t r a n s c r i b e d  I h e s i t a t e  to 
q u o t e  him, b u t  t h e  e s s e n c e  o f  his  t e s t i m o n y  c o u l d  b e  s u m m a r i z e d ,
I b e l i e v e  a c c u r a t e l y ,  as f o l l o w s :

Cl) C r u d e  oi l  h a s  n o i n h e r e n t  v a l u e  on t h e  
N o r t h  S l o p e ,  t K e r e f o r e  it is n o t  p r o p e r  
to se t a n y  v a l u e  s u c h  as $ 7 . 9 3  at t h e  
w e l l  h e a d  fo r  ta x p u r p o s e .

(2) T a r i f f s  a r e  b e i n g  set b y  F E R C  a n d  A P C  a n d
A l a s k a  s h o u l d  be p r e p a r e d  to a c c e p t  w h a t e v e r  
l e v e l  t h e y  set. L i p t o n  e x p e c t s  t h a t  t h e  f i n a l  
t a r i f f s  w i l l  be s i g n i f i c a n t l y  l o w e r  t h a n  
t h o s e  f i l e d .

(3) T h e  state* s h o u l d  e x a m i n e  t a n k e r  c h a r g e s  a n d
copr-ide-r s e t t i n g  u p  an i n d e p e n d e n t  b o a r d  of
s h i p  b r o k e r s  tha t w o u l d  m e e t  p e r i o d i c a l l y  
a n d  d e t e r m i n e  r e a s o n a b l e  t a n k e r  c h a r g e s  fo r 
t h e  f u t u r e ,  b a s e d  on r e c e n t  p a s t  h i s t o r y .

T h e  bi ll  a l s o  w o u l d  c h a n g e  the f l o o r  a n n u a l l y  u s i n g  th e GN P 
D e f l a t o r  In dex . W e  b e l i e v e ,  as we  s t a t e d  l a s t  y e a r ,  th at  this 
is a t o t a l l y  i n a p p r o p r i a t e  i n d e x  a n d  t h a t  it is w r o n g  to use
a n y  i n d e x  to a u t o m a t i c a l l y  c h a n g e  the tax. R e c e n t  e x p e r i e n c e
in C o o k  I n l e t  w i t h  i n d e x i n g  c e r t a i n l y  s h o u l d  s h o w  the  i n e q u i t i e s  
c r e a t e d  by t h i s  m e c h a n i s m  w h e n  t h e F e d e r a l  G o v e r n m e n t  is c o n ­
t r o l l i n g  t he  p r i c e  o f  c r u d e  oil. Th e  G N P  D e f l a t o r  I n d e x  is a 
v e r y  b r o a d  i n d e x  w i t h  no r e l a t i o n s h i p  to th e p r i c e  of  c r u d e  oil 
a n d  is i n a p p r o p r i a t e  f o r  th i s p u r p o s e .

If m y  n o t e s  a r e  c o r r e c t ,  the D e p a r t m e n t  o f  R e v e n u e  e s t i m a t e s  
t h a t  t h i s  t a x  i n c r e a s e  will p r o d u c e  a b o u t  $32 m i l l i o n  in FY 79.
O u r  cal n l a t i o n s  s h o w  that  a t 1.1 m i l l i o n b a r r e l s  p e r  d a y  t h £ ^ ' ^  p °£ 
a d d i t i o n a l  t a x  w i l l  be a b o u t C f S 4  m i l l i o n )  P e r h a p s  t he  d i f f e r e n c e  
is that the  D e p a r t m e n t  s u b t r a c t e d  out TFIe r e s e r v e s  tax cr e d i t .
In a n y  c a s e  it is an  a d d i t i o n a l  $54 m i l l i o n  b u r d e n  s i n c e  we 
w o u l d  get t h e  c r e d i t s  u n d e r  c u r r e n t  l a w  at a l a t e r  da te.

I w a n t  to e n d  m y  r e m a r k s  by p o i n t i n g  out  t h a t  t h e  S t a t e  of 
A l a s k a  a n d  t h e  oi l  p r o d u c e r s  o p e r a t i n g  h e r e  do h a v e  m a n y  i n t e r e s t s  
in c o m m o n .  I b e l i e v e  th a t e f f i c i e n t  t r a n s p o r t a t i o n  o f  oil to 
m a r k e t  is o n e  of  t h o s e  c o m m o n  i n t e r e s t s ,  as I h a v e  e x p l a i n e d  
abot/c on  the  P A C - T E X  line. T h e r e  ar e  m a n y  o t h e r  e x a m p l e s  that 
c a n  be m a d e .  T h e  p o i n t  is, we  w o u l d  l i k e  to s o m e d a y  a r r i v e  at 
a m i l e s t o n e  w h e r e  th e  S t a t e  and  th e p r o d u c e r s  c o u l d  s p e n d  so m e 
t i m e  a n d  e f f o r t  w o r k i n g  t o g e t h e r  on c o n s t r u c t i v e  t h i n g s  that 
w i l l  b e n e f i t  b o t h ,  r a t h e r  t h a n  s e e m i n g l y  a l w a y s  b e i n g  at o d d s  
on one  s u b j e c t  o r  a n o t h e r .  M a y  b e it i s n ' t  p o s s i b l e  b u t  we 
w o u l d  c e r t a i n l y  l i k e  to try.

T h a n k  you.
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T E S T I M O N Y  OF H A R L A M  M A R T E N S  OF E X X O N  C O M P A N Y ,  U. S.A . 
B E F O R E  H O U S E  R E S O U R C E S  C O M M I T T E E

H.B. 878 
M a r c h  23, 1978 
J u n e a u ,  A l a s k a

I a m H a r l a n  M a r t e n s ,  an a t t o r n e y  in the A n c h o r a g e  o f f i c e  

of E x x o n  C o m p a n y ,  U. S. A.  M y  c o m m e n t s  t o d a y  w i l l  be in t h r e e  g e n e r a l  

a r e a s  -- on ‘ ' e o v e r a l l  i m p l i c a t i o n s  of H.B. 878 as we see them, 

the D ep a r t m e n >  f R e v e n u e ' s  r e p o r t  to G o v e r n o r  H a m m o n d ,  u p o n  w h i c h  

H.B. 878 is b as e d ,  a n d  th e i n e q u i t y  o f  the centi.-per- ba rre l m i n i m u m  

s e v e r a n c e  tax, in g e n e r a l .

Th e D e p a r t m e n t  of  R e v e n u e  r e p o r t  a l l e g e s  that  oil p r i c e s ,  

p i p e l i n e  t a r i f f  and t a n k e r  t r a n s p o r t a t i o n  c o s t s  are b e i n g  m a n i p u l a t e d  

so as to a r t i f i c i a l l y  l o w e r  oil v a l u e s  for s e v e r a n c e  tax p u r p o s e s .

W h e n  c r i t i c a l l y  e x a m i n e d ,  the a l l e g a t i o n s  m a d e  are b a s e d  e n t i r e l y  on 

u n w a r r a n t e d  a s s u m p t i o n s  a n d  u n j u s t i f i e d  c o n c l u s i o n s .  Th e r e p o r t  

f a il s to s u b s t a n t i a t e  a n y  of the c h a r g e s .  Fu rt h e r ,  the r e p o r t  

f ai ls to e m p h a s i z e  th a t the m a t t e r s  of  t r a n s p o r t a t i o n  c o s t s  a n d  TA Ps  

t a r r i f s  b e i n g  q u e s t i o n e d  are  c u r r e n t l y  all s u b j e c t s  of e i t h e r  

a p p r o p r i a t e  a d m i n i s t r a t i o n  h e a r i n g s  or p e n d i n g  l i t i g a t i o n .  T h e s e  

p r o c e e d i n g s  sh all s h e d  l ig ht  u p o n  the r e a s o n a b l e n e s s  of all t r a n s ­

p o r t a t i o n  c o s t s  f r o m  th e N o r t h  Slope.

E x x o n  c a t e g o r i c a l l y  d e n i e s  the a l l e g a t i o n s  in the D e p a r t m e n t  

of R e v e n u e’s r e p o r t  and  d i s m i s s e s  the r ep o r t  out of h a n d  b e c a u s e  of 

its b a s e l e s s  c h a r g e s .

Th e r e m a i n d e r  o f  m y  c o m m e n t s  wi l l  be a d d r e s s e d  to H o u s e

Bill 878.

H o u s e  Bill 878

H o u s e  Bill  878 w o u l d  i n c r e a s e  the c e n t s - p e r - b a r r e l  m i n i m u m  

tax c l a s s i f i e d  as " o l d  o i l "  fro m 60 c e n t s  to 63.4 c e nt s and  o t h e r  oil
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fr o m 80 c e n t s  to 96.8 ce n t s .  Th e m i n i m u m  c e n t s  pe r  M C S  tax for gas 

w o u l d  be i n c r e a s e d  f r o m  6.4 c e n t s  to 6.8 c en t s .  H.B. 878 al s o 

p r o v i d e s  for a p e r i o d i c  a d j u s t m e n t  to t h e s e  a m o u n t s  a c c o r d i n g  to the 

p e r c e n t a g e  c h a n g e  in the G r o s s  N a t i o n a l  P r o d u c t  D e f l a t o r .  It w o u l d  

be r e t r o a c t i v e  to th e f i r s t  o f  1978. E x x o n  b e l i e v e s  thi s p r o p o s e d  

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

1) b e c a u s e  it is b e i n g  p r o p o s e d  n o t  on the b a s i s  of any 

d e m o n s t r a t e d  n e e d  for m o r e  tax  r e v e n u e s ,  bu t  on the b a s e s  

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

the p r o p o s e d  Bi ll  look like  a p u n i t i v e  m e a s u r e ;

2) b e c a u s e  it d e a l s  w i t h  m a t t e r s  w h i c h  are c u r r e n t l y  the 

s u b j e c t s  of r e g u l a t o r y  a g e n c y  h e a r i n g s  or l i t i g a t i o n ;  and

3) b e c a u s e  the  Rill  se eks  to h a v e  the S t a t e  p a r t i c i p a t e  in 

i n c r e a s e s  in oil v a l u e s  but ha ve  th e oil p r o d u c e r s  be ar  

all the  i m p a c t  ivhen v a l u e s  d r o p  b e l o w  the e s t a b l i s h e d  

f l o o r  level.

W i t h  r e s p e c t  to this t h i rd  p o i n t ,  on J a n u a r y  25, 1978, Dr. 

M i l t o n  L ip t on , C o n s u l t a n t  to the L e g i s l a t u r e ,  a d d r e s s e d  this c o m ­

m i t t e e  and said:

"The e s t a b l i s h m e n t  of the f l o o r ... says ... that  the S ta te  

a b s t r a c t s  i t s e l f  f r o m  the r e a l i t i e s  of the e n v i r o n m e n t  in 

w h i c h  the  oil c o m p a n i e s  a re  o p e r a t i n g ,  that c o m e  hell or 

h i g h  w a t e r ,  w h e t h e r  the i n d u s t r y . . .  is a b l e  to get the 

w e l l h e a d  v a l u e  on w h i c h  the S t a t e ' s  per c e n t - o f - v a l u e  tax 

is c a l c u l a t e d ,  the S t a t e  w o u l d  ge t at l ea st  (the f l oo r 

a m o u n t ). . . . "
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In e s s e n c e  H o u s e  Bill 878 is n o t h i n g  m o r e  than  an a d d i t i o n a l  

and  r e t r o a c t i v e  21 p e r c e n t  s e v e r a n c e  ta x  i n c r e a s e  in P r u d h o e  B a y oil 

p r o d u c t i o n ,  e f f e c t i v e  a m e r e  6 m o n t h s  a f t e r  the e f f e c t i v e  da t e of 

th e  50 p e r c e n t  s e v e r a n c e  tax i n c r e a s e  e n a c t e d  l a s t  sessi on.

in the last l e g i s l a t i v e  s e s s i o n ,  the s e v e r a n c e  tax rate 

for oil wa s  set by s t a t u t e  at 1 2 . 2 5  p e r c e n t  of  r e a l i z a t i o n ,  or a 

m i n i m u n  of 80 c e n t s  p e r  ba rr el.  O f  c o u r s e ,  w h e n  the m i n i m u m  floor 

t a k e s  ef f e c t ,  the a c t u a l  s e v e r a n c e  tax r a t e  e x c e e d s  the n or m a l  

s t a t u t o r y  ta x rate. For i n s t a n c e ,  in D e c e m b e r  1977, the a v e r a g e  

s e v e r a n c e  ta x  r a t e  a c t u a l l y  p a i d  by P r u d h o e  Ba y  p r o d u c e r s  was 13.8 

p e r c e n t .

H o u s e  Bill 878 w o u l d  c o m p o u n d  th i s i n e q u i t y  by ta xi ng  

a b ou t h a l f  of  the P r u d h o e  Bay p r o d u c t i o n ,  w h i c h  m u s t  be m a r k e t e d  on 

the G u l f  Co as t,  at a rate m o r e  th an  d o u b l e  the e x i s t i n g  s e v e r a n c e  

tax rate! A n y  c o m p a n y  w h i c h  m u s t  t r a n s p o r t  its N o r t h  S l o p e  oil to 

the G u l f  C o a s t  w o u l d  be hit h a r d  by t h i s  p r o p o s e d  l e g i s l a t i o n  

b e c a u s e  of the r e d u c t i o n  of f i el d  r e a l i z a t i o n  d u e  to the h i g h  t r a n s­

p o r t a t i o n  cos ts . R e g a r d l e s s  of the in te n t  of  H.B. 878 the e f fe c t  

of the d o u b l e  tax r a t e  for oil d e l i v e r e d  to the G u l f  Co ast or b e y o n d  

is to c r e a t e  d i s c r i m i n a t i o n  a g a i n s t  t h o s e  p a r t i e s  that c a n n o t  m a r k e t  

t h e i r  A l a s k a  oil on the We s t Coast..

T h e  fu t u re  o f A l a s k a  is d e p e n d e n t  on d e v e l o p m e n t  of its 

r e s o u r c e s  w h i c h ,  a c c o r d i n g  to the U SG S,  i n c l u d e s  vast u n d i s c o v e r e d  

oil a n d  gas r e s e r v e s .  A n y  n e w  oil p r o d u c t i o n  w h i c h  must be m o v e d  

b e y o n d  the We st  C o a s t  c o u l d  be t a x e d  at r at e s for a b o v e  the s t a­

tu t o r y  rate, as is the  c a s e  for oil m o v i n g  t h r o u g h  the Pa n am a Canal 

to the U.S. G u l f  Co ast . It se ems o b v i o u s  that the n e c e s s a r y  i n c l u­

si o n  of  su ch  a s e v e r a n c e  tax b u r d e n  in p r o d u c e r ' s  e c o n o m i c  a n a l y s e s  

wil l h a v e  s e v e r e  n e g a t i v e  impact on f u t u r e  d e v e l o p m e n t  d e c i s i o n s .
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Summary

In s u m m a r y ,  E x x o n  b e l i e v e s  this  p r o p o s e d  l e g i s l a t i o n  is 

b o t h  i n a p p r o p r i a t e  an d  i n e q u i t a b l e .  It is p r e m a t u r e  in v i e w  of the 

o r d e r l y  r e g u l a t o r y  a n d  le gal  p r o c e e d i n g s  n o w  u n d e r w a y  an d w o u l d  

p l a c e  u n n e c e s s a r y  b u ’de n s  on i n d u s t r y .  Its e n a c t m e n t  w o u l d  be a 

f u r t h e r  d i s i n c e n t i v e  to f u t u r e  d e v e l o p m e n t  in A l a s k a  and c o u n t e r -  

p r o d u c t i v e  to the b e s t  i n t e r e s t s  of A l a s k a n s .
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/ a A \  Marathon
’ Oil Company

P.O. Box 2380 
Anonorage. Alaska 99510 
Telephone 907/274-1511

M a r c h  30, 1978

T h e  H o n o r a b l e  A l v i n  O s t e r b a c k  
C h a i r m a n ,  H o u s e  R e s o u r c e s  C o m m i t t e e  
A l a s k a  S t a t e  H o u s e  of R e p r e s e n t a t i v e s  
P o u c h  V  S t a t e  C a p i t o l  B u i l d i n g  
J u n e a u  A K  99811

D e a r  R e p r e s e n t a t i v e  O s t e r b a c k :

On  b e h a l f  of M a r a t h o n  O i l  C o m p a n y ,  I w o u l d  like  to p r e s e n t  
o u r  v i e w s  on  H o y se Bj,l 1 878_: "An A c t  r e l a t i n g  to oi l  a nd  
g a s taxes; a n d  p r o v i d i n g T o r  an e f f e c t i v e  date".

P r i o r  to the O P E C  e m b a r g o  in 1973, it m i g h t  h a v e  b e e n  
l o g i c a l  to set  f l o o r  p r i c e s  on h y d r o c a r b o n s  to p r o t e c t  
S t a t e  r e v e n u e s  d e r i v e d  f r o m  p r o d u c t i o n  (severance) taxes. 
Ho w ev er , t o da y  w i t h  the m a r k e t  p r i c e  s t a b i l i t y  c r e a t e d  by 
a s t r o n g  d e m a n d  for a s c a r c e  c o m m o d i t y ,  it c e r t a i n l y  a p p e a r s  
to be u n w a r r a n t e d .

T h e s e v e r a n c e  ta x s t a t u t e  e n a c t e d  l a s t  s e s s i o n  e s t a b l i s h e d  
f l o o r  p r i c e s  o n "old oil" ( l o w e r - t i e r ) , " ot h e r  oil"  a n d  n a t­
ura l  gas. T h e  b a s i s  for t h e s e  f l o or  p r i c e s  is s o m e w h a t  o b­
scure, but c e r t a i n l y  they e x c e e d  the a c t u a l  c o n t r o l l e d  
p r i c e s  for l o w e r - t i e r  oil  a n d  n a t u r a l  gas  in the C o o k  I n l e t  
Basin. Now, HB 878 p r o p o s e s  to i n f l a t e  t h e s e  a r t i f i c a l l y  
h i g h  fl oor  p r i c e s  by the G r o s s  N a t i o n a l  P r o d u c t  D e f l a t o r  
(GNPD) w h i c h  r e p o r t e d l y  i n c r e a s e d  5.7% d u r i n g  1977. In the 
f i r s t  place, the c u r r e n t  law w h i c h  e s t a b l i s h e d  t h e  f l o o r 
p r i c e s  di d  not  b e c o m e  e f f e c t i v e  u n t i l  J u l y  1, 1977; thus, 
the  r e a s o n  for a p p l y i n g  an a n n u a l  i n f l a t i o n  ra t e to a m e n d  
t h e s e  p r i c e s  c a n n o t  be (logically) e x p l a i n e d .  S e c o n d l y ,  
this  i n f l a t i o n  f a c t o r  is b e i n g  a p p l i e d  to h y d r o c a r b o n  p r i c e s  
w h i c h  are r e g u l a t e d  by the F e d e r a l  G o v e r n m e n t .  F o r  e x a m p l e , 
the l o w e r - t i e r  oil  p r i c e  th a t M a r a t h o n  r e c e i v e s  in the C o o k 
In l e t  was  p e r m i t t e d  by the F e d e r a l  E n e r g y  A d m i n i s t r a t i o n  
( D e p a r t m e n t  of Energy) to i n c r e a s e  o n l y  s e v e n  c e n t s  o r  1.5% 
d u r i n g  all of 1977. I b e l i e v e  this c o n c l u s i v e l y  e x h i b i t s  
the i m p r a c t i c a l i t y  o' a p p l y i n g  the G N P D  to an a r t i f i c a l l y  
p r i c e d  c o m m o d i t y  w h i c h  is n o t  p e r m i t t e d  by  la w to r e f l e c t  
its tr ue  m a r k e t  value.
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R e p r e s e n t a t i v e  O s t e r b a c k  
M a r c h  30, 1978 
P a g e  2

In c o n c l u s i o n ,  M a r a t h o n  r e s p e c t f u l l y  r e c o m m e n d s  t h a t  y o u r  
C o m m i t t e e  r e j e c t  c o m p l e t e l y  H B  878- C o n v e r s e l y ,  if y o u  
b e l i e v e  th at  t h e c u r r e n t  s e v e r a n c e  t a x  s t a t u t e  is in n e e d  
of i m p r o v e m e n t ,  w e  r e c o m m e n d  th e  d e l e t i o n  of t h e f l o o r  p r i c e  
c o n c e p t .  If this  w a s  e l i m i n a t e d ,  t h e q u e s t i o n a b l e  p r a c t i c e  
of m a n i p u l a t i n g  f l o o r  p r i c e s  b y  the  i n t r o d u c t i o n  of u n r e l a t e d  
i n f l a t o r s  w o u l d  b e c o m e  u n n e c e s s a r y .  T h e  t a x  c o m p u t a t i o n  
w o u l d  t h e n  r e v e r t  b a c k  to a s i m p l e  p e r c e n t - o f - v a l u e  c a l c u­
la t i o n  b a s e d  s t r i c t l y  o n a c t u a l  p r i c e s  r e c e i v e d  f o r  the  
h y d r o c a r b o n s .  T h i s  c o n c e p t  is u s e d  b y  m a n y  o t h e r  o i l  an d 
gas  p r o d u c i n g  states.

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

R. E. G r o v e

c o p y  to M e m b e r s  of H o u s e  R e s o u r c e s  C o m m i t t e e
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ATLANTIC RICHFIELD COMPANY STATEMENT 
STATE OF ALASKA 

HB 878

Atlantic Richfield Company, as a major producer of crude oil in 

the State of Alaska, objects to the proposal made in HB 878 which 

would increase the taxes paid on oil and gas production. Our 

objections are based on a view that the proposed increase is 

unreasonable and inequitable. It is unreasonable to change the 

tax almost immediately after establishing the present tax rate.

It is inequitable to base the tax on values which are substantially 

above the market value. We further believe it is not in the long 

term interest of the State of Alaska to continue increasing oil 

and gas taxes —  already the highest of any state in the Union •—  

since it will signal a worsening of the tax climate to investors 

and potential developers of Alaska resources.

Support for the tax proposal contained in HB 878 seems to be 

based not on need for revenue but on the argument that the actual 

market price of North Slope crude is less than had been anticipated. 

In respect to the marketing of North Slope crude, Atlantic Richfield 

Company and the State of Alaska have a common interest —  both 

would like to sell their crude oil in the market at the highest 

competitive value. In fact, we each worked hard to avoid having 

an entitlement burden added under federal regulations which 

threatened to drastically reduce wellhead price less than a year
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ago. We felt an entitlement burden would have been completely 

inappropriate. Similarly, Atlantic Richfield Company considers 

it grossly unfair to tax on the basis of a price which is 

significantly above the present value of the item being taxed.

In reality the minimum tax proposed under HB 878 means the 

effective tax rate on Prudhoe Bay oil would be not 12 1/4% but 

nearly 15% for Atlantic Richfield Company at today's crude prices.

The Department of Revenue supports this tax proposal by suggesting 

that the true market value of North Slope crude is $7.91 per 

barrel at the wellhead. Atlantic Richfield Company bases its 

sales of North Slope crude on a substantially lower estimate of 

its market value. Although we do not lenow in detail how the 

Department of Revenue estimate was derived, it should be possible 

to identify differences by comparison with the following item­

ization for reporting production taxes.

$/BBI,

Los Angeles Market for North Slope Crude 

Less: Vessel Transportation

Pipeline Transportation

13.44

0.88
6.05

State and Federal Spill Funds 0.11

North Slope Gathering 

Sub Total Expenses 

Net Value for Tax Base

0.25

7.29

6.15
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The tanker rate above is the one actually used by Atlantic 

Richfield Company in establishing its wellhead price, At times 

actual cost to the Company could vary both above and below the 

88/ per barrel figure depending on the tanker market, the vessel 

used and the many other expenses which can fluctuate on a short 

term basis. In fact, we have paid more than 83/ for our movements 

involving chartered vessels, but the wellhead price was not 

correspondingly lowered for tax and royalty purposes.

The pipeline tariff is currently being reviewed and is in litigation. 

Obviously, any change here would affect the wellhead price.

In additional argument, the Department of Revenue offers support 

for the tax proposal by stating the earlier oil company estimates 

of anticipated wellhead price were higher than are now actually 

being realized. However, it would be inappropriate to ascribe 

the difference solely to transportation costs. For instance, one 

important additional factor in the wellhead price of North Slope 

crude is the competing price of imported crude oil. A year ago 

it seemed quite reasonable to expect that OPEC would carry out 

its announced intention of raising crude oil price substantially. 

'Jhere was also hope then that Alaskan crude would be allowed 

better access to markets through alternatives proposed by the oil 

companies to reduce transportation costs. These anticipated

Page 3
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P a g e  4

c h a n g e s  did n o t  t a k e  p l a c e .  H o w e v e r ,  s i g n i f i c a n t  e f f o r t s  

w e r e  m a d e  a n d  s o m e  o p t i o n s  a r e  s t i l l  open.

in s u m m a r y ,  w e  b e l i e v e  it is m o s t  u n r e a s o n a b l e  t o  e s t a b l i s h  

Tloor p r i c e  f o r  t a x  p u r p o s e s  w h i c h  is s u b s t a n t i a l l y  a b o v e  

m a r k e t  p r i c e .  If the p r e s e n t  f l o o r  p r i c e  is to be  

an. d, w e  s u g g e s t  it b e  p e g g e d  to t h e  m a r k e t  p r i c e  o f  o i l  

a n d  not to t h e  G N P  d e f l a t o r .  U s e  o f  t h e  G r o s s  N a t i o n a l  

P r o d u c t  d e f l a t o r  c o u l d  e v e n t u a l l y  le a d  to a d d i t i o n a l  

d i s t o r t i o n  s i n c e  oil p r i c e  and G N P  d e f l a t o r  do n o t  

n e c e s s a r i l y  h a v e  any r e l a t i o n s h i p  to e a c h  o t h e r .  It s e e m s  

m o r e  r e a s o n a b l e  e i t h e r  to l e a v e  the f l o o r  p r i c e  at a set 

f i g u r e  as it is today, or  to p r o v i d e  a m a r k e t  m e c h a n i s m  

s u c h  as the o n e  s u g g e s t e d .
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T h e  H o n o r a b l e  A l v i n  O s t e r b a c k  

C h a i r m a n

H o u s e  R e s o u r c e s  C o m m i t t e e  

A l a s k a  State L e g i s l a t u r e  

P o u c h  V  - State C a p i t o l  
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D e a r  A l v i n :

E n c l o s e d  p l e a s e  find o u r  N o t e s  o n  P r o p o s e d  C h a n g e s  in A l a s k a ’s 

O i l  P r o d u c t i o n  T a x .  A g a i n ,  I a m  s o r r y  that w e  w e r e  u n a b l e  to 

testify b e f o r e  y o u r  H o u s e  R e s o u r c e s  C o m m i t t e e  o n  this m a t t e r  

last w e e k ,  bu t  I e x p e c t  that y o u  m a y  w a n t  to h a v p a c t u a l  testi­

m o n y  a n d  a n  o p p o r t u n i t y  for y o u r  C o m m i t t e e  m e m b e r s  to a s k  

q u e s t i o n s  o n  the o c c a s i o n  of o u r  n e x t  visit.

I a m  t ak i n g  this o p p o r t u n i t y  to m a k e  o u r  N o t e s  a v a i l a b l e  to o t h e r  

i n t e r e s t e d  p e r s o n s  a s  i n d i c a t e d  b e l o w .

e n c l o s u r e

D i s t r i b u t i o n  to:

T h e  H o n .  J o h n  R a d e r  

T h e  H o n .  H u g h  M a l o n e  

T h e  H o n .  K a y  P o l a n d  

T h e  H o n .  J o h n  S a c k e t t  

T h e  H o n .  S t e v e  C o w p o r

C o r d i a l l y ,

,  ' V  —-  -
M i l t o n  L i p t o n  

E x e c u t i v e  V i c e  P r e s i d e n t

/pt

M r .  J a c k  D o y l e  

M r .  G r e g g  E r i c k s o n  

M r .  J o h n  M e s s e n g e r



A  N o t e  o n

P R O P O S E D  C H A N G E S  I N  A L A S K A ' S  O I L  P R O D U C T I O N  T A X

W .  J. L e v y  C o n s u l t a n t s  C o r p .

N e w  Y o r k ,  N .  Y.

M a r c h ,  1 9 7 8
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A Note on

P R O PO SE D  CHANGES IN ALASKA'S OIL PRODUCTION TAX

1. In this R e p o r t  for the A l a s k a n  L e g i s l a t u r e ,  w e  r e v i e w  c h a n g e s

in A l a s k a ' s  oil p r o d u c t i o n  t a x  r e c o m m e n d e d  b y  the D e p a r t m e n t  of R e v e n u e  

a n d  i n c o r p o r a t e d  in S e n a t e  Bill N o .  5 3 2  a n d  H o u s e  Bill N o .  8 7 8 .

2. In 1 9 7 7 ,  A l a s k a ' s  p r o d u c t i o n  t a x  w a s  a m e n d e d  to e l i m i n a t e  a u t o­

m a t i c  e s c a l a t i o n  in c e n t s - p e r - b a r r e l  t a x  r a t e s . *  A t  the s a m e  t i m e ,  the 

a m e n d e d  l a w  p r o v i d e d  for a n n u a l  r e v i e w  of c e n t s - p e r - b a r r e l  a n d  c e n t s -  

p e r - M C F  t a x  r a t e s  b y  the D e p a r t m e n t  of R e v e n u e ,  w i t h  a w r i t t e n  r e p o r t  

a n d  r e c o m m e n d a t i o n s  for c h a n g e s  to b e  s u b m i t t e d  to the G o v e r n o r .  T h e  

G o v e r n o r ,  then, s u b m i t s  the p r o p o s e d  c h a n g e s  to the L e g i s l a t u r e .

3. T h e  D e p a r t m e n t  of R e v e n u e ' s  R e p o r t  for 1 9 7 8  r e c o m m e n d e d

(and S B 5 3 2 / I I B 8 7 8  i n c o r p o r a t e )  the f o l l o w i n g  c h a n g e s  --

A n  i n c r e a s e  in the c e n t s - p e r - b a r r e l  t a x  rat e for 

o t h e r - t h a n - o l d  c r u d e  oil f r o m  8 0  to 96. 8 cents, 

w h i c h  c o r r e s p o n d s  to r a i s i n g  the floor p r i c e  (i.e., 

the p r i c e  b e l o w  w h i c h  the c e n t s - p e r - b a r r e l  r a t h e r  

t h a n  the p e r c e n t - o f - v a l u e  t a x  a p p l i e s )  f r o m  $ 6 . 5 3  

to $7. 9 0  p e r  b a r r e l ;

A n  i n c r e a s e  in the c e n t s - p e r - b a r r e l  t a x  rat e  o n  old 

c r u d e  oil f r o m  6 0  to 6 3 . 4  c e n t s  p e r  b a r r e l ,  r a i s i n g  

the floor p r i c e  f r o m  $ 4 . 9 0  to $5. 18 p e r  b a r r e l ;  a n d

* P r i o r  to this c h a n g e ,  c e n t s - p e r - b a r r e l  t a x  r a t e s  h a d  i n c r e a s e d  o r  d e ­

c r e a s e d  w i t h  p e r c e n t a g e  c h a n g e s  in the W h o l e s a l e  P r i c e  I n d e x  for c r u d e  

p e t r o l e u m  p u b l i s h e d  b y  the B u r e a u  of L a b o r  Statistics of the U . S .  D e ­

p a r t m e n t  of L a b o r .
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R e - i n t r o d u c t i o n  of a u t o m a t i c  e s c a l a t i o n  in c e n t s - p e r -  

b a r r e l  tax rates, tying r a t e s  to p e r c e n t a g e  c h a n g e s  

in the G r o s s  N a t i o n a l  P r o d u c t  D e f l a t o r  p u b l i s h e d  b y  

the B u r e a u  of E c o n o m i c  A n a l y s i s  of the U .  S. D e p a r t ­

m e n t  of C o m m e r c e .  *

4. In r e v i e w i n g  t h e s e  p r o p o s e d  c h a n g e s  in the oil p r o d u c t i o n  t a x

r a t e s,  the L e g i s l a t u r e  will w a n t  to c o n s i d e r  c a r e f u l l y  t w o  t h i n g s .  First, 

the r e a s o n i n g  b e h i n d  the D e p a r t m e n t  of R e v e n u e ' s  r e c o m m e n d a t i o n s ,  a s  

set ou t  in the D e p a r t m e n t ' s  r e p o r t  to the G o v e r n o r .  * *  S e c o n d ,  that a n y  

c h a n g e s  in p r o d u c t i o n  t a x e s  be r e v i e w e d  in c o n j u n c t i o n  w i t h  p r o p o s e d  

c h a n g e s  in o t h e r  t a x e s  that the State a s s e s s e s  o n  the oil a n d  g a s  i n d u s t r y ,  

n o t a b l y  the c o r p o r a t e  i n c o m e  tax.

T h e  F l o o r  P r i c e

fo r  P r u d h o e  B a y  C r u d e

5. T h e  D e p a r t m e n t  of F e v e n u e  r e p o r t  finds that t he c u r r e n t  floor

p r i c e  (an d  t h u s  a l s o  the c e n t s - p e r - b a r r e l  tax rate) is " i n a d e q u a t e . "  T h e  

D e p a r t m e n t  c a l c u l a t e s  that the " m a r k e t  v a l u e "  of P r u d h o e  B a y  oil o n  the 

N o r t h  S l o p e  is significantly a b o v e  the p r i c e s  b e i n g  r e p o r t e d  b y  the c o m ­

p a n i e s  fo r  s e v e r a n c e  t a x  (or r o y a lt y )  p u r p o s e s .  F u r t h e r m o r e ,  the floor 

p r i c e ,  w h i c h  is d e s i g n e d  to p r o t e c t  the State's s e v e r a n c e  t a x  r e v e n u e s  in 

t h e  e v e n t  that p r i c e s  r e p o r t e d  b y  c o m p a n i e s  a r e  artifically d e p r e s s e d ,  is 

a l s o  b e l o w  the c o m p u t e d  m a r k e t  v a l u e .  T h e  c o n c l u s i o n :  the floor p r i c e  is 

t o o  l o w  to d o  its i n t e n d e d  j o b  of p r o t e c t i n g  r e v e n u e s .  T h e  r e c o m m e n d a t i o n  

r a i s e  the floor p r i c e  for o t h e r - t h a n - o l d  oil to the level c a l c u l a t e d  b y  the 

D e p a r t m e n t  a s  the m a r k e t  v a l u e  ( $ 7 . 9 0 )  of P r u d h o e  B a y  c r u d e  o n  the N o r t h  

S l o p e .

C h a n g e s  m  tax r a t e s  w o u l d  b e  b a s e d  o n  c h a n g e s  in the D e f l a t o r  f r o m  the 

F i r s t  Q u a r t e r  of 1 9 7 8 .

* : R e c o m m e n d e d  C h a n g e s  in A l a s k a ' s  O i l  a n d  G a s  P r o d u c t i o n  T a x  R a t e s

for 1978, a R e p o r t  to G o v e r n o r  J a y  S. H a m m o n d  b y  the A l a s k a n  D e ­

p a r t m e n t  of R e v e n u e .
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6. O u r  f i r m  h a p  a l w a y s  r e g a r d e d  i n c r e a s i n g  the s e v e r a n c e  t a x  a s

the u l t i m a t e  r e c o u r s e  for the State in the e v e n t  that w e l l h e a d  v a l u e s  a r e  

artifically d e p r e s s e d  b y  the a c t i o n s  of t a x - p a y i n g  c o m p a n i e s .  T h e  q u e s t i o n  

the L e g i s l a t u r e  m u s t  c o n s i d e r  n o w  is w h e t h e r  the c u r r e n t  c i r c u m s t a n c e s  

of w e l l h e a d  p r i c i n g  w a r r a n t  t a k i n g  s u c h  a m a j o r  step at the p r e s e n t  t i m e  in 

the light of a v a i l a b l e  e v i d e n c e .  T h i s  c a n  b e s t  b e  j u d g e d  b y  lo o king, a s  the 

D e p a r t m e n t  h a s ,  at the v a r i o u s  e l e m e n t s  that e n t e r  into P r u d h o e  B a y  oil 

p r i c e s  -- i.e., p i p e l i ne  tariff r a t e s ,  t a n k e r  c h a r g e s ,  a n d  p r i c e s  in m a r ­

kets to w h i c h  the oil m o v e s .

T A P S  T a r i f f

7. T h e  m a j o r  f a c t o r  s e r v i n g  to l o w e r  w e l l h e a d  v a l u e s  b e l o w  e a r l i e r

e x p e c t a t i o n s  is the h i g h  level of T A P S  p i p e l i n e  tariffs filed b y  the c o m p a n i e s  

w i t h  the I C C  ( n o w  F E R C )  a n d  u s e d  b y  the c o m p a n i e s  in their n e t b a c k  c a l c u l a­

tions. T h e s e  tariff r a t e s  a v e r a g e  out  to s o m e  $ 6 . 2 0  p e r  b a r r e l . *  In c o n t r a s t ,  

the i n t e r i m  tariffs a l l o w e d  b y  the I C C  a v e r a g e  s o m e  $4. 8 3  p e r  b a r r e l ,  o r  

$1. 3 7  p e r  b a r r e l  less. T h e  State of A l a s k a ,  in its p r o t e s t  to the I C C ,  set 

out tariff r a t e s  that a v e r a g e d  a r o u n d  $ 3 . 9 6 .  F E R C  is n o w  in the p r o c e s s  of 

c o n d u c t i n g  a n  i n v e s t i g a t i o n  (with A l a s k a  P i p e l i n e  C o m m i s s i o n  partici p a ti n g )  

into T A P S  r a t e s  in o r d e r  to e s t a b l i s h  l a w f u l  p e r m a n e n t  tariffs. P e n d i n g  the 

f’nal o u t c o m e ,  the C o u r t s  h a v e  a l l o w e d  t h e  c o m p a n i e s  to c o n t i n u e  to c h a r g e  

their initial filed tariffs.

8. T h u s ,  the q u e s t i o n  of w h a t  a r e  r e a s o n a b l e  interstate tariff r a t e s

for T A P S  is b e i n g  r e v i e w e d  a n d  will e v e n t u a l l y  be r e s o l v e d  b y  the a p p r o ­

priate r e g u l a t o r y  b o d y .  W h a t e v e r  r a t e s  a r e  e v e n t u a l l y  a p p r o v e d  b y  the 

F E R C  will b e  t h o s e  a c t u a l l y  c h a r g e d  for t r a n s p o r t a t i o n  of the b u l k  of oil 

m o v e d  via T A P S  a n d  will t h u s  b e a r  o n  the v a l u e  of oil o n  the N o r t h  Sl o p e .  

T h e s e  r a t e s  w o u l d  b e  a p p r o p r i a t e  to the c a l c u l a t i o n  of oil v a l u e s  for s e v ­

e r a n c e  ta x  a n d  r o y a l t y  p u r p o s e  s.

* A  w e i g h t e d  a v e r a g e  c a l c u l a t e d  b y  the D e p a r t m e n t  of R e v e n u e  b a s e d  u p o n  

p i p e l i n e  o w n e r s h i p .
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g. If finally a p p r o v e d  T A P S  r a t e s  a r e  b e l o w  the initially filed c o m ­

p a n y  r a t e s  -- a n d  l o w e r  I C C  i n t e r i m  r a t e s  w o u l d  c e r t a i n l y  p r in t  in this 

d i r ection -- the effect w o u l d  b e  to r a i s e  N o r t h  S l o p e  v a l u e s  a n d  s e v e r a n c e  

t axes to w h i c h  the State w a s  entitled. T h e  State w o u l d  o b v i o u s l y  w a n t  to 

take w h a t e v e r  s t e p s  a r e  n e c e s s a r y  to e n s u r e  that it is in a p o s i t i o n  to 

collect b a c k  t a x e s  in the e v e n t  that this w e r e  to h a p p e n -  A s s u m i n g  that 

the State d o e s  h a v e  this p r o t e c t i o n ,  it w o u l d  s e e m  i n a p p r o p r i a t e  for the 

State n o w  to r a i s e  the f l o or  p r i c e  f o r  p r o d u c t i o n  tax p u r p o s e s  to reflect 

w h a t  the State j u d g e s  will b e  the ( l o w e r )  tariff finally a p p r o v e d .  T h i s  p u t s  

the State in the p o s i t i o n  of p r e j u d g i n g  a c o m p l i c a t e d  i s s u e  w h i c h  is b e i n g  

subj e c t  to e x t e n s i v e  h e a r i n g s ,  later c a r e f u l  r e g u l a t o r y  c o n s i d e r a t i o n ,  a n d  

p r o b a b l y  a lso e v e n t u a l l y  r e v i e w  in the C o u r t s . *

T a n k e r  C h a r g e s

10. T h e  D e p a r t m e n t  of R e v e n u e ' s  r e p o r t  a l s o  t a k e s  i s s u e  w i t h  the

t a n k e r  c h a r g e s  b e i n g  s u b m i t t e d  b y  the c o m p a n i e s .  T h e  D e p a r t m e n t  p oi n t s  

out that the r e p o r t e d  c h a r g e s  (e.g., $. 81 - $ 1 . 0 8  to the W e s t  C o a s t )  a r e  

substantially a b o v e  w h a t  h a d  b e e n  e s t i m a t e d  b y  m a n y  t h i r d - p a r t y  o b s e r v e r s  

a n d  b y  c o m p a n y  s p o k e s m e n  t h e m s e l v e s  e a r l i e r  on. In c o n t r a s t  to pipeline 

tariff rates, t a n k e r  c h a r g e s  a r e  not r e g u l a t e d .  T h u s ,  the State will not 

h a v e  r e g u l a t e d  r a t e s  to p r o v i d e  g u i d e l i n e s .

11. In the c i r c u m s t a n c e s ,  w o  c e r t a i n l y  feel that L e g i s l a t i v e  i n q u i r y

into the q u e s t i o n  of t a n k e r  c h a r g e s  is w a r r a n t e d ,  in c o u r s e  of h e a r i n g s  o n  

the p r o p o s e d  c h a n g e s  in A l a s k a ' s  p r o d u c t i o n  ( s e v e r a n c e )  tax. M a n y  f a c t o r s  

affect t a n k e r  c o s t s  -- e . g . ,  t a n k e r  size, t i m i n g  of c h a r t e r s ,  b u n k e r  co s t s ,

* N o t e  that the p r o p o s e d  i n c r e a s e  in floor p r i c e  f r o m  $ 6 . 5 3  to $7. 9 C  ( t $ 1 . 3 7 )  

is the s a m e  a s  the d i f f e r e n c e  b e t w e e n  a v e r a g e  I C C  i n t e r i m  ( $ 4 . 8 3 )  a n d  

c o m p a n y  p o s t e d  tariffs ($6.20). T h u s ,  a l t h o u g h  o t h e r  a s p e c t s  of w e l l h e a d  

va l u a t i o n  a r e  at issue, the p i p e l i n e  tariff is pivotal.

AG0 54775o



- 't i 'e ty  a n d  e n v i r o n m e n t a l  s t a n d a r d s ,  etc. T h u s ,  o c e a n  t r a n s p o r t a t i o n  c o s t s  

m a y  h a v e  i n c r e a s e d  subst a n t i a l l y s i n c e  e a r l i e r  e s t i m a t e s  w e r e  m a d e .  H o w -  

ever, the c o m p a n i e s  t r a n s p o r t i n g  N o r t h  S l o p e  c r u d e  via t a n k e r  s h o u l d  e x ­

plain h o w  t h e y  a r r i v e  at the c h a r g e s  t h e y  a r e  r e p o r t i n g  to the State. W i t h  

a better u n d e r s t a n d i n g  of the f a c t o r s  u n d e r l y i n g  t h o s e  c h a r g e s ,  the State 

s h o u l d  b e  in a  b e t t e r  p o s i t i o n  to j u d g e  their r e a s o n a b l e n e s s  for p u r p o s e s  

o f  valuation.

12. T h e  State m i g h t  a l s o  w a n t  to c o n s i d e r  the possibility of e s t a b l i s h i n g

s o m e  n o r m  for t r a n s p o r t a t i o n  r a t e s  at w h i c h  N o r t h  S l o p e  c r u d e  c o u l d  b e  

m o v e d  in su b s t a n t i a l  a n d  c o n t i n u o u s  v o l u m e  to m a j o r  m a r k e t s  -- r a t h e r  t h a n  

c o n t i n u o u s l y  m o n i t o r i n g  c h a r g e s  for e a c h  a n d  e v e r y  c o m p a n y ' s  t r a n s p o r t a­

tion. T h i s  rate w o u l d  p r e s u m a b l y  b e  o n e  w h i c h  a c o m p a n y  c o u l d  m a t c h  o n  

tht b a s i s  of p r u d e n t  t r a n s p o r t a t i o n  c o m m i t m e n t s .  C o m p a n i e s  w h o  a r e  p a r ­

ticularly ast u t e  in their t a n k e r  o p e r a t i o n s  c o u l d  h o p e  to d o  b e t t e r  -- a n d  

w o u l d  benefit t h e r e f r o m  b y  not  h a v i n g  N o r t h  S l o p e  oil v a l u e s  a n d  t h u s  p r o ­

duc t i o n  t a x e s  r a i s e d  b y  their l o w e r - t h a n - a v e r a g e  t a n k e r  co st s .  O t h e r  c o m ­

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

h a v e  to b e a r  the c o n s e q u e n c e  w i t h o u t  the State p i c k i n g  u p  p a r t  of h i g h e r - t h a n -  

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

13. In this c o n n e c t i o n ,  w e  n o t e  that the a v e r a g e  t r a n s p o r t a t i o n  c o s t

of oil m o v i n g  in i n t e r na t i o n a l  t r a d e  in f o r e i g n  flag t a n k e r s  h a s  b e e n  c a l­

cul a t e d  s i n c e 1 9 5 4  b y  a n  i n d e p e n d e n t  L o n d o n  T a n k e r  B r o k e r s '  P a n e l .

T h e i r  e s t i m a t e s ,  A v e r a g e  F r e i g h t  R a t e  A s s e s s m e n t  ( A F R A ) ,  a r e  w i d e l y  

u s e d  a s  p r o x y  for c o m p a n i e s '  a c t u a l  t r a n s p o r t a t i o n  c o s t s  b o t h  in c o m m e r ­

cial c o n t r a c t s  w h e r e  d e l i v e r e d  p r i c e s  r e q u i r e  a freight c o m p o n e n t  a n d  in 

c. i. f. v a l u e s  for G o v e r n m e n t  a d m i n i s t r a t i o n  a n d  tax p u r p o s e s .  S o m e  

s u c h  a p p r o a c h  m i g h t  b e  c o n s i d e r e d  for t a n k e r  m o v e m e n t s  o f  N o r t h  S l o p e  

c r u d e .  T h i s  c o u l d  a v o i d  pot e n t i a l conflicts o v e r  t a n k e r  c h a r g e s .  In the 

event, c o m p a n i e s  w o u l d  be c o m p l e t e l y  fre e  to m a k e  their o w n  d e c i s i o n s  

a s  to h o w  t h e y  c o v e r  their t o n n a g e  r e q u i r e m e n t s ,  but t a n k e r  c h a r g e s  for 

p u r p o s e s  of w e l l h e a d  v a l u a t i o n  w o u l d  reflect o b j e c t i v e  c r i t e r i a a s  to o c e a n  

t r a n s p o r t a t i o n  costs.
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M a r k e t  P r i c e s
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1 4 , T h e  D e p a r t m e n t  h a s  a l s o  q u e s t i o n e d  the c o m p a n i e s '  d a t a  o n  m a r ­

ket p r i c e s  r e c e i v e d  fo r  oil, p a r t i c u l a r l y  o n  the W e s t  C o a s t .  T h e  D e p a r t m e n t  

calculates a v a l u e  for N o r t h  S l o p e  oil at a r e f i n e r y  d e s t i n a t i o n  in L o s  A n g e l e s ,  

T h i s  e s t i m a t e  of $ 1 3 . 4 4  is b a s e d  o n  the Official G o v e r n m e n t  Selling P r i c e  for 

S a u d i  A r a b i a n  M e d i u m  (31°) c r u d e  f. o. b. p l u s  L R 2  (80, 0 0 0 -  1 59, 9 9 9  d w t .  ) 

A F R A  t a n k e r  t r a n s p o r t a t i o n .  It finds this e s t i m a t e  to b e  at the u p p e r  e n d  of 

the r a n g e  of W e s t  C o a s t  m a r k e t  p r i c e s  r e p o r t e d  b y  the c o m p a n i e s  ($13. 16- 

$ 1 3 . 44 ) .

15. T h e  p r o b l e m ,  h e r e ,  is that t h e r e  a r e  m a n y  f a c t o r s  that b e a r  o n

m a r k e t  p r i c e s  a n d  it is difficult to c o m e  u p  w i t h  a  p r e c i s e  o b j e c t i v e  e s ­

timate. First, t h e r e  a r e  q u e s t i o n s  of c r u d e  quality. T h e  D e p a r t m e n t ' s

e s t i m a t e  of r e f i n e r y  v a l u e ,  for e x a m p l e ,  is b a s e d  o n  a  31 S a u d i  c r u d e ,
o o

w h e n  N o r t h  S i o p e  c r u d e  is in fact a r o u n d  2 7  . If S a u d i  H e a v y  c r u d e  (27 )

w e r e  u s e d ,  the D e p a r t m e n t ' s  e s t i m a t e  w o u l d  h a v e  b e e n  $ 1 3 .  14 -- o r  b e l o w  

the l o w  e n d  of the c o m p a n i e s '  r a n g e .  O n  the o t h e r  h a n d ,  S a u d i  H e a v y  c r u d e  

(as a l s o  S a u d i  M e d i u m  c r u d e )  c o n t a i n s  s ub s t a n t i a ll y  m o r e  s u l p h u r  t h a n  

N o r t h  S l o p e  c r u d e ,  w h i c h  e n h a n c e s  the v a l u e  of N o r t h  S l o p e  relative to 

t h e s e  c r u d e s . 5!' F u r t h e r m o r e ,  the relative v a l u e  of v a r i o u s  c r u d e  qualities 

v a r i e s  f r o m  r e f i n e r  to r ef i n e r ,  d e p e n d i n g  o n  his p r o c e s s i n g  facilities, m a r ­

ket r e q u i r e m e n t s ,  etc. A t  l ea s t  a s  i m p o r t a n t ,  t h e r e  a r e  o t h e r  a s p e c t s  to 

c r u d e  s a l e s  t h a n  selling p r i c e  that a l s o  affect the v a l u e  to t h e  b u y e r  a n d  

seller -- e g. , c r e d i t  t e r m s ,  o b l i g a t i o n s  for the seller to offtake c r u d e  

f r o m  the b u y e r ,  # #  etc.

A s  a g a i n s t  1 - p e r c e n t  s u l p h u r  for N o r t h  S l o p e ,  S a u d i  H e a v y  is 2 . 8  p e r c e n t  

a n d  M e d i u m  2 . 4  p e r c e n t .

** T h e  m a j o r  t h i r d - p a r t y  p u r c h a s e r  of N o r t h  S l o p e  c r u d e  is S o c a l  for its 

L o s  A n g e l e s  a n d  S a n  F r a n c i s c o  re f i n er i e s .  P r e s s  r e p o r t s  indicate that 

at least s o m e  of S o c a l ' s  c o n t r a c t u a l  p u r c h a s e s  of N o r t h  S l o p e  c r u d e  in­

vo l v e  c o m m i t m e n t s  b y  s e l l e r s  to lift M i d d l e  E a s t  c r u d e  that S o c a l  w o u l d  

h a v e  o t h e r w i s e  p r o c e s s e d  o n  the W e s t  C o a s t .  S e l l e r s  of N o r t h  S l o p e  

c r u d e s  a r e  r e p o r t e d l y  m o v i n g  this M i d d l e  E a s t  c r u d e  to E a s t - o f - R o c k i e s  

r efineries.



T h e  State will o b v i o u s l y  w a n t  to c o n t i n u e  to m o n i t o r  w h a t e v e r
• ' • ,
- L e v a n t  i n f o r m a t i o n  it c a n  o b t a i n  o n  s a l e s  p r i c e s  fo r  N o r t h  S l o p e  oil. 

tiowever, g i v e n  the r a n g e  of difficulties in a s s e s s i n g  a n  a p p r o p r i a t e  m a r ­

k e t  price, the selling p r i c e s  r e p o r t e d  b y  the c o m p a n i e s ,  in o u r  j u d g m e n t ,  

d o  n o t  l o o k  to b e  o b v i o u s l y  o u t  of line.

i 7 . F i n a l ly ,  w e  n ote that c o m p a n i e s  h a v e  c a l c u l a t e d  s e v e r a n c e  t a x

values b y  netting b a c k  f r o m  the m a r k e t s  to w h i c h  N o r t h  S l o p e  oil a c t u a l l y  

m o v e s .  O w i n g  to m u c h  h i g h e r  t r a n s p o r t  c o s t s ,  n e t b a c k s  f r o m  G u l f  C o a s t  

s h i p m e n t s  a r e  o b v i o u s l y  significantly l o w e r  t h a n  f r o m  the W e s t  C o a s t .

T h e  D e p a r t m e n t  of R e v e n u e ,  in its a s s e s s m e n t  of a  m a r k e t  p r i c e  n e t b a c k  

for a s e v e r a n c e  t a x  floor pr i c e ,  h a s  u s e d  o n l y  the W e s t  C o a s t  a s  a  r e f e r ­

en c e  point. O n  this basis, c o m p a n i e s  f o r c e d  to sh i p  N o r t h  S l o p e  c r u d e  to 

the G u l f  C o a s t  w o u l d  h a v e  to p a y  a s e v e r a n c e  tax b a s e d  o n  a h i g h e r  n e t -

b a c k  c a l c u l a t e d  b y  the D e p a r t m e n t  for the W e s t  C o a s t  r a t h e r  t h a n  a c t u a l  

n e t b a c k  f r o m  the m a r k e t  to w h i c h  their c r u d e  m o v e s .

18. In a  r e p o r t  w e  p r e p a r e d  for the L e g i s l a t u r e  in 1 9 7 0  o n  v a l u a t i o n

of A l a s k a n  c r u d e  oil, * w e  t o o k  the p o s i t i o n  that l i m i t e d  v o l u m e  s h i p m e n t s  

of A l a s k a n  c r u d e  to distant m a r k e t s ,  w h i c h  m a y  refle c t  i n d iv i d u a l  c o m p a n y  

e c o n o m i c s ,  w o u l d  not n o r m a l l y  b e a r  o n  th e  v a l u a t i o n  of A l a s k a n  c r u d e .  

V a l u a t i o n  s h o u l d  be b a s e d  o n  m a r k e t  p r i c e s  in r e f i n i n g  c e n t e r s  " w h e r e  

there is a s u b s t a n t i a l  a n d  c o n t i n u o u s  m o v e m e n t  of A l a s k a n  oil b y  the i n­

d u s t r y  in g e n e r a l .  " A t  p r e s e n t ,  s u b s t a n t i a l  v o l u m e s  of N o r t h  S l o p e  c r u d e  

m o v e  to the G u l f  C o a s t ;  w h e n  p r o d u c t i o n  r e a c h e s  1.2 m i l l i o n  b a r r e l s  daily, 

a p p r o x i m a t e l y  t w o  fifths ( 5 0 0 , 0 0 0  b a r r e l s  daily) is likely to b e  m o v i n g  to 

the G u l f  C o a s t .  In t h e s e  c i r c u m s t a n c e s ,  it is n o t  i n a p p r o p r i a t e  that the 

v a l u e  of A l a s k a n  c r u d e  o n  the N o r t h  S l o p e  t a k e s  into a c c o u n t  the fact that 

a s u b s t a n t i a l  p o r t i o n  of p r o d u c t i o n  c a n n o t  r e a l i z e  the h i g h e r  n e t b a c k  v a l u e s  

o b t a i n a b l e  o n  the W e s t  C o a s t ,  o w i n g  to l i m i t a t i o n s  o n  the a b s o r p t i v e  c a ­

pa c i t y  of W e s t  C o a s t  r e f i n e r i e s  for N o r t h  S l o p e  c r u d e .

# E c o n o m i c  C o n s i d e r a t i o n s  D e a r  m g  o n  V a l u a t i o n  of A l a s k a n  C r u d e  Oi l a n d  

State P o l i c y  o n  P i p e l i n e s , D e c e m b e r ,  1970.
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C e n t s - p e r - B a r r e l  E s c a l a t i o n

19. In a d d i t i o n  to r a i s i n g  floor p r i c e s ,  the D e p a r t m e n t  h a s  a l s o  r e c ­

o m m e n d e d  r e - i n t r o d u c t i o n  of a u t o m a t i c  e s c a l a t i o n  in floor p r i c e s  w i t h  a n  

i n d e x  of inflation. E s c a l a t i o n  w i t h  the G N P  de f l a t o r  w o u l d  a l m o s t  i n e v i t a b l y  

result in p r o g r e s s i v e  i n c r e a s e s  in s e v e r a n c e  t a x e s  w h e r e  c e n t s - p e r - b a r r e l  

a n d  n o t  p e r c e n t - o f - v a l u e  is the o p e r a t i v e  tax.

20. L a s t  y e a r ' s  s e v e r a n c e  t a x  r e v i s i o n  w a s  p r e s u m a b l y  d e s i g n e d  to

e s t a b l i s h  s c h e d u l e s  of s e v e r a n c e  t a x a t i o n  a p p r o p r i a t e  to the p r o d u c i n g  "ir- 

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

in o t h e r  p r o d u c i n g  states. N o  d o u b t  w e l l h e a d  v a l u e s  a n d  h e n c e  s e v e r a n c e  

tax r e v e n u e s  h a v e  w o r k e d  ou t  b e l o w  e x p e c t a t i o n s ;  a n d  w e  d i s c u s s e d  a b o v e  

w h e t h e r  a n  i n c r e a s e  in floor p r i c e s  o u g h t  n o w  to be c o n s i d e r e d  a s  offset 

to p r o t e c t  A l a s k a ' s  interests.

21. E s c a l a t i o n  of floor p r i c e s  w i t h  inflation, h o w e v e r ,  c o u l d  h a v e

the effect of i n c r e a s i n g  p r o d u c i n g  c o m p a n i e s '  effective s e v e r a n c e  ta x  

r a t e s  w i t h o u t  r e g a r d  to w c l l n c a d  v a l u e s .  W e  h a v e  n o t e d  in the p a s t  that 

p r e v i o u s  e s c a l a t i o n  w i t h  the W h o l e s a l e  P r i c e  I n d e x  for c r u d e  p e t r o l e u m  

i m p o s e d  a  p r o g r e s s i v e l y  i n c r e a s i n g  s e v e r a n c e  t a x  b u r d e n  o n  C o o k  Inlet 

p r o d u c e r s  w h o s e  old oil p r i c e s  w e r e  h e l d  d o w n  b y  F e d e r a l  p r i c e  c e i l i n g s 

w h i l s t  a v e r a g e  c r u d e  p r i c e s  a n d  h e n c e  their c e n t s - p e r - b a r r e l  t a x  m o v e d  

u p w a r d .  T h e  a d v e r s e  effect (i.e., r i s i n g  c e n t s - p e r - b a r r e l  s e v e r a n c e  

t a x e s  relative to w e l l h e a d  v a l u e s )  c o u l d  b e  e v e n  m o r e  i n c o n g r u o u s  w h e n  

e s c a l a t i o n  is t r i g g e r e d  b y  a G N P  d e f l a t o r  that reflects p r i c e  b e h a v i o r  for 

the U . S .  e c o n o m y  a s  a  w h o l e .

22. T o  the e x t e n t  that c r u d e  oil p r i c e s  a d v a n c e  in th e  f u t u r e  --

n o t a b l y  f o r e i g n  oil p r i c e s  into A l a s k a ' s  L o w e r  4 8  m a r k e t s ,  but a l s o  d o ­

m e s t i c  oil p r i c e s  that d i r e c t l y  o r  i n d i r e c t l y  affect the c o m p e t i t i v e  e v a l u a ­

tion of N o r t h  S l o p e  c r u d e  -- that w o u l d  t e n d  to r a i s e  w e l l h e a d  v a l u e s  a n d  

s e v e r a n c e  tax r e v e n u e s .  S i m i l a r l y ,  c h a n g e s  in t r a n s p o r t a t i o n  c h a r g e s  

w o u l d  b e  re f l e c t e d  in w e l l h e a d  v a l u e s  a n d  s e v e r a n c e  t a x  r e v e n u e s .  A n d  

to the e x t e n t  that p e r c e n t - o f - w e l l h e a d  v a l u e  is the o p e r a t i v e  s e v e r a n c e  

tax, t h e r e  is a m e a n i n g f u l  r e l a t i o n s h i p  b e t w e e n  s e v e r a n c e  t a x  liability 

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

8
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C e n t s - p e r - b a r r e l  m a y  be a n e c e s s a r y  floor for p r o t e c t i o n  of 

A l a s k a ' s  int e r e s ts  in a p p r o p r i a t e  c i r c u m s t a n c e s .  E s c a l a t i o n  of c e n t s -  

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

•axes o r  s e v e r a n c e  t a x  i n c o m e .  If that is at i s s u e ,  th e  L e g i s l a t u r e  c o u l d  

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

o u g h t  to b e  r a i s e d .

9
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RECOMMENDED CHANGES

IN

A L A S K A ' S  OIL AND GAS P R O D U C T I O N  T A X  R ATES

F O R  1978

A Report to G o v e r n o r  Jay S. H a m m o n d 

by the A l a s k a  D e p a r t m e n t  of R e v e n u e



"At the present  l e v e l  o f  c e n t s - p e r - b a r r e l  ra t es ,  the S t a t e ' s  

product ion tax income would have to s u f f e r  c ons iderab le  

r educ t i on  as the r e s u l t  o f  o i l  p r i c e s  a r t i f i c i a l l y  lowered 

below the f ree-market  pr i ce  be f o re  the c e n t s - p e r - b a r r e l  tax 

would begin working . . . . "

- - S t a t e  o f  Alaska,  Department o f  Revenue, 

Alaska ' s  Oil  and Gas Tax Structure  

(February 1977) ,  p.  VI-21
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I N T R O D U C T I O N  A N D  B A C K G R O U N D

Concern over  very low wellhead p r i c e s  f o r  A laska ' s  nonrenewable 

o i l  and gas resources  i s  not a recent  development.  In 1972, 

faced with s p i r a l l i n g  c o s t s  f o r  the Trans Alaska Pipe l ine  

and cor respo nd ing ly ,  rap id ly  s inking wel lhead values f o r  the 

o i l  wealth at Prudhoe Bay, Alaska turned to a c e n t s - p e r -  

barre l  product ion tax as a means to p r o t e c t  i t s  revenues 

from that f i e l d ,  as wel l  as o t hers .  By a l lowing  a c r e d i t  

against  the c e n t s - p e r - b a r r e l  tax f o r  r o y a l t y  payments, the 

net e f f e c t  o f  that l e g i s l a t i o n  was to set  a f l o o r  on the 

S t a t e ' s  combined roya l ty  and tax revenues,  r egard less  how 

low the wel lhead p r i c e  might have gone.  This f l o o r  corresponded 

to the combined revenues that would have been re ce ived  with 

a wellhead p r i c e  o f  $2.65 a b a r r e l .  The s p e c i f i c  c e n t s - pe r -  

barre l  rates  were: 45.8 c e n t s - p e r - b a r r e l ,  51.1 ce n t s - pe r -

b a r r e l ,  53.8 c e n t s - p e r - b a r r e l  and 59.1 c e n t s - p e r - b a r r e l  and 

appl i ed  to o i l  product ion at s p e c i f i e d  incremental  amounts.

During the F i r s t  Spec ia l  Session o f  1973, the c e n t s - p e r -  

barre l  rates  were changed, r a i s in g  the e f f e c t i v e  f l o o r  fo r  

product ion  tax income to a l e v e l  corresponding  to  a wel lhead 

p r i c e  o f  $3,375 f o r  Prudhoe-type o i l  (27° API g r a v i t y ) .

This f l o o r  increased and decreased,  depending on whether the 

API gr av i t y  was above or  below 27°.  In add i t i on  the en t i r e  

c e n t s - p e r - b a r r e l  mechanism was t i e d  to an e s c a l a t o r  - -  the
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Wholesale Pr i ce  Index f o r  crude o i l  publ i shed  by the Bureau 

o f  Labor S t a t i s t i c s  o f  the U. S. Department o f  Labor.

In that 1973 s e s s i o n  the c e n t s - p e r - b a r r e l  rates  were set  at :  

16.875 c e n t s - p e r - b a r r e l  f o r  the f i r s t  300 b a r r e l s  o f  o i l  

p roduct i on ,  20.25 c e n t s - p e r - b a r r e l  f o r  the next 700 b a r r e l s ,  

and 27 c e n t s - p e r - b a r r e l  f o r  o i l  product ion over  1,000 b a r r e l s .  

These rates  corresponded to percentage  ra tes  o f  5 p e r c en t ,  6 

percent  and 8 per cent .  The cont inu ing  concerns over  low 

wellhead p r i c e s  during 1973 were so s trong that  the House 

Finance Committee during the s p e c i a l  s es s i o n  went so f ar  as 

to propose a produc t i on  tax based s o l e l y  upon a c e n t s - p e r -  

ba rre l  bas i s  with an e s c a l a t i o n  f ea ture  (CS HB4). The 

major proponent o f  th i s  approach was the then Speaker o f  the 

House o f  R epr esenta t ives ,  Tom Fink. He and others  were 

concerned about the cont inued reduc t i on  o f  p r o j e c t e d  Prudhoe 

Bay wel lhead values  and the then current  p r i c e  d i s c r ep an c i es  

in reported  r o y a l t y  and produc t i on  tax values  in Cook I n l e t .  

These p r i c e  d i s c r e p a n c i e s  were the mul t ip l e  wel lhead value . 

assigned to the o i l  o f  the same q u a l i t y  produced in the Cook 

Inlet  area.

A f te r  the 1973 change in the product i on  tax s t a t u t e ,  s everal  

changes occured in Wholesale Pr i ce  Index f o r  crude petroleum 

so that at the beginnxng o f  1977 the ba s i c  c e n t s - p e r - b a r r e l  

tax rates  set  out in the s ta tu te  had es ca l a t ed  to become:

30.51 c ent s ,  36.62 cents  and 48.83 cent s .  At percentage

2
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rates  o f  5 per cent ,  6 per cent  and 8 percent  the c e n t s - p e r -  

barre l  tax set  an equ iva lent  c e n t s - p e r - b a r r e l  f l o o r  o f  $6.10 

f o r  27° crude o i l .

In a voluminous review and c r i t i q u e  o f  A laska ' s  tax laws as 

appl i ed  to the o i l  and gas indus t ry ,  the Department o f  

Revenue l a s t  year po in ted  out the f o l l o w i n g  danger in the 

th e n - e x i s t in g  produc t i on  tax:

" ,  . . the focus  here i s  on the e f f e c t i v e n e s s  o f  the 

tax as a r e l i a b l e  source  o f  revenue f o r  the State  and 

on i t s  safeguards against  p o s s i b l e  a c t i o ns  that would 

jeopa rd i ze  that revenue.  The gr ea te s t  o f  those dangers 

is  the manipulat ion o f  o i l  p r i c e ,  e s p e c i a l l y  in regard 

to North Slope o i l .  There are b a s i c a l l y  two p a r t i e s  

that might want to manipulate the p r i c e  o f  Prudhoe o i l .  

One i s  the o i l  companies themselves ,  by i n f l a t i n g  

t ra nspor ta t i on  c o s t s  and s i m i l a r  charges in order  to 

lower the f i e l d  p r i c e  o f  the o i l  on which the tax is  

based.  The other  i s  the f ed era l  government,  through 

p r i c e  c o n t r o l s .

* * * * * * *

"The Department o f  Revenue recommends r a i s i n g  the 

' f l o o r '  from i t s  present  l e v e l ,  which corresponds to 

$6.10 a barre l  f o r  Prudhoe Bay o i l ,  to a l e v e l  more
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c l o s e l y  r e f l e c t i n g  the f u l l  market value o f  that  o i l .

At the present  l e v e l  o f  c e n t s - p e r - b a r r e l  r a t e s ,  the S t a t e ' s  

p roduct ion tax income would have to s u f f e r  c ons ide rab le  

r educ t ion  as the r e s u l t  o f  o i l  p r i c e s  a r t i f i c i a l l y  

lowered below the f r ee -market  p r i c e  be f o re  c e n t s - p e r -  

ba rre l  tax would begin working to prevent  any further  

reduc t i on .

State  o f  Alaska Department o f  Revenue, A laska ' s  Oi l  and Gas 

Tax Structure  (February 1977) pp. V-31 and VI-21 (emphasis 

added ) .

Act ing on the Department 's recommendations,  Governor Hammond 

submitted b i l l s  (SB 238 and HB 321) to both Houses that 

would have ra i se d  the c e n t s - p e r - b a r r e l  f l o o r  to correspond 

to a $7.50 wel lhead p r i c e ,  e s c a l a t i n g  on the bas i s  o f  the 

gauge o f  nat i onal  i n f l a t i o n  (the d e f l a t o r  f o r  the Gross 

National  Produc t ) .  While many o f  the product ion tax proposal s  

in the Governor ' s  b i l l s  were even tua l ly  enacted,  those 

r e l a t i n g  to rates  and the c e n t s - p e r - b a r r e l  f l o o r  f o r  o i l  

were not .  Instead,  the vers i on  f i n a l l y  passed and pr es ent ly  

in e f f e c t  s p e c i f i e s  a 12.25% rate  or $0.80 a ba rre l  f o r  a l l  

o i l  except  " o l d  o i l " ,  both to  be s ca led  down by the Economic 

Limit Factor .  This se t s  a c e n t s - p e r - b a r r e l  f l o o r  c orresponding 

to a wel lhead p r i c e  o f  $6.53 - -  higher than the o ld  $6.10 

r i oor  but s t i l l  almost a d o l l a r  below the $7.50 " f u l l  market 

value"  o f  Prudhoe Bay o i l .  This f l o o r  does not e s c a la t e  

under the new law.

4
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For " o l d  o i l "  ( l i k e  the ma jor i ty  o f  p roduct i on  from Cook 

I n l e t ) ,  the c e n t s - p e r - b a r r e l  f l o o r  i s  at a $5.18 p r i c e  l e v e l  

( f o r  34° API g r a v i t y ) .
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Federal  Pr i c ing  A c t i o n s .

In i t s  study,  A la ska ' s  Oi l  and Gas Tax Structure (February 1977) ,  

the Department o f  Revenue expressed in some length (at pp.

V-37 to V-48) grave concerns about f ed era l  in tent i ons  and 

ac t i on s  and t h e i r  p o t e n t i a l  adverse e f f e c t s  on Alaska ' s  

p r i c e - r e l a t e d  revenues from o i l  and gas,  p a r t i c u l a r l y  with 

respec t  to Prudhoe Bay. By law (15 U.S.C. Sec.  757(g) )

North Slope produc t i on  was (and i s )  s ing led  out f o r  separate 

p r i c i n g  c o n s id e r a t i o n  from that o f  the rest  o f  the country .

For reasons set  out in that study,  the chance that federal  

p r i c e  c o n t r o l s  c ould  be used to  depress the p r i c e  o f  Prudhoe 

Bay crude o i l  below market l e v e l s  was a real  and ominous 

p o s s i b i l i t y .

At hearings be fo re  the Federal  Energy Administrat ion (FEA) 

in Washington, D.C. and Anchorage,  in March and again in 

May, the State t e s t i f i e d  s t r on g ly  to  the need f o r  the marketplace,  

not p r i c e  c o n t r o l s ,  to  determine the wel lhead p r i c e  o f  North 

Slope o i l .  In meetings with the Administrator  o f  FEA John 

O'Leary,  and in the White House with James Sch les inger ,

Governor Hammond brought the S t a t e ' s  message home to the 

f edera l  dec is ion-makers  on a personal  l e v e l .

Fortunately  these v igorous  e f f o r t s  were s u c c e s s f u l .

6
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On August 17, 1977 FliA adopted a rule-making whicn set s  a 

p r i c e  c o i l i n g  s i g n i f i c a n t l y  above the ant i c i pa t ed  wellhead 

p r i c e  l e v e l  f o r  North Slope o i l .  At the same time FEA chose 

to t rea t  North Slope o i l  the same as h i g h - c o s t  imported o i l  

f o r  purposes o f  the s p e c i a l  " e n t i t l e m e n t s "  program, which i s  

intended to equ a l i ze  c o s t s  between r e f i n e r s  buying l e ss  

expensive ,  p r i c e - c o n t r o l l e d  o i l  and those buying expensive 

uncon tro l l ed  or imported o i l .  As FEA said at the t ime,

" .  . . by prov id ing  [North Slope]  crude o i l  with we l lhead

p r i c e s  that  are as high as p o s s i b l e  ( c on s i s t en t  with . .

the c o s t  o f  the imported o i l  i t  i s  r e p l a c i n g ) , the 

maximum monetary and p s y c h o l o g i c a l  incen t i ves  are p r o ­

vided f o r  these and o ther  producers to exp lore  a g gr e s s iv e l y  

elsewhere in the A r c t i c  and in o ther  f r o n t i e r  r e g i o n s . "  

[Emphasis added]

42 Federal Reg i s ter  41567 (August 17, 1 ? 7 7 ) .

Act i ons  by the Oil  Companies.

Lust year the Department o f  Revenue a l s o  expressed concern 

about ac t i ons  by the o i l  companies themselves that would 

understate  the wel lhead value o f  Prudhoe Bay produc t i on .  As 

the Department wrote then,

7
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"A Imajor] v e r t i c a l l y  in tegra ted  company can, in a very 

real  sense,  choose which o f  i t s  in tegra ted  opera t i ons  - -  

producing,  t r a n s p o r ta t i o n ,  r e f i n i n g ,  or  marketing - -  

w i l l  be c ar r i e d  on the books as break-even or l o s i n g  

operat i ons  and which w i l l  be the sources  o f  the p r o f i t s  

o f  the o v e r a l l  e n t e r p r i s e .

. . Another in f lu en c e  [on where the company books 

i t s  p r o f i t s ]  can be r oy a l t y  and product ion tax payments.

I f  the f i e l d  p r i c e  o f  an in tegra ted  pr odu cer ' s  product i on  

can be lowered as the r e s u l t  o f  s h i f t i n g  booked p r o f i t s  

from product ion to some downstream phase o f  o p e r a t i o n s ,  

the o v e r a l l  e n t e r p r i s e  would l o se  nothing by doing so 

s ince  i t  i s  merely moving money from one pocket  to 

another.  In f a c t  i t  would a c t u a l l y  have a net gain 

s ince  the lowered f i e l d  p r i c e  means that l e s s  r o ya l t y  

and product ion tax have to be paid . . . .

"There seem to be three p o s s i b l e  o p p or t u n i t i e s  f o r  some 

. . . companies owning i n t e r e s t s  in the Prudhoe Bay 

f i e l d  to r e a l i z e  most or  a l l  o f  the b e n e f i t s  from the 

p r e va i l in g  p r i c e s  in the world o i l  market so dominated 

by OPEC while  ho ld ing  the l i n e ,  so to speak, on p r o ­

duct ion tax and r o ya l t y  f o r  that o i l .  These are in 

s e t t in g  the TAPS t a r i f f  (or  t a r i f f s ) ,  in marine t r a ns po r ta t i o n  

c os t s  ar 1 in marketing the o i l  to  r e f i n e r s  ou ts ide  the 

West Coast a r e a . "

A laska ' s  Oi l  and Cas Tax S t r u c t u r e , pp. V-32 and V-33.
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The b i l l s  submitted by Governor Hammond contained a c en ts -  

p c r - b a r r e l  f l o o r  c o rrespond ing  to a wel lhead p r i c e  o f  $7 .50,  

which was in ac cord  with the statements  o f  the o i l  companies 

themselves and o f  o ther  ex per t s .  The $6.53 f l o o r  in the 

b i l l  that  passed represented an open i n v i t a t i o n  to the 

companies to s h i f t  p r o f i t s  at l e a s t  to  the extent  o f  the 

d i f f e r e n c e  between $7.50 and $6 .53 .  As we now see from the 

re cord ,  the companies more than accepted  that  i n v i t a t i o n  

and, in doing so ,  b e l i e d  t h e i r  own statements .  I t  i s  worth 

comparing t h e i r  a c t i o n s  and t h e i r  words here to reveal  the 

magnitude by which the companies have a l t e r e d  the exp ec ta t i on s  

they led Alaska and o thers  to b e l i e v e .

In January 1977 - -  the month b e f o r e  the Department o f  Revenue 

recommended l  c e n t s - p e r - b a r r e l  f l o o r  o f  $7.50 - -  A t l a n t i c  

R i c h f i e l d  Company (ARCO) p r o j e c t e d  a wel lhead p r i c e  o f  

$ 7 . 5 8 , using a TAPS t a r i f f  o f  $5.24 and tanker c o s t s  from 

Valdez to the West Coast o f  $0.70.  ARCO, Crude Oi l  Post ings  

D i s t r i c t  V, 1977 P r i c e s ,  Ent i t lements  Var ia t ions  (January 3, 1977) 

c i t e d  in Univers i ty  o f  Alaska I n s t i t u t e  o f  S o c i a l  and Economic 

Research,  Federal P o l i c i e s  A f f e c t i n g  the Wellhead Value o f  

Prudhoe Bay Crude Oi l  (March 22, 1977) ,  p. 33.

In a statement presented February 7, 1977 to James R. Sch l c s i ng er  

(then the P r e s i d e n t ' s  c h i e f  energy adv i sor  and now Secretary  

o f  Energy) ,  the chairman o f  the board o f  The Standard Oil  

Company (Ohio) Charles E. Spahr s a i d ,

9
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"Assuming f o r  a moment that  Prudhoe Bay o i l  s o ld  at the 

wel l  f o r  the upper t i e r  average p r i c e  o f  $11.63,  i t s  

d e l i v e r e d  p r i c e  in C a l i f o r n i a  would be about $17.50,  

inc luding  about $5.00 f o r  the Alaska p i p e l i n e  t a r i f f  and 

$.75 f o r  tanker c o s t s  from Alaska to  C a l i f o r n i a .

Obvious ly ,  no one would buy Alaskan o i l  at that p r i c e  

when f o r e i g n  o i l  can be purchased at the same p l ac e  f o r  

a l i t t l e  over  $13.00.  To be c o m p e t i t i v e ,  the wel lhead 

p r i c e  at Prudhoe Bay would have to go down to something 

on the order  or $ 7 . 2 5 . "

On March 9, 1977 FEA issued a "Not i ce  o f  Inquiry"  about the 

p r i c i n g  o f  North Slope o i l  and announced hearings  in Washington, 

D.C. ,  San Franc isco  and Anchorage on March 21, 22, and 23, 

r e s p e c t i v e l y .  At those hearings the f o l l o w i n g  test imony was 

given:

I f  North Slope crude does not have an ent i t l ement  

burden and thus i s  t r ea ted  . . . l i k e  exempt s t r i p p e r ,  

or  Naval Petroleum Reserves o i l ,  we would expect  the 

wel lhead p r i c e  to  be about $7.20 per b a r r e l . "

- -Herbert  H. Zachow, Manager o f  Crude

and Product Supply,  ARCO (March 21, 1977)
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"We c ur re n t l y  est imate  that  the TAPS t a r i f f  w i l l  be 

approximately $5.60.  This t a r i f f  i s  c a l c u l a t e d  using 

t r a d i t i o n a l  ICC methodo logy . "

- - A t l a n t i c  R i c h f i e l d  Company Responses 
To Quest ions 1 - 14, Alaska North Slope 
Crude Oi l  Pr i c in g  and Entit lements  
Treatment (March z l ,  1977, p . 2

"Assuming a $5.60 t a r i f f  and $.70 v e s s e l  c o s t  from 

Valdez to Los Angeles the f o l l o w in g  p r i c e s  would be 

e x p e c t e d :

TABLE II 
ANTICIPATED PRICES

Dec
Locat ion 77

Wellhead 7. 20
Valdez 12. 80
Puget Sound 13. 70
San Franc isco 13. 50
Los Angeles 13. 50

- - A t l a n t i c  R i c h f i e l d  Company Responses 
to Questions 1 - 14, Alaska North- Slope 
Crude Oi l  Pr i c ing  and Entit lements  
Treatment (March 21, 1977) , p̂  4~

"Unt i l  p i p e l i n e s  are in p l a c e ,  the c o s t  to move o i l  

by tanker from Los Angeles to the Gulf  Coast through the 

Panama Canal w i l l  be in the range o f  $2.00 per b a r r e l . "

- -Ri chard  M. Donaldson,  Vice  Pres ident  
SOHIO (March 25, 1977) ;  a l so  Frank E. 
Mosier ,  Senior  Vice  Pres ident ,  SOHIO 
(March 21, 1977)

11
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"Our ex pe c ta t i o n  i s  that  the TAPS t a r i f f  w i l l  be in the 

range o f  $5.00 to $6.00 per b a r r e l  from the Prudhoe 

Bay f i e l d  to Valdez . . . .  The c o s t s  o f  tanker movement 

o f  the o i l  from Valdez to Puget Sound, San Franc is co ,

Los Angeles ,  and the Gulf  Coast are expected  to 

average as f o l l o w s :

Valdez to  Puget Sound 2 0.50 per barrel

Valdez to  San Franc is co  JO.75 per barre l

Valdez to  Long Beach $0.75 per ba rre l

Valdez to  Gulf  Coast $2.75 per b a r r e l "

- -S0HI0,  Responses to Fourteen Questions
Raised by the Federal  Energy Administrat ion 
Not ice  o f  Inquiry Dated March 7, T977 
(March' 21, 1577) H T  “2

" I f  the present  p r i c e  o f  o i l  imported on the West Coast 

and Gulf  Coast is  $13.75 per ba rre l  f o r  q u a l i t y  s imi lar  

to Alaskan North Slope ,  then the equ iva lent  p r i c e s  

f o r  North Slope crude are as f o l l o w s :

Del ivered
Valdez
Wellhead

Do l lars  per Barrel  

Puget Sound San Fran c i s c o Los Angeles Gulf  Coast

$13.75 
$13.25 

$7.2 5 - $ 8.25

$13.75 
$13.00 

$7 .00 -$8 .00

$13.75 
$13.00 

$7 .00 -$8 .00

$13.75 
$ 1 1 . 0 0  

$5 .00 -$6 .00 "

--Sohio, Responses to Fourteen Questions 
Raised by the Federal "Energy ~A3mi'nistra ti 
Notice of Inquiry Dated March T~, 1977 
(March 21, 1977) ,  pp. 6-7

on
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Later,  in hearings at  Washington,  D.C. ,  San Franc isco  and 

Anchorage on May 25, 26 and 27, r e s p e c t i v e l y ,  the o i l  companies 

b a s i c a l l y  repeated these messages to FEA:

"under th i s  rulemaking,  a North Slope crude producer 

w i l l  r e ce i v e  about $7 /b b l .  at the wel lhead f o r  his  

p r o d u c t i o n . "

- -Herber t  H. Zachow, Vice Pres ident ,  Crude 
and Product Supply,  ARCO (May 25, 1977)

" I t  i s  an t i c i pa t e d  that when product i on  s t a r t s  th is  year ,

North Slope p r i c e s  w i l l  be enter ing  the market at a 

wel lhead p r i c e  o f  around $ 7 / b b l . "

- -Wi l l i am E. Wade, Manager o f  Resources 
Planning,  Corporate Planning D iv i s i on ,  
ARCO (May 26, 1977)

"With such p r i c in g  and ent i t l ement  treatment fas ARCO had 

proposed to  FEA in March 1977] ,  we expected North Slope 

wel lhead p r i c e s  i n i t i a l l y  to be only  about $7 per b a rr e l .  

[Ac tua l l y ,  ARCO had said  $ 7 .2 0 . ]  While we cont inue to 

favor  our recommended p r i c i n g  and ent i t l ement  treatment 

f o r  North Slope crude,  we support  the FEA's proposal s  in 

the rulemaking under co n s id e r a t i o n  today.  These 

proposal s  . . . should permit the same i n i t i a l  wellhead 

p r i c e  as our e a r l i e r  recommendations. "

--Howard A. Slack,  Vice President  and 
• Resident Manager, Alaska D iv i s i o n ,

ARCO (May 27, 1977)
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During the quest ion and answer per i od  at the San Franc isco  

hear ing ,  Mr. Wade (quoted above) t o l d  Mr. John Muller  o f  FEA 

that  the TAPS t a r i f f  was expected to be $5.50 to $6 .00,  and 

he t o l d  Mr. Boldt  o f  FEA that tankers from Valdez to West 

Coast por t s  would be $0.75 to  $0.90.  Mr. Steve Donaldson,  

Manager o f  Regulatory Reports § Analys is  f o r  Powerine Oi l  

Company, d i sagreed  with Mr. Wade’ s tanker f i g u r e ,  suggest ing 

$0.45 ins tead .

This disagreement i s  nothing compared to the one between the 

f i g ur es  quoted above that were given in the f i r s t  h a l f  o f  

l a s t  year and the ones the o i l  companies were re por t i ng  f o r  

r o ya l t y  purposes during the second h a l f .  The f o l l o w in g  

tab le  summarizes t h i s  abrupt change and speaks f o r  i t s e l f .

14
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CONTRADICTIONS 
BETWEEN THE OIL COMPANIES' PUBLIC STATEMENTS 

AND THE FIGURES THEY REPORTED FOR ROYALTY 
PURPOSES TO THE STATE

(Based on December 1977 re po r t s )

As Stated As Reported D i f f e r e nc e

1 / 3 / 7 7 ,  ARCO
Wellhead Pri ce  $7.58 $6.41 (1 . 71 )
TAPS T a r i f f  5.24 6.15 .91
Tanker to West Coast .70 .88 .18

2 / 7 / 7 7 ,  SOHIO
Wellhead Pr i ce  7.25 6.14 (1 .11 )
TAPS T a r i f f  5.00 6.27 1.27
Tanker to West Coast .75 .89 .14

3 /2 1 /7 7 ,  ARCO
Wellhead Pr i ce  7.20 6.41 ( . 79 )
TAPS T a r i f f  5.60 6.15 .55
Tanker to  West Coast .70 .88 .18

3/21 and 23 /77,  SOHIO
TAPS T a r i f f  5 .00 -6 .00  6 . 2 5 -6 .2 8  0 . 25 -1 .28
Tanker to San Franc isco

or  L.A. .75 .89 .14
Wellhead (net back from

San Fran, or L. A . ) 7 .00 -8 .00  6.14 ( 1 . 8 6 ) -  ( . 86 )
Tanker to  Gulf  Coast 2.75 3.61 .86
Wellhead (netback from

Gulf Coast)  5 .00 -6 .00  3. 53 ( 2 . 4 7 ) - ( 1 . 4 7 )

5 /2 6 / 7 7 ,  ARCO
Wellhead Pr i ce  "about 7 .00 "  6.41 ( . 59 )
TAPS T a r i f f  5. 50-6.00 6.15 . 1 5 - . 6 5
Tanker to  West Coast . 7 5 - . 9 0  .88 ( . 0 2 ) - . 1 3

15
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I'or a l l  Prudhoe Bay owners,  the weighted average TAPS t a r i f f  

(based on volume) r epor ted  in December was $6.24 (as opposed 

to a weighted average t a r i f f  based on p i p e l i n e  ownership 

per centages ,  o f  $6 .2 0 ) ,  the weighted average tanker cost  

r epor ted  (based on volume) was $1 .12 ,  and the weighted average 

wel lhead p r i c e  was only  $5 .44.  However,, the companies did 

not pay r o y a l t i e s  on the ba s i s  o f  that  $5 .44;  ins tead ,  they 

are c la iming  fu r ther  deduc t i ons  f o r  " f i e l d  c o s t s , "  which the 

State  b e l i e v e s  are unauthorized .  These deduct i ons  average 

61.4 cents  a b a r r e l ,  reduc ing  the average p r i c e  a c t u a l l y  

paid f o r  r o y a l t y  purposes to  $4.79.

The purpose o f  mentioning a l l  these p r i c e s  and deduct ions  is 

not to set  the ground f o r  any p o s s i b l e  l e g i s l a t i v e  r es o l u t i o n  

o f  these r o y a l t y  mat ters ,  s in ce  the r o y a l t y  ques t i ons  are 

al ready being l i t i g a t e d .  Rather,  the po int  to  be made is  

that  the in d u s t r y ' s  i n t e r e s t s  and those o f  the State o f  

Alaska do not always c o i n c i d e ;  where they do not c o i n c i d e ,  

the industry  has shown that  i t  w i l l  r e a d i l y  part  company to 

advance i t s  own purposes .  In r o y a l t y  and in product ion tax,  

the i n d u s t r y ' s  i n t e r e s t s  are served by low wel lhead p r i c e s  

and so i t  has parted company on t h i s  matter ,  not only  from 

the S ta te ,  but a l s o  from i t s  spoke sr.: in who scant months 

b e f o re  were unabashedly p r e d i c t i n g  p r i c e s  from one to two 

d o l l a r s  a ba rre l  h igher .
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EL E ME NT S A F F E C T I N G  FI ELD V A L U E

Ea r l i e r  in t h i s  r ep or t  i t  was mentioned ge n er a l l y  how the 

wel lhead value  o f  our o i l  f o r  p roduct i on  tax and r o y a l t y  i s  

a f f e c t e d  by market p r i c e s  and t ra n s p o r ta t i o n  charges .  This 

s e c t i o n  w i l l  d e s c r i b e  in g r ea ter  d e t a i l  how the p r o j e c t e d  

wel lhead value o f  Prudhoe Bay o i l  rs  been a f f e c t e d  by 

p r i c in g  d e c i s i o n s  and t r a ns po r ta t i on  charges .

In genera l ,  the value o f  o i l  f o r  purposes o f  computing 

product ion tax and r o y a l t y  i s  determined by taking the 

market sa l es  p r i c e  or value f o r  the o i l  and n e t t in g  back any 

t ran spor ta t i o n  charges from the po in t  o f  s a l e  to  the f i e l d .

Thus the market p r i c e s  and t r a n s p o r ta t i on  c o s t s  have an 

important and d i r e c t  bearing on wel lhead va lues .

Pr ice  C e i l i ng s

In the department ' s  o i l  and gas tax study,  p o s s i b l e  e f f e c t s  

o f  f ed era l  c e i l i n g s  f o r  North Slope o i l  were d i s c us s ed .

A laska ' s  Oi l  and Gas Tax Struc ture (February 1977) ,  pp. V -37 

to V-48. At that time the Pres ident  had not ye t  recommended 

to Congress what p r i c e  c e i l i n g s  would be a p p l i c a b l e  to North 

Slope o i l .  The danger e x i s t e d  at that  time that  the f e d er a l  

government could  e s t a b l i s h  a wel lhead p r i c e  c e i l i n g  s u b s t a n t i a l l y  

below that o f  imported crude o r  even o ther  c a t e g o r i e s  o f  new 

o i l .  That in i t s e l f  apart  from corpo ra te  p r i c e  manipulat ion
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could  have s u b s t a n t i a l l y  reduced severance tax and r oy a l t y  

revenues over time.

Subsequently,  however,  as s ta ted  e a r l i e r  in th i s  r e p o r t ,  the 

FEA adopted regu la t i ons  which p laced  North Slope o i l  under 

upper t i e r  p r i c e  c e i l i n g s  and gave i t  exempt e n t i t l e m e n t ' s  

treatment.  42 Federal  Reg i s ter  41567 (August 17, 1977) .  This 

e s s e n t i a l l y  gave favorab le  p r i c i n g  and ent i t l ement  treatment 

to North Slope product i on  s ince  the beginning p r i c e  

c e i l i n g s  would be s u b s t a n t i a l l y  above what was p r o j e c t e d  

to be a wel lhead value f o r  North Slope o i l  and no ent i t lement  

p e n a l t i e s  would be assessed against  North Slope o i l .

Market Pr i ces

The s t a r t i n g  point  in any determinat ion o f  wel lhead value i s  

market p r i c e  r e ce i ved  f o r  the o i l ,  which i s  then reduced by 

the t ra nsp or ta t i on  charges between the p lace  o f  sa l e  and the 

f i e l d  where the o i l  i s  produced.

In the case o f  North Slope o i l ,  some o i l  has been so ld  r i ght  

at the mouth o f  the Trans Alaska P ip e l i ne  system (LACT 

meter)  so that no net back o f  t ra ns po r ta t i o n  charges is  

necessary .  The market p r i c e  o f  that o i l  in the f i e l d ,  in 

f a c t ,  becomes a value f o r  computation o f  severance tax 

purposes assuming that  the p r i c es  are t r u ly  arms- length
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s a l e s .  Those sa l es  taking p lace  at the wel lhead as reported  

in December Royal ty  repor t s  are as f o l l o w s :

Company Sales Pr i ce

Getty
Mobil

$ 6 . 3 8

6 . 2 3

Other companies have made sa l es  at Valdez which inc lude  

t a r i f f  charges on the t ra ns po r ta t i on  o f  the o i l  from the 

North Slope to Valdez.  These sa l es  are as f o l l o w s :

Company

Amerada Hess 
Exxon
Hunt Group 
Sohio

Sales Pr i ce

$ 1 2 . 6 0  

1 2 . 3 0  

1 2 . 6 2  

12 .  53

The major i ty  oT the o i l ,  however,  has been t ranspor ted by 

the producing companies and marketed in var ious  l o c a t i o n s  

outs ide  the s t a t e .  These sal es  p r i c e s  and t h e i r  de s t in a t i o n s  

a r e :

Company

ARCO
Exxon
P h i l l i p s
Sohio
Sohio

Sales Pr i ce

$ 1 3 . 4 4  

1 3 . 1 6  

13. 38 

13. 30 

] 3 . 4 2

Des t i n a t i o n

West Coast 
West Coast 
West Coast 
West Coast 
Gulf  Coast

P ipe l ine  T a r i f f s

The la rg es t  element o f  t rans por ta t i on  c o s t ,  and t h e r e f o r e  

the one having the b i gg es t  e f f e c t  on wellhead value  i s  the 

t a r i f f  charge o f  the Trans Alaska P ip e l i ne  System (TAPS)
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which t ranspor ts  the o i l  from Prudhoe Bay, where i t  i s  

produced,  to Valdez,  where i t  i s  loaded onto tankers and 

t ransported  out o f  s t a t e .

During the months o f  May and June o f  1977 the e ight  owner 

companies o f  the Trans Alaska P ipe l ine  System f i l e d  with the 

In te rs ta te  Commerce Commission (ICC) i n i t i a l  t a r i f f s  f o r  the 

t rans por ta t i on  o f  o i l  from Prudhoe Bay to  Valdez.  Those 

i n i t i a l  t a r i f f s  ranged from $6.04 to $6.44 per ba rre l  and 

taken t oge ther  computed a weighted average t a r i f f  per 

ba rre l  o f  $6.20 based upon p i p e l i n e  ownership.

Those i n i t i a l  f i l e d  t a r i f f s  were:

P ipe l ine  Carr ier F i l e

Amerada Hess $6.44
ARCO 6.04
BP 6.35
Exxon 6.27
Mobil 6.31
P h i l l i p s 6.22
Sohio 6.16
Union 6.09

Subsequent to the i n i t i a l  f i l i n g  o f  p i p e l i n e  t a r i f f s ,  the 

ICC's Bureau o f  I n ve s t ig a t i o n s  and Enforcement,  the U.S. 

Department o f  J u s t i c e ,  the State o f  Alaska and A r c t i c  Slope 

Regional Corporat ion a l l  f i l e d  p r o t e s t s  against  the i n i t i a l  

t a r i f f s  [Pro te s t  and P e t i t i o n s  For Suspension by the United 

States  Department o f  J u s t i c e ,  June IS,  1977; Protest /Complaint  

o f  the State  o f  Alaska Seeking the Suspension and In v e s t ig a i t o n
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Prot es t  and P e t i t i o n  o f  The Bureau o f  I n v e s t ig a t i o n  and 

Enforcement f o r  Suspension and I n v e s t i g a t i o n ,  June 15, 1977; 

P ro tes t  and P e t i t i o n  f o r  Suspension o f  I n i t i a l  Rates and 

T a r i f f s  by the A r c t i c  Slope Regional  Corpora t i on ,  June 13, 1977]

The p r o t e s t s  sought suspension and i n s t i t u t i o n  o f  a formal 

i n v e s t i g a t i o n  o f  the rates  publ i shed by the TAPS c a r r i e r s .

In i t s  p i o t e s t  the St*te  o f  Alaska set  f o r t h  what i t  cons idered 

reasonable  inter im t a r i f f s  f o r  TAPS as f o l l o w s :

of Initial Rates and Ta rif f Provisions, June 15, 1977;

P ip e l i ne  Carr i er  Rate

Amerada Hess ( I n s u f f i c i e n t  in format ion)
ARCO $3.74
BP 4.42
Exxon 3.80
Mobil  3.59
P h i l l i p s  ( T a r i f f  had not been f i l e d )
Sohio 4.04
Union 3.85

Protesc /Complaint  o f  the State o f  Alaska Seeking the Suspension 

and In v e s t ig a t i o n  o f  I n i t i a l  Rates and T a r i f f  Pr o v i s i o n ,

June 15 , 1977 (p.  4) .

On June 28, 1977, the I n t e rs t a t e  Commerce Commission (ICC) 

suspended the i n i t i a l  f i l e d  rates  f o r  a seven-month s ta tutory  

per i od  and ordered an immediate in v e s t i g a t i o n  o f  the ra t es .

At the same time that the ICC suspended the f i l e d  rates  i t  

s ta ted  that i t  would accept  f o r  f i l i n g  a lower schedule o f  

inter im rates  pending the outcome o f  the i n v e s t i g a t i o n .

c*
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That sc he dul e was as follows:

P ip e l in e  Carr i er  Interim Rate

Amerada Hess $4.85
ARCO 4.91
BP 4.68
Exxon 5.10
Mobil  4.84
P h i l l i p s  4.83
Sohio 4.70
Union 4.84

Order o f  the I n t e r s t a t e  Commerce Commission in I nv e s t ig a t i o n  

and Suspension Docket No. 9164, Trans Alaska P ipe l i ne  System 

(Rate F i l i n g s )  and No. 36611, Trans Alaska P ipe l i ne  System 

(Rules and R e g u l a t i o n s ) ,  June 28, 1977.

Thus the i n i t i a l  t a r i f f s ,  the proposed t a r i f f s  by the State 

o f  Alaska and the Interim T a r i f f s  al lowed by the ICC looked 

as f o l l o w s :

A laska ' s
P ipe l ine  Carr i er F i led Proposed Interim

T a r i f f T a r i f f T a r i f f

Amerada Hess $6.44 _ _ $4.85
ARCO 6.04 $3.74 4.91
BP 6.35 4.42 4.68
Exxon 6.27 3.80 5.10
Mobil 6.31 3.59 4.84
P h i l l i p s 6. 22 4.83
Sohio 6.16 4.04 4.70
Union 6.09 3.83 4.84

Several  o f  the p i p e l i n e companies p e t i t i o n e d the Fift l i

C i r cu i t  Court o f  Appeals contending that the ICC was without 

au thor i ty  to suspend the i n i t i a l  t a r i f f s  or to suggest  maximum 

inter im t a r i f f s .  Mobil  Alaska P ipe l ine  Company v United S t a t e s ,
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No. 77-2392,  (July 6,  1977) ;  BP P ipe l i ne  Inc.  v United S t a t e s ,

No. 77-2412 (July 8, 1977) ;  Exxon Pipe l ine Co. v United S ta tes ,

No. 77-2421 (July 11,  1977) ;  ARCO Pipe Line Co. v United States

No. 77-2437 (July 14, 1977) .

The F i f t h  C i r c u i t Court ,  however, dismissed the p i p e l i n e

c a r r i e r s  p e t i t i o n s  conc lud ing  that  the ICC had acted la w fu l l y .  

Mobil  Alaskan P ip e l in e  Company v United S t a t e s , 557 P2d 775 

(1977) .

Some o f  the companies then f i l e d  motions in the U.S. Supreme 

Court f o r  a stay o f  the F i f t h  C i r cu i t  d e c i s i o n .  Four o f  the 

c a r r i e r s  a l s o  f i l e d  p e t i t i o n s  f o r  c e r t i o r o r i .  The Supreme 

Court granted a stay o f  the F i f t h  C i r cu i t  d e c i s i o n  and the 

c e r t i o r o r i  p e t i t i o n s ,  and at the present  time a d e c i s i o n  on 

the se^en month suspension and inter im rates  i s  pending 

be fo re  the Supreme Court .  Order o f  November 28, 1977 Granting 

C e r t i o r o r i  in Mobil Alaska P ipe l ine  Co. v United S t a t e s , Mo. 

77-452;  Exxon P ip e l in e  Co. v United S t a t e s , No. 77-457;

BP P i p e l in e ,  Inc.  v United S t a t e s , No. 77-551;  ARCO Pip^

Line Co. v United S t a t e s , No. 602.

Concurrent ly  with the l i t i g a t i o n  over  inter im rates  the ICC 

and now i t s  suc c e ss o r  the Federal  Energy Regulatory Commission 

(FERC) has been conduct ing  i t s  i n v e s t i g a t i o n  o f  TAPS rates  

in order  to set  lawful  permanent t a r i f f s .
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The i n v e s t i g a t i o n  proceed ings  have separated  in to  two phases.  

The f i r s t  phase o f  the proceedings  dea ls  with such i ssues  as

the a l l owab le  rate  base and the ap propr ia te  ra te  o f  return 

whi le  the second phase o f  the i n v e s t i g a t i o n  w i l l  deal  with 

the amount o f  c o s t s  which may be c laimed by the c a r r i e r s  as 

a part  o f  the rate  base.

A l l  o f  the p r o t e s t a r i t s , in c lud ing  the State  o f  Alaska,  argue 

that the TAPS t a r i f f s  f i l e d  by the p i p e l i n e  companies are 

toe high for  se ver a l  reasons .  Jo i n t  Pre Hearing B r i e f  o f  

the United States  Department o f  J u s t i c e ,  The State  o f  Alaska 

and The A r c t i c  Slope Regional  Corpora t ion ,  (December 30,

1977) .

F i r s t ,  f o r  example,  i t  i s  being argued that  the p i p e l i n e  

companies should earn a rate  o f  return on the ac tual  investment 

in the p i p e l i n e  system rather  than upon an i n f l a t e d  va luat ion  

o f  replacement c o s t .  This approach would be c o n s i s t e n t  with 

rate bases used f o r  most p u b l i c  u t i l i t i e s  and would insure 

that p i p e l i n e  owners would not r e c e i v e  a r eturn on t h e i r  

investment more than once.

It  i s  a l so  being argued that  the rate  o f  return al lowed to 

the p i p e l i n e  companies on TAPS f o r  the debt and equi ty  

por t i ons  o f  the p i p e l i n e  should be no higher  than that  

needed to r e f l e c t  the r e l a t i v e  r i s k s  invo lved  and to compensate 

f o r  the c o s t s  o f  s e r v i c i n g  the debt .

24
AGO 547782



In a d d i t i o n ,  the pr o te s ta n ts  have argued that  the p i p e l i n e  

owners should be al lowed only  a return on prudent investments 

and not be al lowed to inc lude  any c o s t s  due to  mismanagement 

or i n e f f i c i e n c y .

Al l  o f  the arguments are aimed at the extremely e xc e s s i ve  

natuie o f  the t a r i f f s .  One i l l u s t r a t i o n  o f  how the t a r i f f s  

were "pumped-up" as high as they were i s  shown by the double 

counting o f  a rate  o f  return on the p i p e l i n e  owners debt .

In the i n i t i a l  f i l i n g ,  the p i p e l i n e  c a r r i e r s  computed t h e i r  

proposed t a r i f f s  high enough to c over  t h e i r  operat ing  c o s t s  

( inc lud ing  i n t e r e s t )  plus a rate  o f  return on the t o t a l  

valuat ion o f  the p i p e l i n e .  In e ssence ,  the p i p e l i n e  companies 

were c la iming a double rate  o f  return on that p o r t i o n  o f  the 

p i p e l i n e  f inanced through debt .  They were f i r s t  r e cover ing  

the i r  i n t e r e s t  expense on t h e i r  debt in add i t i on  to a rate  

o f  return on the borrowed money i t s e l f .  The ICC, however,  

in i t s  order  suspending the r a t e s ,  e l iminated  the double 

counting f o r  purposes o f  s e t t i n g  inter im rates  by s p e c i f y i n g  

that i t  would ac ce pt ,  on an inter im b a s i s ,  t a r i f f s  based 

upon a 10 percent  rate  o f  return on va luat i on  with i n t e r e s t  

c ost  to be paid out o f  company's rate  o f  return.

The e f f e c t  o f  the ex c es s i ve  t a r i f f s  f o r  the p i p e l i n e  companies 

was extremely high rates  o f  return and subs t an t i a l  p r o f i t s  

f o r  the p i p e l i n e  companies.  For example the degree o f  

p r o f i t  that would be y i e l d e d  by the p i p e l i n e  companies using
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th e i r  o r i g i n a l l y  f i l e d  t a r i f f s  was i l l u s t r a t e d  by the 

Commission as f o l l o w s :

on on Total  on
Pi p e l i n e  Carr i er  Equity Investment Valuat ion

Amerada Hess 31.5% 13.8% 13.3%
ARCO 86.2% 13.1% 12.4%
BP 42.5% 14.2% 13.5%
Exxon 31.4% 13.2% 12.5%
Mobil (no equ i ty ) 13.8% 13.1%
P h i l l i p s 38.2% 14.0% 13.1%
Sohio 40.6% 13.6% 13.1%
Union 71.1% 13.8% 12.7%

Average 46.0% 13.6% 12.9%

These i n f l a t e d  t a r i f f s  s u b s t a n t i a l l y  reducet severance tax 

and r oy a l t y  values and resu l t ed  in cons ide rab ly  reduced 

revenues.  For example,  s ho r t l y  a f t e r  the i n i t i a l  t a r i f f s  

were f i l e d  the Department o f  Revenue est imated the l o s s  o f  

revenues would be as shown in the f o l l o w i n g  t a b l e :

Duration o f  Reduced Royalty
High T a r i f f s  and Prod. Tax Revenue

6 months 15.6
12 months 41.7
18 months 70.5

These i n i t i a l  t a r . ' f f s  were way beyond what o thers  expected 

the p i p e l i n e  companies would c la im.  Those th i r d  party 

est imates  are shown on the f o l l o w in g  t a b l e .
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- ' ■ V ? :;

11/76

Date

4/76

1 /7 /77

2 /28 /77

4 /1 /77

4 / 1 5 / 7 7

Mortada In t e rn a t i o n a l ,  The 
Determination o f  Equitable  
Pr i c ing  Levels  f o r  North 
Slope Alaskan Crude, pp. 11-18,
I I I  10, '  111-12' , 'W - 24, V I I -6 
VII - 7

Drexel Burnham § Co . ,  The 
North Slope :  Paradise Lost?
p p . i v - i r —

Washington Analysis  Corp. ,  
Ent i t lements  Program Impact on 
North Slope P r o f i t s

M e r r i l l ,  Lynch, P ie r ce ,  Fenner 
$ Smith, I n c . ,  I n s t i t u t i o n a l  Report 
"Petroleum Notes’  ̂ Prudhoe Bay Crude 
O i l ,  Entit lements  Program, p. 4

Wainright S e c u r i t i e s  I n c . ,  Industry 
Review, "Petroleum Industry,  North 
Slope Oi l  and Gas, "  pp. 25 (Table 7 ) ,  
43 (Table 10) .

* inc ludes  5* f o r  TAPS l i a b i l t y  fund

The President  o f  the United S ta tes ,  
Report to_ Congress on the Pr i c ing

Source Amount

o f  A l a s k a  N o r t h S l o p e (AN5) C rud e
O i l ,  p p .  63 -64 ( T a b l e t r - 3 y .

4 . 20 -4 .50

4.60

5.00

5.40

4.28*

5.10

Even the Department o f  Revenue's extremely conservat ive  

est imate o f  $5.54 (worst case s ce n ar i o )  o f  what the companies 

might c laim f e l l  s u b s t a n t i a l l y  below what was ac tu a l l y  

f i l e d .  As shown e a r l i e r  in th i s  r epor t  the f i l e d  t a r i f f s  

a l so  exceeded s u u s t a n t i a l l y  the p u b l i c  pronouncements o f  

the companies themselves.
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Tanker Tariffs

Another item having a d i r e c t  impact on the wel lhead value 

f o r  c a l c u l a t i o n  o f  the severance tax i s  the c o s t  o f  marine 

t ra nsp or ta t i on  from Valdez to  vari ous  po in ts  on the West 

Coast and Gulf  Coast o f  the United S ta tes .

Unlike p i p e l i n e  t a r i f f s ,  the o i l  tanker t ra ns po r ta t i o n  cos t s  

are not r egulated  by any government regu la tory  body s in ce  the 

tankers are not  operat ing  as common c a r r i e r s .  Instead the 

t ran spo r ta t i on  charges are set  by n e g o t i a t i o n  between the 

tanker company anJ the shipper ,  which in some cases  may be 

between a f f i l i a t e d  companies.

Since product ion  began in June o f  1977 tankers have been 

loading o i l  at Valdez and t ranspor t ing  i t  to var ious  l o c a t i o n s  

in the s ta te s  o f  C a l i f o r n i a ,  Washington and on the Gulf  o f  

Mexico.  The charges c laimed f o r  th i s  t ra ns po r ta t i on  have 

varied cons ide rab ly  between shippers  and fa r  exceed the 

exp ec ta t i on  o f  th i rd  p a r t i e s  who est imated the amount o f  the 

charge.

Those tanker charges that have been claimed during the month 

o f  December are as f o l l o w s :
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Company Charge D e s t i na ti on

ARCO $ .88 West Coast
Exxon 1.08 West Coast
P h i l l i p s  .81 West Coast
Sohio .89 West Coast
Sohio 3.61 Gulf  Coast

These tanker charges that  have ranged from $.88 to $3.61 are 

s u b s t a n t i a l l y  g reater  than what o ther  t h i r d  p a r t i e s  thought 

the charges would be.  These est imates  were as f o l l o w s :
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Date Source Ta nke r Cost

11/76 Mortada In t er n a t i o n a l ,  The Determination
o f  Equitable  P r i c ing  Levels  f o r  North 
Slope Alaskan Crude, pp. 11-18,  111-10,  
111-12,  IV-24, V I I -6 and VII -7

Del ivered  to Los Angeles 
Del i vered  to Puget Sound

*Figures in 1976 d o l l a r s

4/76 Drexel Burnham § Co . ,  The North
Slope:  Paradise L o s t ? , p p . IV-11

1 /7 /77  Washington Analys is  Corp . ,  Entit lements
Program Impact on North Slope P r o f i t s

Del ivered  to West Coast

2 /28/77 M e r r i l l ,  Lynch, P ie r ce ,  Fenner § Smith, 
I n c . ,  I n s t i t u t i o n a l  Repor t , "Petroleum 
Notes,  Prudhoe Bay Crude O i l ,  Entit lements  
Program," p. 4.

4 /1 /77  Wainwright S e c u r i t i e s  I n c . ,  Industry
Review, "Petroleum Industry ,  North Slope 
Oil  and Gas, "  pp. 25 (Table 7 ) ,
43 (Table 10)

Del ivered  to Puget Sound 
Del ivered  to San Franc isco  
Del i vered  to Long Beach 
Del ivered  to Houston

4/15 /77  The Pres ident  o f  the United S ta tes ,
Report to  Congress on the P r i c in g  
o F  A’i'aslTa-North 51 ope" '(AN'S')' Crude Oil 
pp. 63-64 " (Tabl"e"IX-"T)--------------------------

De l i vered  to  Puget Sound (120 MB/D) 
Del i vered  to San Franc is co  (250 MB/D) 
Del i vered  to Los Angeles (340 MB/D) 
Del i vered  to  Gulf  Coast (490 MB/D)

.671*

.459*

.50

60

55

.50 

. 80 

.70 
2.45

.74

.96
1 . 0 1
2.98

The Department o f  Revenue p r e d i c t ed  a weighted average 

tanker charge o f  $.59 to the West Coast and i t  too  was much 

below the tanker charges c laimed.
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Transpor ta t i on  to more Distant  Markets

Another f a c t o r  c ompl i ca t ing  the determinat ion o f  wel lhead 

value i s  the West Coast surplus .  When the new product ion  

from Prudhoe Bay combined wi imports and C a l i f o r n ia  

pr odu c t i on ,  the amount o f  crude o i l  exceeded the phys i ca l  

c a p a c i ty  o f  the r e f i n e r i e s  on the West Coast to  process  i t .

As a r e s u l t  the surplus o i l  had to be ,  and s t i l l  must be 

t ranspor ted  to o ther  areas o f  the United States  in order  to 

be s o l d .

Current ly ,  the North Slope surplus o i l  i s  being transported 

by Sohio through the Panama Canal by tanker to  market des t inat i ons  

r- the Gulf  Coast.  As product i on  from Prudhoe Bay increases  

to 1 .2  m i l l i o n  b a rr e l s  a day in March o f  t h i s  year ,  the 

surplus s i t u a t i o n  w i l l  worsen.

Several  p o s s i b l e  p i p e l i n e s  to t ranspor t  surplus o i l  from the 

West Coast to  eastern markets are on the drawing board,  

in c lu d i ng :  The Sohio P i p e l in e ,  A t l a n t i c  R i c h f i e l d ' s  proposed

"Yoyo"  o f  the Trans-Mountain l i n e ,  the Kitiinat l i ne  and the 

Northern T ier  P i p e l i i e .  For the short  term, however, no 

r e l i e f  from the problem i s  in s ight  except  the c o s t l y  

transshipment through the Panama Canal.

The ex t ra  t ra ns po r ta t i o n  charge c laimed by Sohio f o r  shipment 

through the Panama Canal has been $2.72 per b a r r e l .  This in
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i t s e l f  has g r e a t l y  reduced the wel lhead value on a major 

p o r t i o n  o f  the North Slope produc t i on .

32
AGO 547790



FI ELD V ALU E

In taking the market p r i c e s  r e ce iv ed  f o r  Prudhoe Bay o i l  and 

ne t t in g  back ac tual  c laimed t ra ns po r ta t i on  charges from the 

po in t  o f  s a l e  to  the po int  o f  p ro du c t i on ,  the producers  are 

re por t i ng  wel lhead values  ranging from $3.53 to $7.70.

The lowest  value  i s  reported by Sohio f o r  the o i l  which i t
/

i s  marketing on the Gulf  Coast .  Sohio begins with a market 

p r i c e  on the Gulf  Coast o f  $13.42.  From that amount i t  is 

deduct ing $3.61 f o r  tanker t ra ns po r ta t i on  from Valdez to the 

Gulf  Coast and a $6.28 TAPS p i p e l i n e  charge from Prudhoe Bay 

to Valdez.

A schedule  showing the var ious  repor ted values f o r  each o f  

the producers  f o l l o w s .  These reported  values are taken from 

the December r oy a l t y  repor ts  as f i l e d  by the North Slope 

producers ,  and as s ta ted  e a r l i e r  these values  taken t ogether  

produce a weighted average wel lhead value f o r  severance tax 

purposes o f  $5 .44.
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5
4

7
7

9
2

Producer Quantity Sale Market Pr i ce Tanker Cost TAPS T a r i f f
Reported

Value*

Amerada Hess 119,585 Valdez $12.60 $6.44 $6.16

ARCO 4,507,962 West Coast 13.44 .88 6.16 6.40

Chevron 187,488 7.70

EXXON 3,913,000 West Coast 13.16 1.08 6.27 5.81

EXXON 514,699 Valdez 12.30 .15 6.27 5.88

EXXON 41,736 Fairbanks 12.30 6.274 6.026

Getty 121,920 Prudhoe Bay 6. 38 6.38

Hunt Group 21,191 Valdez 12.62 6.14 6.48

Louisiana 
Land § Expl. 8,839 Valdez 11.89 - - 6.04 5.85

Marathon 11,094 6.35

Mobil 465,495 Prudhoe Bay 6. 23 6.23

P h i l l i p s 454,632 West Coast 13. 38 .8] 6. 22 6.35

Plac id 9,415 Valdez 12.62 6.14 6.48

Sohio 4 , 550 ,000 West Coast 13.30 .89 6.27 6.14

Sohio 6,097,000 Gulf  Coast 13. 42 3.61 6. 28 3. 53

Sohio 1,170,000 Valdez 12. 53 6.25 6.28

*Not in c lu d i ng  f i e l d  cost  deduct ions



Although c l e a r l y  not de d u c t i b l e  under AS 43.55.140 f o r  

severance tax purposes in determining wel lhead va lue ,  the 

producers  have deducted so c a l l e d  " f i e l d  c o s t s "  in determining 

wel lhead value f o r  r o y a l t y  payments. These c o s t s  or  deduct ions  

represent  the c o s t s  o f  ga ther ing ,  c lean ing  and dehydrating 

the o i l  from the po int  where the o i l  comes out o f  the ground 

to the po i n t  where i t  i s  metered into  the Trans Alaska 

P ip e l in e .  The s ta te  has taken i ssue  with these deduct ions  

as wel l  as a l l  o ther  producer  c a l c u l a t i o n s  o f  wel lhead value 

for  r oy a l t y  p u r p o s e s  in a lawsuit  e n t i t l e d  State v Amerada 

Hess e t . a l . , Super ior  Ct.., No. 77-847,  F i r s t  J u d i c ia l  

D i s t r i c t .

The amount o f  f i e l d  c os t s  deducted f o r  r o y a l t y  purposes have 

varied in amount among the producers and fox December those 

deduct i ons  ranged as f o l l o w s :

Producer Fie ld  Cost D

Amerada Hess .68
ARCO .64
Exxon .53
Getty .78
Mobi 1 1.11
P h i l l i p s 1.03
P lac id .77
Sohio .60
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Thus f o r  r o ya l t y  purposes the producers  during the month o f  

December repot ’ va lues  as f o l l o w s :

Producer Royalty Value

Amerada Hess $5.48
ARCO 5.77
Chevron 7.70
Exxon (West Coast) 5.28
Exxon (Valdez) 5.35
Exxon (Fairbanks) 5.50
Getty 5.60
Hunt Group 6.48
Louisiana Land

f? Explora t i on 5. 85
Marathon 6.35
Mobil 5.12
P h i l l i p s 5. 32
P lac id 5.71
Sohio (West Coast) 5.48
Sohio (Gulf  Coast) 2.87
Sohio (Valdez) 5.62

Thus with c laimed f i e l d  c o s t s ,  Sohio f o r  example,  is c laiming 

a wel lhead value o f  $2.87 f o r  the o i l  which i t  i s  shipping 

to the Gulf  Coast .  The weighted average wel lhead value o f  

Prudhoe Bay o i l  f o r  r o y a l t y  purposes f o r  a l l  producers  

during the month o f  December is $4.79 per b a r r e l .

In c on t ra s t  to the values  <eing repor ted  to  the State o f  

Alaska f o r  severance  tax and roya l ty  purposes ,  an o b j e c t i v e  

comparison o f  the value  o f  North Slope o i l  using comparable 

market r e f i n i n g  p r i c e s  on the West Coast and reasonable  

t ra ns po r ta t i o n  charges from the market to the North Slope 

o i l  f i e l d  y i e l d s  a value s u b s t a n t i a l l y  above the reported  

v a l u e s .
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F ir s t  o f  a l l ,  in computing a comparative market wel lhead 

va lue ,  wc begin with a f r e e  market p r i c e  o f  o i l  o f  l i k e  

q u a l i t y  t o  that  o f  North Slope o i l .  That market p r i c e  o f  

o i l ,  most comparable to North Slope o i l  is  the p r i c e  o f  

o i l  imported to  the West Coast and i s  computed as f o l l o w s .

VALUE OF 27° ALASKA NORTH SLOPE (ANS) OIL 
AT REFINERY DESTINATION

Los Angeles

Saudi s a l e s  p r i c e  FOB Ras Tanura $12.32
Class 2 tanker t a r i f f  (AFRA) 1.12
Import fee  -0 -
Pr i ce  f o r  Saudi FOB r e f i n e r y  13.44

Enti t lement  f o r  Saudi - 2 .37
R e f i n e r ' s  a c q u i s i t i o n  c o s t  f o r  Saudi 11.07

Enti t lement  given f o r  ANS o i l  2.37
VALUE (Max. p r i c e  r e f i n e r s  would
pay f o r  ANS o i l )  13.44

Thus the f r e e  market value  at the r e f i n e r y  o f  Prudhoe Bay 

o i l  i s  $13.44.

Secondly,  reasonable  t ra ns po r ta t i o n  charges need to be 

computed and subt rac ted  from the market p r i c e  at the r e f i n e r y .  

Again we have used th i rd  party  bench marks in computing 

a comparison o f  wel lhead value.

A l l  the TAPS p r o t e s t a n ts  inc luding  the State  o f  Alaska,  the 

U.S. J u s t i c e  Department, the A r c t i c  Slope Native Corpora t i on ,  

and the ICC s t a f f  have recommended TAPS t a r i f f s  s u b s t a n t i a l l y  

below what the companies o r i g i n a l l y  f i l e d .  Al l  o f  the TAPS
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pro testants  except  the ICC s t a f f  recommended TAPS t a r i f f s  

below even the ICC inter im t a r i f f s .  For purposes o f  th i s  

r ep or t ,  however,  we have chosen the ICC inter im rates  as a 

bench mark f o r  reasonable  p i p e l i n e  t ra ns po r ta t i o n  c os t s  

even though these t a r i f f s  may in f a c t  s t i l l  be too  high as 

permanent t a r i f f s .

Those inter im t a r i f f s  were:

Interim Rate

4.68 
5.10 
4.84
4.83 
4.70
4.84

Using the weighted average o f  these t a r i f f s  r e s u l t s  in 

a p i p e l i n e  t ra ns po r ta t i on  cost  o f  $4.85 per b a r r e l .

P ipe l i ne  Carr i er

Amerada Hess
ARCO
BP
Exxon 
Mob i 1 
P h i l l i p s  
Sohio 
Union

For tanker t r a n s p or ta t i o n  to the West Coast we have chosen a 

conservat ive  est imate  o f  .70 based upon th i rd  party 

c a l c u l a t i o n s  o f  average tanker c o s t s  to the West Coast .

Using these th i rd  party bench mark f i g u r es  o f  r e f i n e r y  

pr i c es  and t ra ns po r ta t i o n  c o s t s  r es u l t s  in a market p r i c e  

net back to the f i e l d  o f  $7.91.
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Also in cont ra s t  to  the repor ted  wel lhead values  are the 

p r o j e c t i o n s  o f  values  by t h i r d  p a r t i e s  as shown in the 

f o l l o w in g  t a b l e .  I n t e r e s t i n g l y  enough, however,  these 

th i rd  party est imates  c o i n c i d e  c l o s e l y  with our c o ns t r u c t i o n  

o f  an o b j e c t i v e  determinat ion o f  a Prudhoe Bay wel lhead value.
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Date

4/76

11/76

1 /7 /77

2/28/77

4 /1 /77

Source

Drexel Burnham {) C o . , The 
North Slope :  Paradise
Lost? pp7TV-Tl-------

D e l i v e r e d
Price

13.00

Mortada I n t e r n a t i o n a l ,  The 
Determination o f  Equ i table 
Pr i c ing  Levels f o r  North “
Slope Alaskan Crude, pp . 11-18 
111-'10, TIT-12', IV-24,  VII - 6 
and V I I - 7

Del ivered  to  Los Angeles 13.05*
Del ivered  to  Puget Sound 
Average Case

*Figures in 1976 d o l l a r s .

Washington Ana lys is  C o r p . , 
Entit lements Program Impact 
on North Slope'  Profits

Del ivered  to West Coast 13.52

M e r r i l l ,  Lynch, P ie r c e ,  Penner 
tj Smith, I n c . ,  I n s t i t u t i o n a l  
Repor t , "Petroleum Notes,
Prudhoe Bay Crude Oi1,
Entit lements  Program,"  p . 4

Del ivered to West Coast 13.40

Wainwright S e c u r i t i e s ,  Tnc. ,
Industry Review, "Petroleum 
Industry,  NorTTf Slope Oil  
and Gas, "  pp. 25 (Table 7 ) ,
43 (Table 10)

TAPS 
Tan k e r  Tariff

50 4.60

We llhead
Price

7.90

0.671* 4 .2 0 - 4 .5 0  7 . 83 -8 .18
0.459* 4 .2 0 -4 .50 *

7.90*

0.60

0. 55

5.00

5.40

7.92

7.45

Del ivered to Puget Sound 13.27 0.50 4.28* 8.49
Dc l iv e i e d to San Franc isco 13.38 0.80 4. 28* 8.30
Del ivered to Long Beach 13.32 0.70 4. 28* 8.34
Del ivered to Houston 13.57 2.45 4.28* 6. 84

* inc ludes  5<J- f o r  TAPS l i a b i l i t y  fund

4/15 /77  The Pres ident  o f  the United 
S ta tes ,  Report to Congress 
on the Pr i c ing  ' o f  Alaska 
North Slope (AflS) Crude'
01 Y~~pp. "(Tab 1 e TX-3)

Del ivered to Puget Sound 
(120 MB/D)

Del ivered to San Franc isco  
(250 MB/D)

Del ivered to  Los Angeles 
(340 MB/D)

Del ivered to  Gulf  Coast 
(490 MB/D)

Weighted Average

14.53 0.74 5.10 8.69

14 . 53 0.96 5.10 8.47

14.53 1.01 5.10 8.42

14.83 2.98 5.10 6. 75
--- 7.77
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INFLATION AND CHATGES IN WORLD OIL PRICES 

In A laska ' s  Oi l  and Gas Tax Struc ture (p.  V I - 2 2 ) ,  the Department 

o f  Revenue recommended l a s t  year  that

" [ t ] o  prevent  the ' f l o o r '  from l o s in g  value through 

time i t  should e s c a l a t e "

Suggested e s c a l a t o r s  then were the Gross National  Product 

(GNP) d e f l a t o r ,  which i s  the primary index o f  U.S. i n f l a t i o n ,  

and the world market p r i c e  o f  s im i l a r  f o r e i g n  o i l .  The bNP 

d e f l a t o r  during the l a s t  year has changed as f o l l o w s :

GNP De f l a t o r  
(1972 = 100)

Change from
Index Period Index Amount 3rd Quarter 1976

3rd Quarter 1976 134.56
4th Quarter 1976 136.35 +1.3$
1st Quarter 1977 138.13 +2.7$
2nd Quarter 1977 140.52 +4.4$
3rd Quarter 1977 142.25 +5.7$

With respect  to world o i l  market p r i c e s ,  1977 saw a per iod 

o f  t w o - t i e r  p r i c i n g  within OPEC come to an end. The s p l i t  

in OPEC developed when Saudi Arabia and the United Arab 

Emirates (UAE) re fused  to go along with the r e s t  o f  OPEC in 

December 1976 in r a i s in g  t h e i r  State  Sales Pr i ces  by 10 

percent .  Ins tead,  Saudi Arabia and the UAE ra i se d  p r i c e s  

by only about 5 percent .  In midyear t h i s  breach was c l o s e d ,  

when the two nat ions  ra ised  t h e i r  p r i c e s  whi le  the vest  o f  

OPEC forewent i t s  p rev i ou s ly  announced increase  scheduled
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f o r  that  t ime.  Since Saudi Arabian crudes are o f  a l l  imports ,

most l i k e  Prudhoe Bay crude in r e f i n i n g  c h a r a c t e r i s t i c s ,  the 

midyear increase  in p r i c e  f o r  those crudes i s  r e levant  to 

the appropr iate  c e n t s - p e r - b a r r e l  f l o o r  f o r  Alaskan o i l  

p r odu c t i on .  A c co r d in g ly ,  the exact  p r i c e s  and percentages  

o f  change f o l l o w :

Changes in State  Sales  Pr i ces  (FOB) 
by Saudi Arabia and the U.A.E. 

During 1977

1-1-77 1-9-78 %
Crude Type $/B $ /  B Change

Saudi Arabia
Berri  (39°) 12.48 13.22 + 5 .9 ]
Light (34°) 12.09 12.70 + 5.0] + 5.5%
Medium (31°) 11.69 12.32 + 5.4] average
Heavy (27°) 11.37 12.02 + 5.7]

U.A.E. (39°) 12.514 13.26 + 6.0

Source:  P l a t t ' s  OILGRAM P r i ce  Serv i ce

Besides these i n d i c a t o r s ,  o ther  in d i c e s  are a v a i l a b l e  and 

could  be used.  For example,  a Consumer Pr i ce  Index is 

c a l c u l a t e d  f o r  the e n t i r e  United S ta tes ,  and another one f o r  

Anchorage.  Their  changes are given below.

Changes in Consumer Pr i ces  Indi ces  
f o r  the United States  and f o r  Anchorage

Anchorage Index_______  United States  Index
Index Index Amount I Change Index Amount % Change
Month (1967 = 100) from 10/76 (1967 = 100) from 10/76

Oc t . '76 167.6 173.3
Jan. '77 169.4 + 1.1 175.3 + 1.2
Apr. '77 172.6 + 3.0 179.6 + 3.6
Jul . '77 177.4 + 5.8 182.6 + 5.4
Oc t . '77 177. 3 + 5.8 184.5 + 6 .5
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The ta b l e  on the f o l l o w i n g  page prov ides  a comparison o f  U.S. 

p r i c e  in d i ces  f o r  crude petroleum and re f ined  petroleum 

products ,  which the Bureau o f  Labor S t a t i s t i c s  o f  the U.S. 

Department o f  Labor prepares  and maintains.
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A Comparison o f  U.S. Pri ce  Indi ces  f o r  Crude Petroleum 
and Petroleum Refined Products ,  December 1976 and 

December 1977 (1967 = 100 unless  otherwise  in d i c a t e d )

Crude Petroleum 

Petroleum Products ,  Refined

Gasol ine
REGULAR 

Dealer Tank-wagon to 
Reta i l  Out lets  
Sales co Jobbers 
Commercial Consumers 

PREMIUM 
Dealer tank-wagon to 
Reta i l  Outlets  
Sales to Jobbers 
Commercial Consumers 

UNLEADED 
Dealer tank-wagon to 
Reta i l  Outlets  
Sales to Jobbers 
Commercial Consumers

Light D i s t i l l a t e
Kerosene to Rese l l e r s  
Commercial Jet  Fuel ,  
Kerosene base

Middle D i s t i l l a t e
Fm 1 Oil  No. 2 to Rese l l e r s  
Diese l  to Commercial 
Consumers

Residual  Fuels
Cargo shipments to 
R es e l l e r s
Steam E l e c t i r c  U t i l i t i e s

Lubr icat ing  Oil  Materials  
Bright Stock 
Neutral Stock 
Pale Stock

’Unished Lubricants
Automotive Motor Oi ls  
In du s t r ia l  O i l s  
Petroleum Crease

Petroleum Wax

Source:  U.S. Department o f  Labor
Bureau o f  Labor S t a t i s t i

Index Index
12-76 12-77 Change

264 .4 288.1 8.96

287.6 313.7 9.P8

263.4
242.2

279.5
255.8

6.11
5.62*

225 .8 
267.1 
256.4 
214.9

238.6
283.3
267.9
229.8

5.67*
6.07*
4.49*
6.98*

204.9
237.1
242.3
100.0

218.7 
254 .9 
260.0 

99.7

6.73*
7.51*
7.30*
- . 3

100.0
100.0
100.0

99.9
99.6
98.6

- . 1 *  
- .4* 

- 1 .4 *

323.2
266.1

381.2
303.7

17.95
14.13*

269.9 320.0 18.96*

349.8
282.0

394.2
319.9

12.69
13.44*

281.6 314.2 11.58*

480.4 510. 5 6.27

305.6
100.0

328.3
103.4

7.43*
3.40*

274.3
169.5
152.6 

98.0

333.4
203.6
192.8
115.8

21.55 
20.11* 
26.34* 
18.16*

178.6 
156. 5
167.7 
126. 5

197.5
170.8
190.9 
130.2

10. 58 
9.14 

13.83* 
2.92*

200. 2 247 .5 23.63

*base year di ff ere nt than 1967
44

AGO 547802



R E C O M M E N D A T I O N S

The p r e sent $6.53 floor for "other oil" is inadequate.

As shown earlier (p. 38) an o b j e c t i v e  c o m p u t a t i o n  of the 

market value of Prudhoe Bay oil using com p a r a b l e  refinery 

ma r k e t  prices and reasonable t r a n s p o r t a t i o n  costs (determined 

from third party sources) yields a w e l l h e a d  value of $7.91.

A d d itionally, at the same time as the D e p artment r e c o m m e n d e d  

a $7.50 floor, the oil companies were s p eaking p u b l i c l y  of 

w e l l h e a d  prices near and above that level. Numerous informed 

con s u l t i n g  firms were forecasting prices in this range, too 

(see p. 40). Aside from inflation and the price increase*- of 

Saudi Arabia and the UAE, n o t hing else has c h a nged during 

1977 that would alter the approp r i a t e n e s s  of that figure.

As such, $7.50 plus 5.7 inflation as m e a s u r e d  by he G.N.P. 

d e f l a t o r  yeilds a value of $7.93.

A ccordingly, the Department of Revenue recommends a floor 

of $7.90. The c e n t s-per-barrel amount that corres p o n d s  to 

this floor at a 12.25 percent rate is .96775 which, when 

rounded, is $.968. AS 43.55.011(c) should be amended so 

that $.968 replaces the $.80 figure that is there now.

The Department also believes it is a p p r o p r i a t e  at this time 

to adjust the c e n t s - p e r - b a r r e l  rate for "old oil" and the 

c e n t s - p e r - M c f  rate only to the extent n e c e s s a r y  to offset
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the 5.7 percent inflation. Thus the $0.60 figure in AS 

/13.55.011(c) should be changed to $0,634, and the $0,064 

figure; in AS 43.55.016(c) should be changed to $0,068.

While AS 43.55.012(a) requires only that D e p artment of 

Revenue make the r e c o m m e n d a t i o n s  above, the Department will 

further r e c o m m e n d  a change in AS 43.55.012(a) itself so that 

a greater degree of s t a b i l i t y  may be inco r p o r a t e d  into the 

p r o duction tax. As that statute reads now, the cents-pcr- 

tarrel tax rates must come u n der re v i e w  each and every year. 

This n e e d l e s s l y  creates an u n c e r t a i n t y  from one year to the 

next, which can eve n t u a l l y  harm the investment climate for 

further oil and gas development. The D e p artment therefore 

recommends tying the c e n t s - p e r - b a r r e l  and c e n t s - p e r - M c f  

rates to an index to offset the adverse effects of inflation 

on the m e a n i n g f u l n e s s  of these floors. This w o uld be done 

by repealing AS 43.55.012(a) in its entirety and enacting 

the follrving p r o v i s i o n  to replace it:

(a) The amounts set out in sec. 11(c) and 

sec. 16(c) of this chapter shall be increased or decreased 

by a p e r c e n t a g e  equal to the p e r c e n t a g e  of change in 

the Gross National Product Deflator p u b l i s h e d  by the 

Bureau of Economic Analysis of the United States 

D e p artment of Commerce, using 1972 as the base period 

for the d e flator (1972 = 100). Changes in tax rates 

will be computed based on changes in the Gross National
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Product D eflator from the First Q u a r t e r  1978 Gross 

National Product Deflator. The dep a r t m e n t  shall post 

the changes in the tax rates p e r i o d i c a l l y  and shall 

notify every person p r o d u c i n g  oil within the state of 

the changes.
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